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CHAPTER ONE

The Elusive Goal of a Secure Retirement

How would you personally define what a secure retirement means
to you?!

“I think a pension, having a 401(k) and making sure your kids get to
college.” (White man, 37 years old)

“Being able to retire without seeking employment or additional income.”
(African American man, 63 years old)

Imagine you are on a sinking ship in a violent storm. Some passengers
are outfitted with state-of-the-art survival suits and are directed to
sturdy life rafts. But most passengers get tattered life vests and are told
to sink or swim. Rather than reaching sunny shores, this latter group is
treading water, fending for themselves. That is what retirement savings
looks like for most households these days.

Savings is a key ingredient to making the American Dream a reality.
Households need and want to save for a number of reasons, chief among
them retirement and economic emergencies. But people also want to
have savings for a down payment on a house, to start a business, and to
pay for their children’s education, for instance. Savings will allow peo-
ple to pay their bills over time and to pursue their aspirations. Savings
contribute to economic security for households, reduce demands on
public safety nets during tough economic times, and strengthen eco-
nomic growth. More savings is good not just for individual families but
also for the nation as a whole.

Insufficient savings, on the other hand, can be devastating. A lack
of emergency savings, for instance, can quickly push households into
bankruptcy. The rise in personal stress associated with insufficient
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savings can lead to depression or divorce and even in extreme cases
domestic violence.? Not having enough retirement savings can mean
working longer in a physically demanding job in the face of debilitating
medical problems or, if working is impossible, severely reducing one’s
spending on life’s necessities.*

Saving enough for one’s future is difficult for most people even in
the best of times—when jobs are plentiful, wage growth is strong,
and financial markets are stable. But in recent years, the task has only
become harder. Long-term unemployment has been rising, wages have
become more volatile, and boom-and-bust cycles in the stock and hous-
ing markets have become the norm, rather than the exception, over
the past three decades. As a result, people have encountered mounting
risks while trying to accomplish the already difficult task of saving for
their future. The promise of a sunny retirement, in which people are
in control of their economic destiny, is clearly out of reach, and instead
households do whatever they can just to keep their heads above water.

This is not an accident but the result of fixable shortcomings in
the way policy helps or does not help households to save. Just when
risks have multiplied in the labor and financial markets, households
increasingly have been left on their own to save more and to figure out
how to manage these growing risks as best as they could.* Households
increasingly had to save with do-it-yourself savings, such as 401(k)
plans; Individual Retirement Accounts (IR As) and housing as defined-
benefit (DB) pensions have declined; and the value of Social Security’s
benefits has gradually decreased. At the same time, a patchwork of
ineffective public policies around savings has eroded households’ risk
protections, making savings more and more exposed to the growing
labor and financial market volatility. That is, risks and households’
exposure to those risks have simultaneously increased.

This combination of growing economic risks and rising household
risk exposure has had two adverse consequences. First, it has made it
harder for many households to save, contributing to increasing wealth
inequality. Put differently, the patchwork of US savings policies has
worked well for a select few households but has left many more people
without savings, and fails the majority of households in achieving their
goals and ambitions.

Second, rising labor market and financial risk exposure in the face
of growing labor and financial market risks has made Americans’ sav-
ings more volatile. Many households fear losing their money when they
need it most because of a stock or housing market crash, for instance,
in the months before a planned retirement. This potential decimation
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of retirement savings is increasingly a very real possibility for American
households.

The economic insecurity that people have lived through for the past
three decades will shape their futures, too. Inadequate and more vola-
tile savings are the twin legacies of public policies that failed to offer
households meaningtful protections for their savings in an increasingly
Insecure environment.

Without a serious rethinking of public policy to support broad-
based savings, this lingering economic insecurity will rob millions of
Americans of a dignified retirement, put them in serious economic
harm when they experience unexpected economic emergencies, and
require them to postpone homeownership and entrepreneurship,
among other ambitions. Americans may be able to get by, but they
will not be able to get ahead, when it comes to reaching a secure and
meaningful retirement, never mind also achieving other goals. Rising
wealth inequality and increasing wealth volatility means more wide-
spread economic hardship for households, greater demand on govern-
ment programs, and slower economic growth.”

One of the root causes of growing risk exposure is the widespread
failure of savings policies in offering households meaningtul risk pro-
tections for their savings. A serious rethinking of savings policies could
address these shortcomings. The first step will be to understand the
mechanisms by which household risk exposure has increased amid
rising labor and financial market risks. Policy interventions can then
address each of these mechanisms and help households gain more risk
protections. This will increase savings and lower wealth uncertainty.
And households will gain greater retirement income security as the
primary result.

In chapters 2, 3, and 4, I offer a comprehensive, in-depth look at
the combined effects of risk exposure in labor and financial markets
on wealth inequality over the past three decades. I do not separate
labor and financial markets in my discussion of household savings
since both are integral to households’ ability to build a secure future.
My analysis of high-quality, nationally representative household data
illustrates the linkages between risks and savings and demonstrates
that risks have grown alongside risk exposure and wealth inequality.
I also identify and analyze a number of key policy shortcomings in
the patchwork of US savings policies in chapter 5 on Social Security;
chapters 6, 7, and 8 on defined contribution (DC) retirement accounts;
and chapters 9 and 10 on savings incentives and the complexities of
tax-advantaged savings, which have made it increasingly difficult for
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households to gain meaningful risk protections with their savings.
These analyses directly point to economic policy as the most relevant
and most directly influential and, more importantly, changeable cause
of rising wealth inequality. I discuss a range of policy solutions to
address these failures in chapter 11, to assist policymakers in charting a
course toward a more secure future for American families.

In this chapter, I offer some context for the issues discussed in the
remainder of the book. I first discuss some of the key reasons for house-
holds to save, emphasizing that, while households save for many rea-
sons, retirement requires the largest savings. I follow this discussion
with an overview of savings instruments and a discussion of the general
rationale for encouraging private savings outside of Social Security.

Reasons for Saving

Households save money for a number of reasons. First, they save for the
possibility that their wages and salaries will decline or completely dis-
appear and they will need to rely on income from their savings to pay
their bills. Wages and salaries can decline, for example, when house-
holds experience an economic emergency, such as a prolonged illness,
a spell of unemployment, divorce, or death of a family member. And
when people retire, they typically no longer receive income from work,
such as wages and salaries.°

Second, households save money because they often cannot get a loan
for every purchase or investment they want to make. Even if they get
a loan, personal savings are typically needed to supplement it. They
need to put some of their own money down, for instance, when they
buy a house. And they have to invest their own savings when starting
or expanding a business.” People also often put money away to pay for
their own and their children’s education.

Third, households save for a number of idiosyncratic reasons. They
may want to finance larger consumption in the future with the capital
appreciation and interest earned on their savings. People often want to
help out their aging parents and thus increase their spending to support
them. Alternatively, some people want to save to leave something for
their heirs or to donate to charity. Some people may simply like having
lots of money for no other reason than to have it, just in case.

Middle-class households will typically need substantial amounts of
savings to meet their goals. Retirement savings will by far make up
the largest savings goal, although other motives such as having a down
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payment for a first home, paying for children’s education, and having
collateral for a new and expanding business can also require a lot of
money. Fidelity Investments argues that “eight times ending salary”
is a standard rule of thumb for households wanting to have an income
in retirement equivalent to 85 percent of their preretirement earn-
ings when they retire at 67 years.® According to Fidelity’s calculations,
somebody retiring at age 67 with final earnings of $73,640 would need
to have saved $577,000—a ratio of savings-to-final earnings of 7.8—to
have enough money, in combination with their Social Security ben-
efits, to meet the 85 percent replacement income mark. This ratio
increases to almost ten times the final earnings if a household wants to
retire at age 65.” Suffice to say, people will need to save a lot of money
both to cover their basic expenses when their primary income sources
disappear and to allow them to achieve their future aspirations.

US public policy includes incentives for households wanting to save
for most of the aforementioned reasons with the largest incentive going
to long-term income security through retirement savings and housing.
But while public policy is generally set up to help households achieve
their goals, the effect is uneven. Current savings incentives work well
for about one-third of households, completely leave out about one-
fifth of households, and increasingly fail the remaining households in
achieving their savings goals. And this situation has gotten worse. The
need for better savings policies is large and growing, considering that,
among other things, people can expect to live longer and spend more
time in retirement in the future.

Forms of Household Savings

Households save for their future through a number of mechanisms,
all of which are shaped by policy in one way or another. These sav-
ings mechanisms include Social Security; DB pensions; financial assets
such as retirement savings accounts, mainly 401(k) plans and IR As; and
nonfinancial assets such as housing.

Savings are a store of future income. Households forego consumption
today in exchange for income to pay for consumption in the future, for
instance, during retirement. Because households cannot store all of the
goods and services they will need in the future under a mattress or in a
vault, they generally give money to an institution such as the govern-
ment, a mutual fund, a bank, or an insurance company in exchange for
a promise of future payments. Savings always boils down to exchanging
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a payment today for a promise tomorrow. This basic mechanism does
not change with differences in the trustworthiness of the institution or
the riskiness of the assets—stocks, bonds, real estate, and commodi-
ties, for example—that households invest in. The amount a saver will
receive in the future can vary based on a number of key factors, but the
basic premise—that savings are a promise of a certain payment in the
future in exchange for a specific payment today—does not change.

Social Security, DB pensions, financial, and nonfinancial assets
consequently are different forms of household savings—and most of
them will go to pay for households’ retirement.!” Social Security, for
instance, receives payroll taxes today in exchange for future retirement,
disability, and survivorship benefits. DB pensions receive employer and
employee contributions in exchange for future monthly retirement
benefits or, in some instances, lump-sum payments. And households
make contributions to financial assets, such as mutual funds in 401(k)
plans and IR As, and pay down their mortgages to save in housing hop-
ing to draw down those assets when they need them.

Public policy plays a crucial role in shaping the exchange of a certain
payment today for an uncertain promise of repayment in the future.
Congress directly determines the taxes that Social Security receives
and the benefits it will pay out. Federal policymakers also set the rules
that govern private savings—DDB pensions, financial assets, and non-
financial assets—to make sure that those who receive people’s money
will actually honor their promises in the future. That is, public policy
shapes how much risk protections households will have for their savings
by influencing the amount people save as well as the uncertainty—
riskiness—of the promise of future repayment.

Two potential problems with the role of public policy in household
savings become readily apparent. First, politics can matter in shaping
policy. Changes in the rules and regulations governing different forms
of savings—Social Security, DB pensions, financial, and nonfinancial
assets—then may not necessarily reflect responses to households’ actual
need for more or less risk protections. Policymakers, for instance,
may decide to lower risk protections for households when economic
risks increase, which is exactly what has happened over the last three
decades.

Second, policy can become disjointed with various types of savings
fragmented into separate savings mechanisms. Indeed, policy currently
addresses savings in DB pensions separately from others, say, savings
in housing. The resulting variety of savings incentives adds enormous
complexity, making it difficult for households to save or to protect
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their savings against risks. Imagine again you are on a sinking ship and
the only way to use a sturdy life raft to get to safety is to first assem-
ble it from three different parts, using instruction manuals written in
Hungarian. This is what saving for the long term looks like. As a result,
many households give up saving or protecting their savings and leave a
lot of their future economic security to chance.

Economic Risk Exposure with Different Forms of Savings

It is important to see the risk exposure arising from each savings mech-
anism to understand how severe the consequences of policy pitfalls—
politicized and fragmented savings policies—can be.

Different forms of savings expose households to different levels of
financial market risks. Social Security benefits, for instance, are not
subject to financial market risks since benefits depend only on people’s
wages. Households can experience some limited risk exposure with DB
pension benefits, if those risks increase the chance that a DB plan will
be terminated. In comparison, other financial and nonfinancial assets,
especially individualized savings in retirement accounts and housing,
directly expose household savings to financial market risks. Households
are likely to experience more risk exposure with individualized savings
than with Social Security and DB pensions.

Individualized savings also exacerbate the negative effects of labor
market risks—the chance of becoming and staying unemployed and of
experiencing large earnings drops—on household wealth. People, for
instance, cannot make contributions to an employer-sponsored retire-
ment plan after they lose a job. Similarly, people often contribute less
to their savings accounts when their earnings drop. Social Security
benefits, in comparison, help counter these negative effects of labor
market risks on household savings by offering higher benefits, relative
to payroll tax payments, to lower than higher lifetime earners.

The balance in the past three decades has tilted toward individual-
ized savings, such as retirement savings accounts and home equity, and
away from Social Security and DB pensions. This has increased the pos-
sibility of greater labor and financial market risk exposure with savings.
Social Security reform enacted in 1983 gradually increased the age at
which people can receive full retirement benefits, from 65 to 67 years,
starting with people born in 1960."" And private sector employers have
shed DB pensions and increasingly offered retirement savings accounts,
such as 401(k) plans, to their employees with uncertain benefits. The



8 Retirement on the Rocks

bottom line is that the potential for households to be exposed to these
risks through their savings has increased over time, as individualized
savings have become more pervasive.

The need for risk protections in household savings has also grown
just as these protections have declined. Labor and financial markets,
for instance, have become more volatile, requiring additional savings
and other risk protections. The stock market, for instance, experi-
enced two massive booms and busts in quick succession between the
mid-1990s and 2009. The S&P 500 stock market index fell in infla-
tion-adjusted terms by 42 percent from March 2008 to March 2009
alone, when it hit its lowest point during the Great Recession. And
people live longer, which means they need not only more savings but
also more assurances that their money will actually be there when
they need it in during old age. The Census Bureau, for example,
projects that the share of the population between the ages of 80 and
84 years will grow from 1.8 percent in 2012 to 3.2 percent in 2050
and the share of the population 85 years and older will grow from
1.9 percent in 2012 to 4.5 percent in 2050—faster than any other
population segment.'?

The Logic for Policy Interventions in Savings

Public policy urgently needs to address the growing gap between the
increasing potential for risk exposure and the mounting need for risk
protections to help households save enough for their future.

In principle, public policy should help households save for their future
and protect household savings from unnecessary risks. Making sure
that households have sufficient retirement savings from public and pri-
vate sources will create long-term economic security for people since
they can meet their current and future consumption goals. Sufficient
and secure savings will also reduce the demand on public safety nets in
the future since fewer households will be in danger of falling into pov-
erty and experiencing material hardships. And economic growth will
be stronger when households have enough savings to maintain their
standard of living without having the need to cut their spending. It
may be even stronger when households save enough to start and grow
successful businesses in old age or switch to jobs and careers that better
suit their skills later in life.

So making sure households have enough savings is clearly in the pub-
lic interest. But households will generally not be able to save enough
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to meet all of their long-term needs, especially their retirement goals.
Public policy needs to support households’ savings through public sav-
ings and incentives and regulations for private savings.

Savings are an uncertain promise of future income, and institutions
such as the government, DB pensions, banks, and insurance companies
are better able to accept and manage this uncertainty due to their unique
expertise and longer financial planning time horizons. Households that
want to save enough money for their future goals need to make a series
of complex decisions on when to start saving, how much to save, where
to invest, how much to pay in fees, and when to make use of that
money, while guessing on how long they will live (in the case of retire-
ment). People really cannot know answers to all of these questions and
thus either make blind financial decisions or rely on the expertise of
private financial institutions for their savings.

But relying on private institutions can harm households wanting
to save money since these institutions often operate with their own
set of goals, such as rapidly growing short-term profits, that could
compete with households’ desires and needs for secure savings over
the long term. For example, the recent financial crisis from 2007 to
2009 vividly illustrated that financial institutions can create excessive
risk exposure for households since they can earn more money in the
short term with higher risk investments.'”> Also financial institutions
may limit options of low-cost, low-risk savings for some household
groups, such as lower income households, if institutions see them as
less profitable.

There are then three underlying principles that should guide policy
intervention. First, policy needs to make it easy for households to save
enough. After all, there is no “do over” if households reach retirement
without enough savings. Second, policy needs to establish a balance
between people’s interest in building sufficient and secure savings and
financial institutions’ interest in wanting to be paid for their services,
so that households can avoid excessive fees and risks. And third, pol-
icy needs to overcome market failures so that all households can build
enough savings that are secure for the long term.

Offering Public and Private Savings

These policy principles explain why Social Security exists, for instance.
It takes out the need to guess how much to save for basic retirement
income, disability benefits, and survivorship benefits. Moreover, Social
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Security reflects a trade-off. It offers a modest payroll tax, but its mod-
erate benefit levels also require households to have additional savings to
maintain their standard of living in retirement. Social Security covers
all workers in the industries and occupations included in it, regardless
of their income. But it pays relatively higher benefits to lower lifetime
earners in proportion to their payroll tax payments compared with
higher lifetime earners

The above policy principles also explain policy interventions in pri-
vate savings. Policymakers, for instance, have established rules guiding
the investments of DB pension funds, as well as employers’ contributions
to DB pensions, to discourage employers from putting their short-term
corporate goals before the promises they made to their employees.'
And policymakers have established rules that are meant to incentivize
employers to offer retirement benefits to all of their employees, not just
the well-paid ones. Moreover, policymakers have started to pay closer
attention to risk exposure in 401(k) plans. They have especially encour-
aged auto-enrollment, whereby employees are automatically enrolled
in a 401(k) plan and may opt out of its savings and investment options if
they choose so. Auto-enrollment theoretically should increase savings
and make it easier for households to balance between risky and non-
risky investments."> That is, public policy encourages people to save, by
striking a balance between private and public savings and by overcom-
ing known market failures that create obstacles for savings for some
household groups.

The policy rationales only suggest that the government should be
active in encouraging sufficient and secure savings through public
and private mechanisms. They do not say much about the balance
between Social Security and private savings. Put differently, why
should the government provide Social Security and support private
savings rather than just offering Social Security, possibly at a much
higher level? Why should the government offer incentives for private
savings at all?!®

Public savings such as Social Security can generally offer a strong,
universal foundation by insuring risks that are otherwise impossible
or very costly to insure. Social Security offers such basic insurance to
households by providing some protections from the fallout of market,
disability, and mortality.

But private savings can do a better job than Social Security in meet-
ing some of households’ goals.”” A wide range of savings goals related
to retirement and aging can vary with personal circumstances. These
include financing a small business and supporting aging family members
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in addition to being able to maintain one’s standard of living. Private
savings mechanisms allow households to pursue and hopefully meet the
savings goals that are best suited to their own needs and aspirations.

The United States, like other advanced economies, relies on a mix of
public and private savings. Social Security constitutes a basic, universal
savings program. However, it does not meet most households’ complete
savings needs in the case of retirement, disability, or a breadwinner’s
death.'”® Households often have to save substantial amounts outside of
Social Security to meet their needs, and public policy has to support
these savings.

The mix of private and public savings tends to reflect a country’s val-
ues, social history, and politics. In the United States, this mix is tilted
more toward private savings than public programs compared to other
advanced economies."” This reflects the fact that US policy tends to put
a heavy emphasis on personal responsibility while wanting to ensure
that households have their basic needs covered.?’

Because the mix of public and private savings is shaped by soci-
etal values and politics, this can also change over time. Specifically,
the mix may need to shift toward public programs when support for
private savings is regularly failing to generate sufficient and secure
savings for most households. US savings policy indeed has not offered
most households effective help to save enough for their future and
protect their savings. These policy shortcomings have become more
apparent over time. US savings policy will need to update Social
Security and to vastly improve incentives for private savings to bet-
ter offer real economic security amid high uncertainty in labor and
financial markets.

Conclusion

American households have lived through successive tidal waves of eco-
nomic risks and are now treading water with their savings. Job security
and stable wages have diminished, while the stock and housing markets
have become more volatile. The financial crisis of 2007 to 2009 alone
was akin to a Category 5 hurricane for savings. The need for more risk
protection via more savings and more secure savings in these uncertain
times is clear.

But policy has made it harder for households to save more and to
better protect their savings because of a growing emphasis on having
households do much of what is necessary by themselves. The policy
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response has largely been similar to asking people to learn to swim
while the boat is already going under in the storm.

In short, it will take a fundamental rethinking of our policy approach
to help millions of Americans save more than they currently do for a
sunny and comfortable future. I highlight the challenges to and the
opportunities for building better life rafts—more and secure savings—
for most people in the remainder of this book.



CHAPTER TWO

Americans’ Growing Risk Exposure

How would you personally define what a secure retirement means
to you?!

“Guarantees that what you put there will be there.” (White man,
41 years old)

“As little debt as possible, don’t have to live on a monthly budget
but the main thing as little debt as possible.” (White man, 34 years old)

“Job security while I am young.” (White woman, 44 years old)

Saving enough money to pay for one’s living expenses in retirement is
daunting. But even if households save diligently, the money they put
away may not be available when they need it because of a financial
market crash just before retirement. Households typically want to invest
their savings in something to earn a rate of return that will help pay for
their retirement. Earning a rate of return generally comes with some
financial risk—the possibility to lose part of the investment. People
may invest their savings in stocks and hold a lot of money in housing,
for instance, and stock and house prices may fall just before households
need the money, leaving them with a lot less income to spend than
anticipated. This is the essence of risk when it comes to savings. The
question here is not whether taking risks is okay but what households
can do to protect their savings from too much risk.

Other researchers have established that the chances of stock and hous-
ing market crashes have increased over time. Alongside this increasing
up-and-down trend, household savings have also become increasingly
volatile, experiencing larger up-and-down movements since the 1980s
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than before. This volatility stems in part from the aforementioned fact
that price swings in stock and housing markets are greater than they
were in the past. But, it also stems from households being more exposed
to these market ups and downs, just as the stock and housing market
boom-and-bust cycles took off. That is, risks and households’ exposure
to these risks have gone up simultaneously. As a result, swings in stock
and house prices can do a lot more damage to household savings now
than they could in the past.

That is not all. Labor market risks—the chance of being unemployed
and having a substantial loss in one’s earnings—have also increased over
the past 30 years, according to a large body of research. Increasing labor
market volatility can also threaten household savings when people lose
their jobs, become unemployed, stay unemployed for long periods of
time, and see sharp drops in their wages.

Growing economic risks and rising risk exposure put households in
a bind. They need to save more for protection against labor and finan-
cial market risks, since exposure to these increasing risks poses a new
cost to households. Savings become less stable and households cannot
be sure their savings will be available when they need them. To offset
this cost, households should theoretically save more. But, labor and
financial market risk exposure have made it harder for households to
save, leaving them financially less secure than without the increased
risk exposure.

Households, for example, may find it harder to save now than in
the past since their incomes have become less stable. And, rising risk
exposure adds to the already increasing complexity of financial deci-
sions that households have to make to protect their savings. It is a lot
harder to navigate a boat through a Category 5 hurricane than through
calm waters. Today there is an ever greater chance for people of mak-
ing their own financial decisions and consequently their own mistakes
with retirement savings and housing that can put large shares of these
savings at risk. The analysis in this chapter shows that these dangers
are real. The data show that households’ exposure to financial market
risks, in particular, has grown just as financial markets have become
more unstable.

I start this chapter with a discussion of the literature on financial
market risks, followed by a discussion of labor market risks, showing
that both financial and labor market risks have increased since the early
1980s. I then distinguish households’ risk exposure from market risks to
show that households have become increasingly exposed to these risks
as market risks have gone up. And, to conclude this chapter, I discuss
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the effects of rising risk exposure on household wealth amid an envi-
ronment of high financial market risks.

Financial Market Risks

Household savings can fluctuate because prices of risky forms of
savings, most notably stocks and housing, can experience large up-or-
down movements.? And research has shown that stock and house prices
have become more volatile since the 1980s,” increasing the chances of
sale prices and returns being lower than expected.

Economists consider stocks and housing riskier types of savings than
bonds and savings accounts, for instance. For some people, the notion
of a house as a form of savings is an alien one, much less the charac-
terization of it as risky investment. However, saving in housing, in
particular, can be quite risky in ways that people may not always take
into account. Households benefit from investing in stocks and hous-
ing, because of the potential future flows of income they may receive
as owners. Income from stocks comes from the stockowner’s claim on
corporate income, in the form of dividends, and from capital gains
when the stockowner sells stocks for more than the purchase price.
Similarly, households receive income from owner-occupied housing in
the form of saved rents, and they may be able to realize capital gains if
they sell their house for a higher price than they paid for it. The valua-
tions of stocks and housing, as well as the incomes earned on them, can
unpredictably and wildly fluctuate over time. Compared to less risky
investments, this raises the chance that households receive a lot less
from their investments than they had expected.

There are some differences between stocks and housing, but both
stocks and housing tend to be fairly volatile. Stock prices, for instance,
fluctuate more than housing prices, making stocks riskier than housing
in terms of unexpected changes in value. But, housing can be riskier
than stocks, since housing is less liquid than stocks and people need to
undertake greater efforts to turn their housing investments into cash
than is the case for stocks. For instance, to liquidate part of their sav-
ings in housing, households have to actually get a home equity line of
credit, which is often difficult when financial market risks material-
ize and housing markets are depressed.* Similarly, households’ ability
to sell their homes typically depends on local credit and labor market
conditions.’ Furthermore, households have to incur substantial transac-
tion costs such as broker fees and sales taxes—typically around 10 percent
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of their home’s value®—when they want to sell their houses to access
their savings in housing. Housing is a substantially risky investment for
households’ savings,” in ways people often fail to appreciate.

Labor Market Risks

Households’ savings also depend on the degree of risk in labor markets.
Labor market risk refers to the chance that income from labor will fluc-
tuate due to unemployment and sudden changes in wages and salaries.

In recent decades, labor market risks have increased alongside finan-
cial market risks.® The length of unemployment has trended upward
since the 1980s,” and earnings have become more volatile, reflected in
a growing chance of stagnant and even falling wages.!” Both unem-
ployment and drops in earnings can have adverse effects on savings.
People are likely to save less when they are unemployed or when their
earnings fall. Households may stop saving and they may even dip into
their savings while they are unemployed, especially if they cannot cut
their consumption enough to offset the drop in income."" They may
even go so far as drawing down their accumulated savings. Households
that experience a sharp drop in earnings even though they manage to
remain employed may similarly reduce their savings or possibly draw
down their savings to maintain their previous level of consumption.'?

Rising Financial Market Risk Exposure

Economic theory posits that households would not necessarily become
more vulnerable to financial market risks as stock and housing mar-
kets have become more volatile. In theory, people should reduce their
exposure to financial market risks as these risks go up. This logic is akin
to expecting that fishermen buy bigger boats with better safety gear
if they plan on fishing further offshore in rougher seas. Greater risks
should prompt people to seek more risk protections.

Risky Asset Concentration

Households can theoretically gain some protection from financial risk
by diversifying their savings, thus spreading their risk exposure between
risky and not-so-risky investments. Diversification is the opposite of
concentrating of savings in risky assets—stocks and housing. I use risky
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asset concentration—the share of stocks and housing out of total house-
hold assets—as an indicator for diversification or, more accurately, the
lack thereof."

Diversifying savings and thus spreading the risk exposure offers
some protection for savings against large price swings in stock and
housing markets. Consider a simple illustrative example of two house-
holds with two different investment choices. Both households initially
have $200,000 in savings. One allocates 80 percent—or $160,000—to
stocks, while the other puts only 40 percent—or $80,000—in stocks.
The rest of both households’ money is invested in US treasuries, which
are typically considered the safest investments. A drop in the stock
market of 20 percent results in a loss of $32,000 to the first household,
which is equal to 16 percent of its total savings. The same market drop
leads to a loss of only $16,000 or only eight percent of the total to the
second household. Spreading out assets between risky and nonrisky
investments—diversification—lowers the household’s risky asset con-
centration and its likelihood that a sharp market drop translates into
massive wealth declines."

There are some guidelines borne out of economic theory for house-
holds looking to diversifying their savings. Households looking to
protect their savings through diversification should ideally invest,
according to theory, so that the rates of return of different investments
are uncorrelated with each other—that is, when one goes up or down,
the other does not necessarily move in any particular direction.”® Rates
of return within one group of investments —stocks, bonds, or real
estate—generally tend to be linked to each other because the market
for each group of investments tends to be influenced by common fac-
tors. Monetary policy by the Federal Reserve can be such a common
factor since lower interest rates make stocks and housing a more attrac-
tive investment than is the case with higher interest rates. Stock prices
can also follow investment fads that drive up stock prices, for instance,
regardless of whether companies’ profits justify these prices.!® This
means that stock prices of one oil company, for instance, move closely
with the stock prices of another oil company. That is, households look-
ing to protect their savings should spread their savings across a number
of unrelated investments.

The risk across different investment groups, though, could theo-
retically show some correlation. The price movements of stocks and
bonds could in theory move together since lower stock prices often
reflect a weakening economy that is about to go into or already going
through a recession. A weaker economy could also go along with lower
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long-term interest rates on bonds. But, this correlation appears to be
weak, especially over longer time periods.!”

The ups and downs of prices on stocks and houses, though, tend to
move in lock-step. Stock and house prices often fall when the economy
turns sour and both rise when the economy improves.'®

Prudently diversifying household savings as a protection against
financial market risk suggests that households should move their sav-
ings away from risky investments such as stocks and houses into safer
investments such as bonds and US treasuries, as financial market risks
grow to maintain similar levels of risk protection.

Households may not have diversified their savings as financial mar-
ket risks increased from the 1980s onward, though, for a number of
reasons. As a result, risk exposure in fact increased alongside growing
market risks.

Households may encounter psychological obstacles to changing
their risky investments when financial market risks go up or down.
For instance, they may be unable to fully process increasingly complex
financial information in the face of wider market swings, especially if
it pertains to outcomes that are a long way into the future such as the
likelihood of a future stock or housing market crash. They may also be
unable to stick to a financial plan because of other short-term influ-
ences on their lives such as worries about losing their job. And, they
may exhibit a so-called status quo bias in financial decisions, which
leads households to value their present situation more than may be
prudent and inhibits necessary financial decisions. Finally, people may
fall prey to financial herd behavior such as buying internet stocks in
1999 after they have already seen a sharp run-up in prices and had an
increasing chance of a market downturn.” Households consequently
may not regularly and systematically move out of risky investments
when prices of stocks and housing rise; alternatively, they may not put
more money into such risky investments when prices of stocks and
housing fall.?’

As a result of such obstacles, rapid changes in the prices of risky
investments such as stocks may cause households to take on more risk
than they had anticipated. Somebody who initially wanted to put half
of their money into stocks and the other half into bonds may quickly
find themselves with a larger stock investment than they had planned
simply because stock prices have risen quickly (as they did during the
stock market boom of the late 1990s) if they do not actively and fre-
quently sell stocks and put the money back into bonds to maintain the
preferred 50—50 split, a process called rebalancing.
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The problem of too much financial market risk exposure may be
worse than that. Households often change how much they save when
their savings unexpectedly go up, for instance, because of a stock mar-
ket boom. Such unexpected stock market gains could lead households
to consume more and save less, which describes the so-called wealth
effect.” That is, a stock market boom could lead to households cut-
ting their savings and thus preventing them from building enough buf-
fer against an inevitable stock market crash. They would consequently
experience a lot of financial risk exposure unless they rebalance their
investments in the middle of a stock market boom.??

Summary Data on Household Financial Risk Exposure

To investigate what has been actually unfolding vis-a-vis Americans’
exposure to risks, I calculate financial and labor market risk expo-
sure based on Federal Reserve data, specifically the triennial Survey of
Consumer Finances (SCF). The SCF is a nationally representative house-
hold survey that contains detailed information on household finances,
including all of their savings. The survey also includes information on
other household characteristics such as age, race, ethnicity, education,
and employment. And, it contains information on financial attitudes,
including the length of household’s financial planning horizon, and
on financial behaviors, such as whether a household regularly saves.
Complete data are available from 1989 to 2013, except for indicators
on the length of unemployment, which exists only from 1995 to 2013.
The SCF consequently allows researchers to study savings together
with financial and labor market risk exposure.

Table 2.1 summarizes several financial and labor market risk expo-
sure indicators from 1989 to 2013. I first present the median risky asset
concentration—stocks and housing out of all savings—for households
with any saving.?® The data show the median risky asset concentration
increasing from a low of 54.2 percent in 1989 to a high of 68.9 percent
in 2004, before gradually declining again to 62.0 percent in 2013. This
means households’ risk exposure increased when stock and housing
prices trended upward—the opposite of what should have happened
according to theory.

Behavioral obstacles that impede households from better protecting
their savings are the most likely explanation for rising risk exposure
when the stock market was hot.>* Other explanations such as invest-
ment savvy and easier access to credit do not hold water. Put difterently,
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Table 2.1 Financial and labor market risk exposure indicators (1989-2013)

Year Median ~ Median Share of Share of Share of  Average length
risky asset  debt to households with ~ households with ~ households  of unemployment
ratio  asset ratio very high financial high with high — (in weeks) for all
risk exposure unemployment  earnings risk households
risk
1989 542%  24.6% 21.4% 17.7% 36.5% n.a.
1992 57.6%  27.3% 23.1% 25.6% 63.7% n.a.
1995 62.3%  31.4% 26.7% 13.3% 48.2% n.a.
1998 64.4%  30.6% 26.1% 22.2% 41.1% 27.3
2001 67.7% 28.5% 26.5% 11.0% 69.5% 239
2004 68.9%  34.5% 30.7% 7.3% 39.7% 25.9
2007 68.2%  35.2% 29.1% 16.3% 50.0% 28.1
2010 64.4%  40.2% 30.1% 46.8% 51.3% 36.5
2013 62.0%  36.8% 26.9% 37.8% 49.9% 29.9

Notes: n.a. stands for not available. Risky asset concentration refers to the share of stocks and housing out
of total household assets. Debt includes all household debt. A household is defined as having very high
financial market risk exposure if its risky asset concentration is greater than 75 percent and its debt to asset
ratio is larger than 25 percent. A household is considered having high unemployment risk exposure if it
belongs to a group of households, defined by age, year, education, and race, that has an average unemploy-
ment rate in the top fourth of the distribution of all group-specific unemployment rates. A household is
considered having high earnings risk if the relative standard error—standard error to average—of the group
of households, defined by age, year, education, race, and earnings, that it belongs to falls into the top half of
the relative standard error of earnings for its respective earnings percentile. Sample includes all nonretiree
households. The length of unemployment is only calculated for nonretiree households with unemployed
headso fh ouseholds.

Source: Based on Board of Governors, Federal Reserve System, Survey of Consumer Finances (Washington,
DC: BOG, various years).

although the risky asset concentration grew over the decades leading
up to the Great Recession, this was not because the vast majority of
households were skilled investors who completely anticipated the mar-
ket boom and invested accordingly. Expecting households to be able
to predict long-term market movements is unrealistic, considering that
even financial experts are often unable to anticipate booms or busts.
For instance, in the 2000s, many institutional investors, such as pen-
sion funds and mutual funds, did not predict or protect against the
enormous losses from the housing market boom and bust.?* In theory,
households and professional investors should be able to predict that
housing and stock prices would drop sharply after a period of growth,
since stock and house price booms are followed by busts, which are
then followed by booms.?® Households that understood how these
risky markets work and who have the means to diversify their portfolio
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should have regularly rebalanced their portfolio, but only a minority of
investors actually did so during the boom years of the 1990s.’

Likewise, financial innovation and fewer credit constraints for
households should have made it gradually easier for households to
regain their optimal risky asset concentration after unexpected rises
in the value of risky assets. It should have been particularly easy for
households to diversify from risky housing assets as house prices rose,
because mortgage and home equity markets were easing at the same
time.

However, households generally did not take the available measures
to rebalance their portfolios to counter increases in their risky asset
concentration. Instead of reflecting widespread financial savvy and
easier credit access among households, the risky asset concentration
trend in the 1990s and 2000s likely reflected behavioral obstacles.?
The bottom line then is that rising financial market risks have gone
along with increasing risk exposure for most Americans.

Household Indebtedness

Indebtedness is also a key component to houschold risk exposure. A
household’s level of indebtedness can be measured using the ratio of
debt to assets. High levels of debt relative to savings lead to higher risk
exposure because gains and losses of savings are magnified.?” A house-
hold with greater indebtedness faces a higher risk of losing significant
shares of its wealth from comparatively much smaller drops in stock and
housing prices.*

This discussion offers two important insights for using indebtedness
as risk exposure measure. First, indebtedness is a separate risk expo-
sure indicator than risky asset concentration and thus should be added
to risky asset concentration to understand households’ complete risk
exposure. Second, indebtedness exposes households to risks in financial
markets independent of the savings in which a household invests.

Table 2.1 shows the median ratio of debt to assets for households
with any assets, highlighting the growing indebtedness of the typical
household. The median ratio of debt to assets was 24.6 percent in 1989,
before climbing to 40.2 percent in 2010. It then declined to 36.8 per-
cent in 2013. That is, the typical household was still more indebted
after several years of unprecedented debt declines in the wake of the
Great Recession from 2007 to 2009 than it was at any point between
1989 and 2007.
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Very High Financial Risk Exposure

Table 2.1 further presents a summary indicator of the share of house-
holds having very high financial risk exposure that combines data on
households’ risky asset concentration and their indebtedness. I specif-
ically define households with very high risk exposure as those that
have a risky asset concentration greater than 75 percent and a debt to
asset ratio larger than 25 percent. In 1989, a little over one-fifth of
households—21.4 percent to be exact—had very high risk exposure,
compared to 30.1 percent immediately following the Great Recession
in 2010 and 26.9 percent in 2013. It is notable that households still
had a lot of financial market risk exposure in the years after the Great
Recession, even though the value of stocks and houses fell (reducing
concentrations in risky assets) and households lowered their indebted-
ness (either voluntarily by paying back their debt or involuntarily by
being foreclosed on).

Increasing Labor Market Risk Exposure

Labor market risk exposure describes people’s likelihood of involun-
tarily being out of a job and of possibly losing a share of their earnings,
even when still employed. In order for the labor market discussion to
mirror the financial market discussion, I distinguish between labor
market risk exposure and actual labor market risk. Specifically, I
differentiate between the possibility of experiencing unemployment
and reduced earnings (labor market risk exposure) and actual unem-
ployment and decreased earnings (actual labor market risks).

Labor market risk exposure is the chance of being unemployed and
of seeing a drop in earnings. That requires defining unemployment
risk and earnings risk for a group of households that have similar char-
acteristics. The calculation of unemployment risk proceeds as follows.
I calculate the unemployment rate for a group of households defined
by age, race/ethnicity, and education in any given survey year. Age
refers to five age groupings, starting with those younger than 30 years,
followed by those between the ages of 30 and 39, 40 and 49, and
so on, up to households 60 years and older. Race/ethnicity refers to
a grouping of households into white non-Hispanic, and all others.
And, education divides households by having at least a college degree
and those without a college degree. That is, households fall into one
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of 20 groups for each survey year, and each group has a unique, cor-
responding unemployment rate. I define a household as having high
unemployment risk if it belongs to a group that has an unemployment
rate in the top 25 percent of all household groups across all nine years
of data—1989 to 2013.

Table 2.1 shows the development of high unemployment risk over
time. The chance of falling into a group with comparatively high
unemployment bottomed out with 7.3 percent in 2004 and rose sharply
to 46.8 percent by 2010, before falling again to 37.8 percent in 2013
(Table 2.1).

There is no clear trend in the probability of having high unem-
ployment risk, which indicates that the unemployment risk has gone
neither up nor down. But, that is somewhat misleading since the length
of unemployment has gone up over time®' as the truncated data from
1995 to 2013 in Table 2.1 show. Unemployment is always harmful to
households’ economic well-being, but this adverse effect increased over
time as the length of unemployment also trended up.

I follow a similar procedure for defining high earnings risk as I do
for high unemployment risk. I calculate the group-specific relative
standard error—standard error to average—of real hourly earnings (in
2013 dollars) for households with positive real earnings in each group.
I then define a household as having high earnings risk if it belongs to
a household group with a relative standard error in the top half of all
group-specific relative standard errors for its earnings quintile from
1989 to 2013. I separately calculate high earnings risk for the first fifth
of earnings, the second fifth of earnings, and so on, to account for the
fact that earnings dispersion and thus relative standard errors increase
with earning levels.*

Table 2.1 summarizes the breakdown of the chance of high earn-
ings risk by year. The chance of high earnings risk is relatively high
from 2001 to 2013 with the exception of a relatively low chance of
39.7 percent in 2004. The chance of experiencing high earnings risk
is generally greater in the period that starts with the recession in
2001 than in the earlier years, although there is no consistent upward
trend.

To summarize, labor market risk exposure has been trending
upward. At the same time, labor market risks—not just people’s expo-
sure to these risks—such as the length of unemployment and volatility
of earnings for individual households have also grown.
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Differences in Risk Exposure by

Demographic Characteristics

The combination of rising risks and increasing risk exposure in labor
and financial markets translates into a persistence of economic insecu-
rity into the future. Increasing financial market risk exposure makes
wealth more volatile. Households may not have the savings they thought
they had if risks materialize during stock and housing price crashes.
The chance of more volatile wealth, though, is not equally distributed
across households. Some groups of households face greater financial
and labor market risks than others.

Table 2.2 summarizes labor and financial market risk exposure
over time by race/ethnicity, income quintiles, education, and time
period (early or later years). The data are split into observations for
the early years (1989-1998) and for the later years (2001-2013) to
make the summary manageable. The break between the early and
later years coincides with substantial changes in the macro-economy.
The years after 2000 are generally characterized by slower economic
and job growth than the earlier years, as well as substantial stock and
housing market swings that became more pronounced than in the
earlier years.

Financial risk exposure varies by demographic characteristics in
both periods. It is generally more pronounced among white house-
holds, households with incomes in the middle and fourth quintile, and
households with at least a high school education than among commu-
nities of color, lower and higher income households, and households
without a high school education (Table 2.2). Much of this difference
generally results from substantially higher risky asset concentration
than from higher indebtedness. Households of color, for instance, tend
to have higher debt to asset ratios than white households, on average
(Table 2.2), while whites have higher risky asset concentrations. While
relative financial risk exposure varies between households with differ-
ent demographic characteristics, one trend spans all the demographic
groups: financial risk exposure consistently increased from earlier to
later periods, because both risky asset concentration and indebtedness
went up for most households (Table 2.2).

The picture of labor market risk exposure varies somewhat from
trends in financial market risk exposure. White households, for
instance, were less likely to experience high unemployment and high
earnings risk exposure than was the case for households of color. There
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are no clear systematic differences by income levels. But, households
with some college education (but no degree) generally have higher
unemployment risk and higher earnings risk than households with
less and with more education (Table 2.2). Moreover, the chance of
high earnings risk has typically increased over time, while the chance
of high unemployment risk—based on the unemployment rate—has
somewhat declined in many instances. The decrease in the unemploy-
ment risk, though, is misleading as the data in Table 2.1 suggest, since
the length of unemployment has also gone up, even as the unemploy-
ment rates for all groups have trended downward. The bottom line is
that economic risks generally have increased and that few households,
particularly those with high income, have been protected from high
and increasing levels of economic risks.

Conclusion

Prior research has established that financial and labor market risks
have increased over the past 30 years. This analysis demonstrates
that households’ exposure to these risks has gone up right alongside.
Economic insecurity has grown as a result.®® It is no wonder, then,
that Americans overwhelmingly feel that our nation is facing a retire-
ment crisis.>*

Absent a concerted effort by policymakers to right the ship, this
economic insecurity can be expected to persist in the future, because
labor and financial market risks reinforce each other. The transmis-
sion runs from labor market risk exposure to persistent financial
market risk exposure and rising wealth inequality in society at large.
The result then is that many households end up with less wealth and
less predictable future wealth than they would have if risk exposure
had not increased along with greater risks, as I will show in the next
chapter.



CHAPTER THREE

More Risk, Greater Wealth Inequality

How would you personally define what a secure retirement means
to you?!

“I don’t believe in this world there is such a thing.” (White woman,
67 years old)

“I would like to be able to make a decent income on savings and have it
completely secured.” (White woman, 74 years old)

The last three decades have been characterized by both rising wealth
inequality and growing retirement income inadequacy, as a rising share
of households is expected to be unable to maintain its standard of living
in retirement. At the same time, labor market risks—longer spells of
unemployment and less stable earnings—and financial market risks—
larger boom-and-bust cycles in the stock and housing markets—have
gone up, too. And, as established in chapter 2, households have become
more exposed to the potential fallout from these market risks.

In this chapter, I comprehensively examine the data on the relation-
ships between wealth inequality and labor and financial market risk
exposure. The data show that growing risk exposure contributes to
increasing wealth inequality, basically holding back savings for house-
holds that are exposed to high market risks. Asaresult, many households
are increasingly ill-prepared for retirement, while they simultaneously
face increasing uncertainty over whether their savings will actually
be there when they need them, due to the unfortunate combination
of increasing risks and rising risk exposure. Successive waves of labor
and financial market risks have effectively sunk Americans’ economic
security and also prevented them from building sturdy financial life
rafts for their future.
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Wealth Inequality

The gap in wealth between rich households and households with fewer
means has widened dramatically in recent years. Wealth means the dif-
ference between a household’s savings and its debts, or what households
can actually use to finance consumption in the future, after they pay
off their debts. Households in the top fifth of the income distribution
had 17 times the average wealth of households in the middle of the
income distribution in 2013, up from a 7.1 in 1989 and a 9.1 in 1998
(Figure 3.1).” The gap in average wealth between the top fifth and the
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Figure 3.1 Select ratios of average wealth, by income quintiles and year.

Notes: All dollars are expressed in 2013 dollars. Wealth is the difference between household assets and house-
hold debt. Wealth includes all marketable wealth such as retirement savings accounts and owner-occupied
housing, but it does not include the net present value of DB pension income that the household already
receives or expects to receive in the future. Amounts in earlier years deflated using the research series for
the Consumer Price Index for Urban Consumers (CPI-U-RS). Income distribution based on normal annual
income. Sample includes only nonretired households older than 29 years and younger than 60 years.

Source: Based on Board of Governors, Federal Reserve System, Survey of Consumer Finances (Washington,
DC: BOG, various years).
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fourth and second-fifths of the income distribution has also increased
overt ime.

The wealth gap has also increased for different groups of house-
holds as they got older. White wealth has pulled away from that of
nonwhite Hispanics as they aged, for instance, as has the wealth of
college-educated households from that of households without college
degrees.’ Table 3.1 shows that the wealth gap by race and ethnicity
for households born between 1954 and 1963 increased during the
2001 recession and in the aftermath of the Great Recession. Whites
had about four times the average wealth of nonwhites and Hispanics
in 2013, up from less than three times in the years before the Great
Recession in 2004 and 2007. In addition, the wealth gap by education
grew almost continuously, such that households with at least a college
degree in this group—born between 1954 and 1963—had about five
times the wealth of households without a college degree in 2013, up
from a ratio of 3.1 or less between 1989 and 1995 (Table 3.2).

Household wealth has become more unequally distributed no mat-
ter how we look at it. Later cohorts have seen greater wealth gaps than

Table 3.1 Average real wealth trends, by race, education, and year, holding
birth cohorts constant

Year White Nonwhite, ~ Ratio of whites  College No college Ratio of
Hispanic  to nonwhites or degree degree households with
Hispanics college degrees to

those without

1989 $124,069 $26,275 472.2% $172,394 $56,112 307.2%
1992 $134,723 $52,767 255.3% $176,971 $74,882 236.3%
1995 $173,436 $50,147 345.9% $232,922 $92,285 252.4%
1998 $312,406 $91,624 341.0% $479,576 $144,042 332.9%
2001 $483,658 $110,490 437.7% $702,566 $192,843 364.3%
2004 $603,105 $231,798 260.2% $891,384 $229,341 388.7%
2007 $788,289 $321,721 245.0%  $1,256,147 $281,047 447.0%
2010 $772,082 $260,051 296.9%  $1,235,059 $235,158 525.2%
2013 $833,028 $209,484 397.7%  $1,285,718 $269,909 476.4%

Notes: All dollars are expressed in 2013 dollars. Wealth is the difference between household assets and house-
hold debt. Wealth includes all marketable wealth such as retirement savings accounts and owner-occupied
housing, but it does not include the net present value of DB pension income that the household already
receives or expects to receive in the future. Nominal dollar amounts are adjusted for inflation by the research
series for the Consumer Price Index for Urban Consumers (CPI-U-RS). The sample includes households
born between 1954 and 1963. They were between 26 and 35 years in 1989. The sample only includes non-
retiree households. Sample sizes for Hispanics and households of other races/ethnicities are too small to
generate reliable sample sizes. All nonwhite categories are hence combined. College degree includes only
households with at least a college degree.
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Table 3.2 Savings behavior and financial market risk exposure, by unemployment
and earnings risk exposure level

Indicators of savings  Expected change, Low High Low High

and financial risk when labor market  unemployment unemployment — earnings earnings

exposure risk goes from low risk risk risk risk

to high

Average chance of Increase 48.9% 40.2% 54.1% 49.5%
being a saver

Median ratio of Decrease 16.7% 4.5% 19.2% 9.2%
nonretirement

financial assets

to income

Median risky asset Decrease 66.3% 46.5% 70.0% 63.6%
concentration

Median debt to Decrease 29.1% 49.5% 29.3% 45.5%

asset ratio

Notes: Risky asset concentration refers to the share of stocks and housing out of total household assets. Debt
includes all household debt. Households can self-identify as saving regularly, saving irregularly, or not saving.
Long-term planners have a self-identified financial planning horizon of more than five years. A household
is considered having high unemployment risk exposure if it belongs to a group of households, defined by
age, year, education, and race, that has an average unemployment rate in the top fourth of the distribution of
all group-specific unemployment rates. A household is considered having high earnings risk if the relative
standard error—standard error to average—of the group of households, defined by age, year, education, race,
and earnings, that it belongs to falls into the top half of the relative standard error of earnings for its respective
earnings percentile. Sample includes all nonretiree households.

Source: Based on Board of Governors, Federal Reserve System, Survey of Consumer Finances (Washington,
DC: BOG, various years).

was previously the case, and the wealth gap has also grown between
particular household groups as they got older.

Wealth Inequality and Rising Risk Exposure

The growth in household risk exposure documented in chapter 2 has
contributed to the increasingly unequal distribution of wealth among
households. Households face several economic risks as they save for
their future. Labor and financial market risks are especially important
in this regard. Labor market risk refers to both unemployment risk—the
probability of involuntarily being out of a job—and earnings risk—the
instability of wages and salaries. Financial market risk, in comparison,
refers to the chance of earning below-average rates of return because
prices unexpectedly fall in the stock and housing markets. Households
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must manage their exposure to these economic risks to avoid the chance
of losing more of their wealth than they had planned on.

But, households’ exposure to labor and financial market risks has
increased just as these risks have gone up, as I discussed in chapter 2.
Labor market risk exposure and financial market risk exposure have
grown over time and are especially pronounced among nonwhites
and Hispanics, lower income households, and households with less
education, as my discussion in chapter 2 shows. The same groups
of households whose wealth has fallen behind that of whites, higher
income households, and households with more education have also
seen disproportionate increases in labor and financial market risk
exposure.

How can rising risk exposure contribute to wealth inequality? High
labor market risk exposure can impede savings for households that are
at increased risk of losing their jobs. They simply stop saving or dra-
matically reduce their savings as they focus on the more immediate
threat of becoming unemployed or seeing their wages being cut.

Such worries in turn can lead to increased financial market risk
exposure over time. Following a spell of unemployment or a drop in
earnings, households could end up with fewer savings and higher risk
in their savings as they concentrate more on their current jobs than
managing the complex financial decisions necessary to protect their
savings in retirement accounts and housing, for instance. Labor market
risk exposure contributes to the growing wealth gap and increasing
uncertainty in savings.*

Linkages between Labor and Financial Market Risk Exposure

Greater labor and financial market risk exposure contributes to rising
wealth inequality, such that households with high risk exposure end
up with less wealth over time than is the case for households with low
risk exposure. Very briefly, the logic and data I present on the links
between risk exposure and wealth inequality below tell the follow-
ing story. People are generally unable to directly protect themselves
from high labor market risk exposure. In theory, people should then
offset high labor market risk exposure, if they experience it, by lower-
ing their financial market risk exposure. But, this is not the case, as
the data show, and instead they encounter both high labor market risk
exposure and unchanged financial risk exposure. This combination of
labor and financial market risk exposure impedes saving and can lead
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to substantial wealth loss, when financial markets go through boom
and bust cycles. Households with high labor market risk exposure ulti-
mately end up with a lot less wealth than households without such
risk exposure because of fewer risk protections, even though they have
more risk exposure. This establishes the link between risk exposure
and wealth inequality.

I begin my discussion on risk exposure and wealth inequality with
considerations related to labor market risk exposure. Households
often have only limited control over labor market risk exposure.
Diversification is, in theory, an important risk management tool, but
households generally cannot easily diversify their labor market risk
exposure. Diversifying in this case would mean holding multiple jobs
that are economically unrelated to each other. Workers develop skills
that make them especially well suited to some jobs and industries and
not others. In addition, institutional factors, like job-related health
insurance benefits, encourage full-time jobs, making it difficult for
workers to hold multiple part-time jobs as a strategy to diversify their
labor income. These limits to households diversifying their labor mar-
ket income mean that rising labor market risks more or less directly
translate into rising labor market risk exposure. People will quickly feel
more economically insecure if something goes wrong in their industry
and/or in their occupation.

Households have to find other ways to protect their economic secu-
rity against labor market risk. Specifically, greater labor market risk
exposure theoretically should lead households to quickly reduce their
financial market risk exposure, so that they can at least protect their
savings, even if they cannot do much to protect their income right now.
Households, after all, want to protect their total economic security in
the present and in the future. To counteract increased labor market risk
exposure, households could quickly take a number of steps—investing
more in emergency savings (nonretirement financial assets),” shifting to
less risky investments, and reducing debt to asset ratios.®

This view of households behaving optimally and cutting their finan-
cial risk exposure when their labor market risk exposure goes up tends
to ignore real-life complications to households wanting to protect their
savings from risk, though. Households may systematically find it diffi-
cult to concentrate on the long term and change their savings behavior
accordingly, because they are stressed about losing their job or experi-
encing a wage cut in the here and now. Similarly, households may face
increasingly complex financial decisions in managing their financial
risk exposure during times of increased labor market risk, due to the
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growing reliance on individualized savings, such as individual savings
accounts and housing. This complexity already makes it hard to make
optimal decisions to protect savings such as retirement savings from
more financial market risks,” but it quickly becomes very cumbersome
when households have to make such decisions across several different
forms of savings such as housing and nonretirement savings, too. And,
households may not be able to save more as a means to counteract
higher labor market risk exposure, even if they wanted to, because they
may experience a simultaneous decline in employer benefits, such as
access to 401(k) plans, which are an important conduit for more sav-
ings. Moreover, even if households can figure out what the theoreti-
cally optimal decisions to protect their savings are, they may not be
able to act on those decisions. An overreliance on employer-sponsored
savings vehicles, like 401(k) plans, for instance, means that many key
decisions are made by employers and not employees, even though the
risks of investment losses are all borne by the employees. The bottom
line is that households with high labor market risk exposure may not
save more and may not be able to reduce their financial market risk
exposure in short order.

Table 3.2 summarizes some data on the link between labor and
financial market risk exposure for the period from 1989 to 2013.* The
table shows savings behavior, nonretirement financial assets, and finan-
cial market risk exposure both by type and level of labor market risk
exposure. The logic I discussed above suggests that households theo-
retically should respond to higher labor market risk exposure by sav-
ing more, especially by increasing emergency savings (nonretirement
financial assets) and by decreasing their risky asset concentration and
debt to asset ratios. However, as I also described above, households
can encounter systematic and substantial real-life barriers that interfere
with their ability to respond to increased labor market risk exposure
optimally.

Households can experience unemployment and earnings risk expo-
sure as two distinct labor market risks. Table 3.2 consequently divides
all households into those with high and those with low unemployment
risk and again into those with high and those with low earnings risk.
Households have high unemployment risk exposure if they belong to
a household group, defined by age, year, race, and education, that has
an average unemployment rate in the top fourth of all group-specific
unemployment rates. Households have high earnings risk exposure if
they belong to a household group, defined by age, year, race, education,
and earnings quintile, that has an average relative standard deviation of
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the real hourly earnings in the upper half of its respective earnings
quintile over the period from 1989 to 2013.°

Table 3.2 shows four indicators for emergency savings and risk
exposure summarized by the two labor market risk exposure measures.
The four indicators include the average probability of being a saver, the
median ratio of nonretirement financial assets to income, the median
share of stocks and housing out of all savings, and the median ratio of
debt to assets. The median is the value of a variable, in this case the debt
to asset ratio, that divides a group of households exactly in half. Half of
all households have more debt relative to assets and the other half has
less. Again, we theoretically should see households being more likely
to save, having more emergency savings, having a lower risky asset
concentration, and owing less debt when they experience more labor
market risk exposure.

But, that is clearly not what is happening. Table 3.2 shows no
consistent link between higher labor market risk exposure and lower
financial market risk exposure.!” Households that experience high
unemployment risk, for instance, have lower risky asset concentra-
tions and thus lower financial market risk exposure than is the case
for households with low unemployment risk, just as theory predicts.
However, households with high unemployment risk also have more
debt relative to their total savings and thus higher financial market risk
exposure than is the case for households with low unemployment risk
(Table 3.2). Similarly, households with high earnings risk have a lower
risky asset concentration but also have a higher debt to asset ratio than
households with low earnings risk.

While no contemporaneous link between higher labor market risk
exposure and lower financial market risk exposure is evident, increased
labor market risk exposure is clearly associated with fewer, not more,
savings (Table 3.2). Households with high unemployment and high
earnings risk exposure are actually less likely to be savers and have
lower median nonretirement financial assets to income ratios than is
the case for households with low unemployment and low earnings risk
exposure (Table 3.2), suggesting that high labor market risk exposure
does not go along with more savings.

Moreover, regardless of whether households face high or low labor
market risk exposure, they appear to experience comparable financial
market risk exposure. My calculations show that households with high
unemployment risk have a 27.4 percent chance of having very high
financial market risk exposure, compared to a 25.5 percent chance
for households with low unemployment risk.!" And, households with
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high earnings risk have a 31.2 percent chance of very high financial
market risk exposure compared to a 29.8 percent chance for house-
holds with low earnings risk. That is, households with high labor
market risk exposure tend to have similar financial market risk expo-
sure as households with low labor market risk exposure. The impli-
cation then is that households appear to encounter systematic and
substantial real-life obstacles to savings and risk protections, such that
large numbers of households end up with high risk exposure on mul-
tiple fronts when they experience labor market risk exposure at a time
of increasing labor and financial market risks. That is, households
are indeed getting caught in a Category 5 hurricane without better
protections.

Delayed Effect of Labor Market Risk Exposure

on Financial Market Risk Exposure

The impact of labor market risk exposure on savings and financial mar-
ket risk exposure may linger for a while, as the primary obstacles to
saving more and reducing risk exposure—both behavioral and policy-
related—are unlikely to disappear.

I now calculate what happens to financial market risk exposure after
households experience either high earnings risk or high unemploy-
ment risk. This calculation requires some additional explanation. I use
the Federal Reserve System’s SCF, which has detailed information on
household finances and labor market circumstances. But, it is a cross-
sectional data set that does not follow the same households over time.
To address this shortcoming, I calculate averages for household groups,
defined by birth date, race, education, and year, so that I can follow
similar groups of households over time. This approach is also called a
synthetic cohort approach.'?

This approach allows me to define earnings risk somewhat differ-
ently than before. I refer to this as slow earnings growth, rather than
high earnings risk, to distinguish from the earlier risk measure. My
previous calculations used household-level data, which allowed for a
nuanced discussion of risk exposure by household characteristics, but
which prevented comparisons over time. I earlier calculated earn-
ings risk as the volatility of wages and salaries in any given year as an
approximation of the chance that earnings fall. I now define earnings
risks as actually having low earnings growth from one survey year to
the next survey year—over a three-year period. A group of households
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Table 3.3 Lagged effect of labor market risk exposure on financial market risk
exposure

Labor market risk Average chance  Median risky ~ Median debt to  Share of households with
indicator and number  of being a saver asset concentration  asset ratio very high financial risk
of lags exposure
High unemployment risk
No lag 40.7% 48.2% 1256.0% 23.5%
Three-year lag 40.5% 46.2% 700.4% 21.6%
Six-year lag 39.7% 48.4% 643.7% 20.6%
Nine-year lag 41.0% 50.5% 579.7% 23.0%
High earnings risk
Three-year lag 45.4% 55.7% 308.0% 23.2%
Six-year lag 46.3% 55.4% 392.4% 22.9%
Nine-year lag 45.0% 56.5% 249.1% 22.8%
Lagged three times 45.8% 56.6% 331.7% 23.3%

Notes: Sample includes all nonretiree households. Calculations are only done for households in the labor
force. Calculations reflect synthetic cohort defined by birth date, race, education, and year. High unemploy-
ment risk is defined by group-specific unemployment rates that fall into the top fourth of unemployment
rate. High earnings risk is defined by three-year real hourly earnings growth rates that fall into the bottom
third of earnings growth rates.

Source: Based on Board of Governors, Federal Reserve System, Survey of Consumer Finances (Washington,
DC: BOG, various years).

has low earnings growth if the growth of its real hourly earnings dur-
ing a three-year period falls into the bottom third of all group-specific
three-year earnings growth rates. This calculation, though, necessarily
eliminates 1989 as an observation year, since we are measuring year-
over-year changes.

Table 3.3 shows financial risk exposure in the years after a house-
hold experiences low earnings growth and high unemployment risk.
The table specifically shows the median risky asset concentration, the
median indebtedness, and the average share of households with very
high financial risk exposure—at least 75 percent risky asset concentra-
tion and 25 percent debt to asset ratio—during the same year and three,
six, and nine years after the same group of households experienced low
earnings growth and high unemployment risk.

The data show again no systematic increase in savings behavior and
no systematic decrease in financial risk exposure after households expe-
rience high labor market risk exposure (Table 3.3). The average share
of savers after high unemployment risk was about 41 percent and the
average share of savers after low earnings growth was about 46 percent,
but there is no discernible trend in either case toward increasing savings



MORE Ri1sk, GREATER WEALTH INEQUALITY 37

behavior after households experienced high labor market risk exposure.
And, the share of households with very high financial risk exposure
falls from 23.5 percent in the year when households experience high
unemployment risk to 21.6 percent three years later and to 20.6 percent
six years later, but rises to 23.0 percent nine years later (Table 3.3). This
is largely a result of declining indebtedness, as households save more
when they age, while the risky asset concentration slightly increases
over time, as this particular cohort invested increasingly in stocks and
housing during the boom years (Table 3.3). After households experi-
ence high earnings risk, the share of households with very high finan-
cial risk exposure remains basically stable with about 23 percent, and
neither indebtedness nor risky asset concentration showed any mean-
ingful trends (Table 3.3). Again, there is little evidence that households
systematically adjust their savings behavior and financial risk exposure
after experiencing high labor market risk exposure. Put differently,
even considering longer-term effects, households have been caught in
the perfect storm of rising labor and financial market risks without
added protections.

The persistence of financial market risk exposure after households
experience high labor market risk exposure likely reflects systematic
behavioral obstacles to managing risk exposure in complex individ-
ual savings.!? After all, the importance of other explanations such as
high transaction costs and persistent liquidity constraints to diversify
risky assets has somewhat declined over time as credit market com-
petition has increased, interest rates and some fees have declined, and
credit market access has grown.'* That should have made it easier
for households to manage their financial risk exposure over time
and thus helped households to better respond to high labor market
risk exposure. Lower liquidity constraints, for instance, theoretically
should have made it easier for households to reallocate their risky
and illiquid housing assets and reduce debt. Households, though,
increasingly borrowed to finance consumption such as college edu-
cation and health care when debt became more easily available."”
The actual use of debt further supports the notion that households
faced substantial obstacles to reduce their risk exposure when labor
market risks increased. The facts that households’ savings did not go
up and, more importantly, that their risk exposure did not decline
suggest that people systematically encounter problems in protecting
their savings from too much risk. This is especially troublesome,
when labor and financial markets become riskier, as have been the
case for the past 30 years.
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Long-Term Effect of Labor Market Risk
Exposure on Wealth Inequality

Financial market risk exposure and thus persistent savings uncertainty
is only one long-term consequence of rising labor market risk expo-
sure. Households with high labor market risk exposure also tend to
accumulate fewer savings over time than households with less labor
market risk exposure.

I show the link between labor market risk exposure and wealth
inequality graphically in Figure 3.2. This figure reports the wealth-
to-income ratio for near-retiree households between the ages of 50 and
59 years in 2013 (i.e., those within 10-15 years of reaching a typical
retirement age), broken down by how many cumulative episodes of

high unemployment or high earnings risk they experienced between
1992 and 2013.1
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Figure 3.2 Median wealth-to-income ratios for near-retiree households in 2013 by number
of cumulative high labor market risk exposure episodes (out of a maximum of eight).

Notes: Sample includes households between the ages of 50 and 59 in 2013. Calculations are only done for
households in the labor force. Calculations reflect synthetic cohort defined by birth date, race, education,
and year. High unemployment risk is defined by group-specific unemployment rates that fall into the top
fourth of unemployment rate. High earnings risk is defined by three-year real hourly earnings growth rates
that fall into the bottom third of earnings growth rates.

Source: Based on Board of Governors, Federal Reserve System, Survey of Consumer Finances (Washington,
DC: BOG, various years).
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Households experienced between one and five cumulative episodes
characterized by high labor market risk exposure. Specifically, house-
holds experienced one, two, three, or five cumulative episodes with
high unemployment risk and experienced two, three, or four cumula-
tive episodes with low earnings growth (Figure 3.2).

Figure 3.2 indicates that groups of households that have experienced
more frequent episodes of high labor market risk exposure ended up
with substantially lower wealth-to-income ratios in 2013. Near-retirees
in 2013 who had two episodes of high unemployment risk, for instance,
had a median wealth-to-income ratio of 428.9 percent, compared
to only 217.4 percent for those who experienced five such episodes.
Near-retirees with two episodes of low earnings growth had a median
wealth-to-income ratio of 534.2 percent, compared to 217.4 percent for
those who experienced four such episodes (Figure 3.2). The wealth-
to-income ratio drops by 111.9 percentage points for each additional
episode between one and five episodes of high unemployment risk.
And, it decreases by 158.4 percentage points between one and three
episodes of high earnings risks (Figure 3.2). Put differently, each epi-
sode of high labor market risk lowers wealth for the typical household
near retirement by more than one year’s worth of income. Households
with high risk exposure, who arguably need more protections to enjoy
a secure retirement, actually end up with fewer savings and less security
over time.

This parallel between higher labor market risk exposure and lower
wealth—income ratios illustrates the connection between high labor
market risk exposure and increased wealth inequality. Households with
high labor market risk exposure in the past, which theoretically should
have saved more money to protect against future labor market uncer-
tainty than households with less labor market risk exposure, in fact
ended up with less wealth relative to income.

Conclusion

The growing risk exposure households have experienced over the past
three decades has contributed to increasingly unstable savings and ris-
ing wealth inequality. Labor market risk exposure in the present, in
particular, translates into less wealth in the future as households near
retirement. This link between high labor market risk exposure and
growing wealth inequality likely reflects systematic behavioral obsta-
cles—an inability to quickly execute increasingly complex financial
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decisions in a more and more volatile world. Households consequently
have saved less (rather than more) and maintained (rather than reduced)
their financial risk exposure, even as they were exposed to an environ-
ment marked by high labor market risks. Today’s economic insecurity
will linger long into the future and substantially reduce the chances of
a secure and desired retirement.



CHAPTER FOUR

The Looming Retirement Shipwreck

How would you personally define what a secure retirement means
to you?!

“Live at the same standard while I worked and not have to take another
Jjob.” (White man, 69 years old)

“Not living under a bridge.” (White man, 66 years old)

Some households have experienced sharp wealth gains, and many
others have seen no or only small wealth increases over the past few
decades as rising household risk exposure has impeded savings. But,
this growing wealth gap by itself does not tell the whole story. Wealth
is a store of future income that people can rely on when they no lon-
ger have income from work, for instance, when they retire. Rising
wealth inequality then means that a growing share of households will
likely not be able to maintain their standard of living in retirement and
hence will have to make substantial spending cuts or significantly delay
retirement.

Everyone envisions and designs their transition into retirement
somewhat differently.” But everyone wants to stay economically in
control of their lives after retirement. People also often want to remain
productive as they age, for instance, by continuing to work with more
flexible schedules, by volunteering, and even by starting their own
businesses.” Remaining productive in these ways, though, requires
a lot of savings in addition to Social Security. Older households also
want to be sure that they can pay their bills before pursuing their
aspirations and goals in retirement.*
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Researchers have long studied people’s ability to maintain their stan-
dard of living in retirement. The exact findings of these studies differ,
but three common themes stand out. First, a large share of households
will not be able to maintain their standard of living in retirement.
Second, communities of color, households with less education, single
women, and lower income households are more likely to face eco-
nomic difficulties in old age than is the case for whites, single men,
households with more education, and higher income households. And
third, the share of households that are expected to encounter signifi-
cant economic problems in retirement has been growing for the past
three decades, which has led researchers to warn about the looming
retirement crisis.’

This chapter summarizes the research on retirement income
adequacy as one of the most meaningful real-life reflections of
wealth inequality. I first discuss standard definitions of retirement
income adequacy and then highlight findings on retirement income
adequacy.®

Defining Retirement Income Adequacy

Researchers interested in understanding whether households are on track
to save enough for retirement ultimately want to link individual sav-
ings in the present to the income people will need in the future. Two
broad approaches to retirement income adequacy exist, reflecting separate
notions of retirement needs, although they arrive at similar conclusions.”

One approach tries to capture people’s ability to pay for basic liv-
ing expenses. This measure implicitly reflects the value-based prin-
ciple that all retirees should have enough money available to pay for
life’s basic necessities. It estimates whether households’ projected future
retirement income from Social Security, DB pensions, and private sav-
ings (including housing) will be greater than the federal poverty line
or a multiple of it, such as twice the poverty line.® The poverty line
often serves as a proxy for the bare minimum income needed to survive
in retirement.” In 2010, for instance, 12.1 percent of households aged
between 47 and 64 years were expected to have retirement income that
was below the poverty line.'

Another approach attempts to measure whether or not people will
have the resources to sustain their quality of life postretirement. This
retirement income adequacy approach defines adequacy as a mini-
mum retirement income relative to people’s preretirement earnings.'!
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A household is then adequately prepared for retirement if their expected
retirement income is greater than a minimum share, such as 75 percent
of household’s earnings, before they retired.!?

This ratio of retirement income to preretirement earnings is also
known as the replacement rate. It measures the share of preretire-
ment earnings a household can replace with the income it can expect
to receive from Social Security, DB pensions, and private savings.
Defining retirement income adequacy as a minimum replacement rate
explicitly states that retirees should be able to maintain their standard
of living in retirement.

These two retirement income adequacy measures are complemen-
tary in informing public policy. The first, value-based measure, tells
policymakers which households are likely to fall short of being able
to pay for basic necessities in retirement; it can, therefore, help poli-
cymakers design targeted public programs to help people cover those
basic costs. Medicare and Medicaid, among other public programs, are
rooted in this approach.

The second relative income measure tells policymakers which house-
holds will likely have to cut their typical consumption in retirement.
It thus tells policymakers where to target policy interventions that can
boost savings. Employment-based retirement benefits, such as DB pen-
sions and 401(k) plans, are anchored in this approach, since they tie
savings to earnings.

Importantly, Social Security’s retirement benefits present a combi-
nation of the two approaches by giving relatively generous benefits to
people with relatively low earnings and by tying retirement benefits to
people’s lifetime earnings.

The replacement rate approach will generally suggest that house-
holds will need more savings to maintain their standard of living in
retirement than to just cover basic necessities. I consequently focus the
rest of this chapter on the evidence related to replacement rates.

Evidence on Retirement Income Preparedness

The evidence on retirement income adequacy generally shows that a
large share of households, especially among communities of color, single
women, and households with less education, is ill-prepared to maintain
their standard of living in retirement. And the share has grown over
long periods of time, according to most studies that provide longer-
term views."
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Wealth—Income Ratios

A study of the trends in wealth-to-income ratios for households over
time offers some approximation of whether households have become
increasingly better prepared for retirement. Wealth is the store of future
income that households can draw upon when their income shrinks due
to retirement or other circumstances.'* Therefore, researchers typlcally
report wealth relative to income to capture trends of average economic
security over time.!®> This ratio gives a sense of whether savings have at
least kept pace with current income and thus with households’ current
purchasing power.

Importantly, the wealth-to-income ratio should have gone up over
time for a number of reasons. Newer retirees have faced rising costs
that prior cohorts did not have to bear, and households need to have
additional savings to pay for these additional retirement costs. These
include longer life expectancies and more time spent in retirement, the
declining growth of Social Security benefits (due to rising retirement
age), and increasing labor and financial market risk exposure. Risk
exposure is a cost to household because it increases the chance of losing
a substantial amount of money, and households would need to build up
additional savings as a protection against this potential loss.

Figure 4.1 shows the median wealth-to-income ratios for four dif-
ferent age groups among nonretirees older than 30 years from 1989 to
2013. The median is the midpoint of all available wealth-to-income
ratios, so that half of all households in any age group have less wealth
and the other half have more wealth. Wealth-to-income ratios sharply
dropped after the Great Recession, after they had remained relatively
stable in the 1990s and increased somewhat in the 2000s. There is no
clear and consistent upward shift in wealth, which we should have
expected to see if households saved more for retirement while simulta-
neously addressing rising costs associated with retirement savings.

These trends are especially troublesome since the wealth-to-income
ratio should have also risen, more or less automatically in these data,
because more people save with 401(k) plans and IR As nowadays than
in the past. These savings are included in household wealth, while
future benefits from DB pensions are not.'® Wealth-to-income ratios
should have gone up in the data simply because defined contribution
(DC) accounts have become more widespread. There is little evidence
that retirement preparedness has improved for typical households. We
should in fact see stable and possibly falling retirement income adequacy
rather than improving retirement preparedness over time, judging from



THE LOOMING RETIREMENT SHIPWRECK 45

600%

500% -

400% -

300% JUPLN

Percent of income

200% 4 Y.

100%

0% T T T T T T T T 1
1989 1992 1995 1998 2001 2004 2007 2010 2013
Year

— 30to 39 years 40 to 49 years — - 50 to 59 years — 60 years and older

Figure 4.1 Median wealth-to-income ratios, by age group and year.

Notes: All figures are in percentage. The sample includes only households under the age of 60, with the heads
of households indicating that they are not yet retired.

Source: Based on Board of Governors, Federal Reserve System, Survey of Consumer Finances (Washington,
DC: BOG, various years).

the wealth-to-income ratios. And, that is exactly what the existing
research shows, as I discuss below.

Most Households Are at Risk of Having to Cut on
Their Living Expenses in Retirement

I summarize the data from the Center for Retirement Research at
Boston College (CRR), specifically their National Retirement Risk
Index (NRRI) as an indicator of retirement income preparedness.'” This
index offers reliable comparisons over time, is based on very detailed
wealth and income calculations for each household, and generally errs
on the side of overstating retirement preparedness when making meth-
odological decisions.'® For instance, CRR assumes that households will
liquidate all of their savings held in their house by taking out a reverse
mortgage to pay for all types of consumption, including nonhousing
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Figure 4.2 Share of working-age households at risk of not being able to maintain their
standard of living in retirement, by year.

Notes: All data are in percentage, showing the share of households, not yet retired and younger than 65 years,
who are expected to be unable to maintain their standard of living in retirement.

Source: Alicia Munnell, Wenliang Hu, and Anthony Webb, “NRRI Update Shows Half Still Falling Short”
(Boston: Center for Retirement Research at Boston College, 2014).

consumption. This likely overstates the actual retirement income for
many households that do not liquidate their home equity.

The NRRI then measures the share of working-age households that
have not yet reached the full retirement age and that are at risk of being
unable to maintain their standard of living in retirement based on their
expected income from Social Security, DB pensions, and individual
savings, including 401(k) plans, IR As, and housing.

Figure 4.2 summarizes the NRRI from 1983 to 2013. The data
show a trend toward a growing share of working-age households that
are inadequately prepared for retirement. An estimated 52 percent of
working-age households were at risk of not being able to maintain
their standard of living in retirement in 2013, up from 31 percent in
1983. That is, the share of households that are inadequately prepared for
retirement is large and increasing, according to this measure.

Importantly, the NRRI shows shortfalls that are below those
recorded by other researchers. A report by the National Institute on
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Retirement Security (NIRS), for instance, finds that 65 percent of
households fell short of their savings targets in 2010 using savings lev-
els recommended by the financial service industry and the same data
as the NRRI." The NRRI, in comparison, finds that in 2010 only
53 percent of working-age households were at risk of not being able to
maintain their standard of living in retirement.?’

Even studies that find lower shares of households inadequately
prepared for retirement than is the case for the NRR1I have found evi-
dence of increasing retirement income inadequacy. A widely cited and
comparatively optimistic assessment of retirement income adequacy
by researchers at the University of Wisconsin in 2006 found that
those born between 1931 and 1941, based on data from the University
of Michigan’s Health and Retirement Study, had only a 16 percent
chance of falling below their optimal savings target.?! An update of
this research, though, coauthored by William Gale from the Brookings
Institution in 2009—before the full effect of the Great Recession was
felt—found that 26 percent of households were inadequately prepared
for retirement.??> And similarly, studies that break down data by age
find that younger generations are less prepared for retirement than
older cohorts.?

The overwhelming evidence suggests that a substantial share of
households are already inadequately prepared for retirement, and the
problem of households being inadequately prepared for retirement has
been getting worse.

Retirement Income Adequacy by Demographics

The estimates for the share of households that are inadequately pre-
pared for retirement vary with household characteristics. The respective
shares tend to be greater among communities of color, single women,
and those with lower education than among white households, single
men, and households with higher education.

Few researchers provide consistent breakdowns of retirement income
adequacy by household characteristics. New York University Professor
Edward Wolff offers such breakdowns for households aged between
47 and 64 years in his research on wealth inequality.®* This research
shows that 51 percent of households in this age group in 2010 were
unable to replace 75 percent of their preretirement income in retire-
ment.”> The relevant share for non-Hispanic whites is 45 percent,
compared with 60 percent for African Americans and Hispanics. Also
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59 percent of single women can expect to have to cut on their liv-
ing expenses once they retire, while this applies to only 51 percent
of single men, based on 2010 data. Finally, households with less than
12 years of schooling—those without a high school diploma or General
Educational Development—have an estimated 61 percent chance of
falling short of maintaining their standard of living in retirement, while
only 43 percent of households with 16 or more years of schooling—
those with at least a college degree—may have to cut on consumption
in retirement.”®

Risk Exposure Not Systematically Included in

Retirement Income Adequacy Research

The question of whether people will have enough money for retire-
ment is straightforward enough, but it is also very broad, leading to a
multitude of approaches and research findings. These variations depend
on a number of methodological issues, which I discuss in the appendix
in more detail.

Most important for the discussion of this book is the treatment of
households’ exposure to financial and labor market risks in retirement
income adequacy studies. Studies on retirement income adequacy
generally relate household savings—future expected income—to
preretirement income. Although different types of savings expose
households to different levels of financial market risks, these studies
make no distinction between expected Social Security income, DB
benefits, and income from financial (e.g., 401(k) plans) and nonfinan-
cial savings (e.g., housing). Since risk exposure is a cost to households,
savings that expose them to more risks and offer fewer protections
consequently are less valuable as sources of future income. Dollar for
dollar, Social Security income, for instance, is more valuable to house-
holds than 401(k) savings because it does not expose them to financial
market risks.

Households’ financial risk exposure has increased over time, which
is not captured in retirement income adequacy studies. Accounting for
the growing risk exposure in household savings would consequently
show an even more quickly worsening trend toward retirement income
adequacy than the existing studies do.?” Such an adjustment could
also show wider gaps in retirement preparedness by demographics since
the household groups that are least likely to be adequately prepared
for retirement—single women, households with little education, and
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communities of color—tend to be also the household groups with the
largest financial market risk exposure, especially debt.

The growing labor market uncertainty is similarly not captured by
most retirement adequacy studies. An increasing uncertainty of future
earnings—labor market risk—should theoretically lead households to
want to save more and seek out safer investments with their savings.
Inversely, a given amount of savings will provide less retirement secu-
rity in a more uncertain world since households need to set aside more
money for unexpected labor market emergencies—unemployment and
wage declines. Rising labor market risks then translate into less retire-
ment income adequacy, all else equal. Only a few studies explicitly
model earnings uncertainty and show that a growing share of house-
holds is inadequately prepared for retirement.?

Conclusion

A large and growing share of households has fallen behind in prepar-
ing for retirement as wealth inequality has grown. Rising and wide-
spread wealth inequality means that a growing share of households in
an aging society will likely have to make substantial and painful cuts
to their living standard in retirement and thus have to rely on public
assistance or help from family members as they get older. And these
possibilities could become even greater when financial market risks
materialize—stock and housing markets crash—as was the case from
2007 to 2009 since households are increasingly exposed to such risks.
Households’ growing risk exposure, amid increasingly turbulent labor
and financial markets, has left many households with a sinking feeling
of a retirement.
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Appendix

Most retirement income adequacy studies differ on three method-
ological choices: target replacement, projections of future retirement
income, and calculations of preretirement income. I briefly discuss
what these methodological choices can mean for researchers’ conclu-
sions on the level of retirement income adequacy. Researchers typically
do not change methodologies from one study to the next, so that trends
in retirement income adequacy do not tend to be influenced by these
choices. And, as I discuss in the main text, researchers across the board
have concluded that retirement income inadequacy has become a grow-
ing problem. As for the main three methodological choices, retirement
income adequacy is greater if the target replacement rate is lower and
the assumed cuts to consumption in retirement are smaller if all sav-
ings, including housing, are available to pay for retirees’ spending and
if preretirement income is lower. The biggest differences and debates
center on future consumption patterns of retirees and thus the correct
replacement rate, followed by considerations of how much retirement
income individual savings will provide.

Target Replacement Rates

Researchers use a wide range of target replacement rates.? It can range
from as low as 70 percent to as high as 85 percent.’” NIRS used a
replacement rate of 85 percent in its study and found that 65 percent
of households were inadequately prepared for retirement in 2010.°!
CRR, in comparison, uses a varying replacement rate that averages to
73 percent for all working-age households in the NRRI. The NRRI’s
target replacement rate is higher for lower income households and sin-
gle earners have to account for fixed costs in retirement, particularly
health-care costs.>> NIRS has found that 53 percent of households were
inadequately prepared for retirement in 2010. A widely cited study
by researchers at the Urban Institute concludes that between 34 and
43 percent of households in the early 2000s could expect to have less
than 75 percent of their preretirement earnings in retirement.”> The
Retirement Security Projection Model from EBRI models replace-
ment rates of 50, 70, and 90 percent.’*
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Differences in target replacement rates often reflect differences in
researchers’ assumptions about whether or not households will main-
tain or reduce their spending as they get older. Most studies assume
that people will cut their spending to some degree, as reflected in tar-
get replacement rates of less than 100 percent for households to reach
what is considered adequate retirement income. But some studies also
assume that households gradually decrease their consumption as the
share of widows and widowers among retirees increases. The assump-
tion here is that smaller households will cut consumption, even if they
live in the same house as before, for instance. The rate at which con-
sumption is expected to decline explains a large share of the difference
in retirement adequacy findings.

It is important to note that researchers acknowledge that house-
holds change their consumption behavior when they retire. However,
this consumption behavior could change in a number of different
ways. People may replace less costly consumption in certain areas,
such as eating at home, with more costly consumption, such as eating
out. They may lower clothing consumption and increase health-care
consumption, which generally has seen faster price increases than
other consumption. That is, it is unclear whether households actu-
ally do and can lower their spending in retirement, and this ques-
tion is still an unresolved empirical issue.’® Assuming that households
on average reduce their spending when, for instance, children move
out or spouses die leads researchers to overstate retirement income
adequacy.

Projecting Future Sources and Levels of

Retirement Income

Estimating future retirement income also leads to some differences
in the conclusions on retirement income adequacy. Researchers gen-
erally assume that future retirement income will come from Social
Security, DB pensions, and from liquidating all private savings—retire-
ment accounts, nonretirement accounts, and, in some instances, home
equity. Projecting the future amount households will have available
in accounts, such as 401(k) plans and IR As, creates some of the largest
differences in projecting future retirement income. That is, research-
ers typically project future Social Security and DB pension benefits in
comparable ways, but differ in their approaches to projecting private
savings.
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Future Social Security benefits will depend on how much a house-
hold earned during their careers. Researchers use some variation of a
statistical method known as regression analysis to forecast households’
earnings into the future up to an assumed retirement age, generally the
age at which households can receive full benefits from Social Security.”
Researchers can then estimate the future Social Security benefits a
household can expect based on the established Social Security benefit
formula. Calculating future DB pension benefits also depends on peo-
ple’s earnings with a particular employer prior to retiring. Researchers
then can also estimate future DB pension benefits, as long as they have
sufficient information on the details of a particular DB pension plan.®
The calculations, then, show the future income retirees can expect
from Social Security and DB pensions with only small methodological
variations.

However, calculating how much retirement income households
can expect from their private savings is subject to some debate.
There is some difference of opinion, for instance, over whether
or not housing should be part of retirement income adequacy cal-
culations. Categorizing housing similar to other savings that are
accessed to pay for everyday expenses, like food and health care,
likely overstates future retirement income. In reality, most people
do not use housing in this way and primarily benefit from it by
living in their home, rent free. Few people actually free up home
equity for spending by taking reverse mortgages. The inclusion of
housing in calculations of expected retirement income assumes that
retirees will indeed take reverse mortgages, which probably exag-
gerates future retirement income.”” For example, one study finds
that 84 percent of households meet their wealth target when all
housing wealth is considered. However, the percentage of house-
holds meeting their wealth target drops to 61 percent when only
half of a household’s housing wealth is counted as available for
retirement consumption.*’

Even greater variation in retirement income adequacy projec-
tions arises due to differences in how researchers calculate the future
amount households may have saved in their 401(k) plans and IR As.
Some use balances in 401(k) plans and IR As, just as they generally do
with other household savings such as nonretirement assets.*! However,
this does not take into account people earning returns on their sav-
ings, saving more, and paying down debt, likely understating future
savings available to pay for retirement.*
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Alternatively, researchers can make some projections on how sav-
ings balances will grow in the future, based on their assumptions about
future savings rates and future rates of return on both current and
future account balances.* But if savings rates or rates of return on
savings decline over time, this may cause researchers to overstate the
amount households will have available in their 401(k) plans and IR As
when they retire.

Current retirement savings projections are based on the most recent
rates of return, from the early 1980s to 2010. This may overstate pro-
jections of what people will have in their accounts at retirement, since
these rates tend to be fairly high due to considerable stock market
booms. Similarly, people may not save at the same rate as they did in the
past, which may cause overstated predicted future savings. Realistically,
households may lower their future savings rates if retirement account
contribution by employers declines. Indeed, there is some evidence on
declining contributions from employers to the retirement plans they
sponsor. Recent projections of 401(k) plan and IR A account balances
likely overstate future savings.

This is especially true for younger households that are still decades
away from retirement and for whom small variations in savings rates
make substantial differences in projected retirement income ade-
quacy. In 2006, the CRR estimated that just a three percent decline
in the share of pay contributed to 401(k) plans and IR As would
increase the percentage of Generation Xers who may be at risk of
being unable to maintain their standard of living in retirement from
49 to 57 percent. For early Baby Boomers, comparatively, the same
savings rate decline would only raise the share of households at risk
of not being able to maintain their standard of living in retirement
from 43 to 47 percent.*!

Retirement income adequacy depends also on how households will
convert their savings into retirement income. Researchers commonly
assume that retirees will annuitize all of their assets, converting them
into lifetime streams of income.® In reality, though, few households
annuitize their savings, and it is more common to self-manage retire-
ment asset withdrawal. Some researchers consequently assume that
households will withdraw from their assets at rates based on maxi-
mum life expectancies as insurance against running out of money in
retirement.*® Under the two scenarios—full annuitization and self-
management—the same initial retirement assets can be expected to
lead to about one-fifth less monthly retirement income for those who
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self-manage withdrawals compared to those who annuitize.*” This
difference in expected monthly income exists because under annui-
tization, retirees share the risk of outliving their savings with each
other and monthly payments are determined based on average life
expectancy. On the other hand, those who self-manage retirement
asset withdrawal need to plan for the possibility that they may live
longer than average. Therefore, they need to calculate their monthly
withdrawals based on the maximum possible life expectancy to avoid
outliving their money. The same savings at retirement can have dif-
ferent implications for retirement income, depending on whether they
are expected to annuitize or self~-manage withdrawals.

Calculating Income and Consumption

Growth before Retirement

Finally, retirement income adequacy studies also vary on how they
handle preretirement income. Researchers typically average preretire-
ment income over a certain period of time. This period of time can
be relatively short, encompassing only the final few years of a person’s
career, or it can be rather long, encompassing people’s entire careers.
Final earnings will be higher than average lifetime incomes, since
incomes tend to go up over a person’s career.*?

The average income before retirement further increases with two
additional key variables. First, preretirement income is greater if
researchers include all forms of income such as capital gains, interest
and dividend income, business income, among others, in their income
calculations.*” Using only wage and salary earnings likely understates
the amount the average household regularly lives on and the amount
households will need to replace in retirement to maintain their stan-
dard of living.>® Second, preretirement income is adjusted for either
inflation or wage growth prior to retirement to make income dur-
ing those years comparable with each other. Wage-adjusting prere-
tirement income implies that retirees should benefit from the average
productivity gains during their careers when they retire.’! Adjusting
preretirement income just for inflation and not just wage growth,
which is faster than price increases, does not make this assumption.
Correcting all preretirement income just for inflation implicitly
assumes, for instance, that the living standards 40 years before retire-
ment are as good a comparison point for retiree living standards as
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the ones recorded just one year before retirement. Since wages typi-
cally rise faster than inflation, wage adjustments are greater than price
adjustments. Greater preretirement adjustments, though, increase all
recorded incomes before retirement and hence raise households’ aver-
age preretirement incomes and thus the savings necessary to maintain
their standard of living in retirement.>?



CHAPTER FIVE

Social Security: The Leaky Lifeboat

How would you personally define what a secure retirement means
to you?!
“A financially secure retirement would mean that there would not

be any surprises with Medicare or Social Security.” (White woman,
66 years old)

Households have had a hard time saving enough for their future amid
growing economic insecurity. Labor and financial markets have become
more volatile over the past three decades, and households’ exposure to
these risks has increased. This combination of rising risks and falling
protections has contributed to increasing wealth inequality as espe-
cially households with high risk exposure have seen smaller savings
gains than their counterparts.

Risk protections can come from Social Security and household sav-
ings. Public policy needs to set the parameters for Americans to find
the right balance between too much and too little economic risk expo-
sure in their savings. The balance has shifted toward more risk expo-
sure over the past three decades, just as labor and financial market risks
have grown, in part because policy has weakened Social Security’s risk
protections.

Social Security benefits are part of household savings for virtually all
households. They ofter substantial risk protections to households since
these benefits do not depend on financial market risk and they partially
counter the effects of high labor market risks on households’ future
income. Yet, a closer look at enacted and proposed changes to Social
Security shows how policy has already weakened and could further
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weaken this basic, universal protection against too much household
risk exposure.

[ discuss enacted and possible future changes to Social Security that
have already eroded or could erode households’ risk protections in the
future, just when households need those protections since labor and
financial market volatility is high.

I consider five key Social Security policy issues in this chapter that
illustrate the growing tension between the rising need for and the
declining value of Social Security’s benefits amid rising risks. First,
rising inequality following increasing labor market risks has increased
Social Security’s financial shortfall. Social Security pays progressive
benefits—lower wage earners receive relatively higher benefits than
higher wage earners; and it imposes regressive taxes—lower wage
earners pay a larger share of their wages in Social Security taxes than
higher wage earners. Rising earnings inequality has created a widen-
ing gap between tax revenue and promised benefits, and this widening
gap has worsened Social Security’s financial outlook.

Second, Social Security pays a spousal benefit for spouses who have
much lower lifetime earnings than their partners. The design of this
benefit, which harkens back to the days when single-earner couples
were the norm, creates an inequity between single-earner couples and
dual-earner couples, where both spouses have substantial earnings
throughout their career. The surviving spouse of dual-earner couple
will receive a relatively lower survivorship benefit than the surviving
spouse of a single-earner couple. But dual-earner couples have become
more common over time, in part because families’ need for additional
earnings increased amid rising labor market risks. The result is that
dual-earner couples have somewhat weaker retirement income pro-
tections than single-earner couples, even though part of the reason for
both spouses working is the need for more incomes.

Third, policymakers established a special minimum benefit in 1972,
but they designed it in such a way that its value has been gradually
eroding ever since.” A key protection from the longer term conse-
quences of growing labor market risk simultaneously became more
important and weaker.

Fourth, Social Security reforms enacted in 1983 also set in motion
an increase in the age at which workers can receive full Social Security
benefits, from 65 years to eventually 67 years for people born after
1959.% The first cohorts of workers retiring with a full-benefit retire-
ment age of 67 years will also have experienced greater labor and
financial market risks than prior cohorts. A range of Social Security
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reform proposals advocate even further increases in the full-benefit
age beyond 67 years, although labor and financial market risks remain
high. This across-the-board benefit cut has lowered Social Security’s
insurance value for those who especially needed its protections.

Social Security’s insurance value has fallen due to the rising full-
benefit age, even if we consider that people on average live longer
now than in the past. That is, some households can on average expect
to receive permanently lower benefits for a longer time. But this only
holds for higher income earners, as life expectancy for lower income
earners has not moved much or even fallen.* Lower income earn-
ers who disproportionately depend on Social Security benefits in part
because of greater risk exposure during their working years have to
make do with permanently lower benefits for similar or shorter peri-
ods of time than in the past if they want to retire before the full retire-
ment age.

Fifth, Social Security serves as a key counterweight to rising finan-
cial market risk exposure, too. Neither its revenue nor its benefits
depend on financial market performances. Proposals to direct some
portion of the Social Security payroll tax into individual investment
accounts would change that, though. Workers would then face finan-
cial market risk exposure with part of their Social Security savings.

I briefly discuss these five points. My discussion highlights the ris-
ing tension between the growing need for Social Security benefits and
the gradually falling value of these benefits for many families. It also
provides some background on public opinion polls to show that policy
considerations at the end of the book are, at least in part, anchored
in people’s anxieties about their future, not just in the economics of
household savings.®

Social Security’s Universal, Yet Basic Retirement Benefits

Social Security is a public insurance program that applies to almost all
workers. All private sector employees, the self~employed, and public
sector employees in most states are covered by Social Security. There
are 14 states, including Alaska, California, and Massachusetts, where
the majority of public sector workers are exempt from Social Security
and instead pay into a state retirement system.® But many of these pub-
lic sector workers will also work part of their careers in jobs, either in
other states or in the private sector, that are covered by Social Security,
so that Social Security is close to a universal insurance program. By
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Table 5.1 Number of beneficiaries and average monthly benefit, by benefit
type (August 2014)

Type of benefit Number of beneficiaries (in millions) ~ Average monthly benefit
Total Social Security 58.6 $1,191
Retirement benefits 47.7 $1,235
Retired workers 41.6 $1,256
Spouses of retired workers 2.3 $657
Children of retired workers 0.6 $634
Survivor benefits 6.1 $1,088
Children of deceased workers 1.9 $815
Widowed mothers and fathers 0.1 $922
Nondisabled widow(er)s 3.8 $1,251
Disabled widow (er)s 0.3 $713
Disability benefits 10.9 $1,001
Disabled workers 9 $1,145
Spouses of disabled workers 0.2 $310
Children of disabled workers 1.8 $342

Source: Social Security Administration, “Monthly Statistical Snapshot” (Washington, DC: SSA, August
2014).

2013, 87 percent of all American workers had already worked long
enough that they could expect to receive some Social Security retire-
ment benefits in the future.’

Social Security’s official name—QOIld-Age and Survivors
Insurance and Disability Insurance—is a mouthful, but describes
the breadth of its insurance protections. Retirement benefits have
been part of the program for more than 80 years, but other parts
of the program are younger. Policymakers added, for instance, sur-
vivorship benefits in 1939 for surviving family members when the
primary breadwinner dies and created a disability insurance pro-
gram in 1956 for workers and their families when the main earner
becomes disabled.

While the program offers a broad range of benefits, the benefit levels
tend to be modest. The average retirement benefit for a retired worker,
for example, amounted to only $1,302 in August 2014, while other
benefits were, on average, lower than that (Table 5.1).%

Calculating Social Security Benefits

A little background on how Social Security currently operates is neces-
sary to understand the five linkages between rising risk exposure and
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Social Security’s present and future benefits. This section first discusses
how Social Security calculates benefits and then describes where Social
Security receives its income to pay for these benefits.

Social Security benefits are tied to workers’ wages and salaries such
that absolute benefits increase with earnings; they are progressive such
that lower income earners receive relatively more in benefits than
higher income earners; and they are primarily paid for with payroll
taxes imposed on current wages and salaries.

The Social Security Administration bases its benefit calculations on
the Average Indexed Monthly Earnings (AIME). This is an average
of a worker’s 35 years of highest earnings. Earnings in past years are
increased by the average wage growth that has occurred since then,
which makes earnings in earlier years comparable to earnings in later
years. A worker who earned money subject to Social Security taxes for
less than 35 years has the missing years recorded as years of zero earn-
ings. Somebody who has earned a wage and paid Social Security taxes
for 31 years, for instance, then has four years of no or zero earnings,
which lowers her AIME. Importantly, only the highest 35 years of a
worker’s wages and salaries subject to Social Security taxation form the
basis for the calculation of Social Security benefits.

Social Security then uses the AIME to calculate people’s monthly
benefits using a progressive benefit formula such that higher AIMEs
result in higher benefits, but the increases in benefits become smaller
as the AIME gets larger. Workers in 2014 could expect to receive
90 percent or $0.90 for each dollar of the first $816 of their AIME
as benefits, 32 percent or $0.32 for each dollar over $816 but below
$4,917, and 15 percent or $0.15 for each dollar over $4,917. The AIME
is potentially split into three different amounts, each multiplied by a
different and progressively smaller percentage and then added together
to arrive at a person’s Primary Insurance Amount (PIA)—this is the
amount a single beneficiary will receive upon retirement at the full-
retirement benefit age, for example

The PIA also forms the basis for other relevant retirement calcula-
tions to determine the benefits for eligible dependents. Spouses,” even
former ones, children, and dependent parents can qualify for an addi-
tional benefit that depends on the primary beneficiary’s PIA, if they
do not have any or only low PIAs themselves. Take, for instance, the
case of a married couple. The couple will receive the higher amount
of either the sum of both spouses’ PIAs or 150 percent of the higher
earning spouse’s PIA. That is, there is a spousal benefit equal to half of
the higher earning spouse’s benefit. This spousal benefit often applies
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if one spouse took long periods out of the labor market for caregiving
responsibilities.

Social Security also offers survivorship benefits, which are most rel-
evant for widows or widowers (Table 5.1), but can also apply to surviv-
ing children.!” A surviving spouse, mostly widows since women tend
to have greater life expectancies than men, will receive 100 percent of
her husband’s PIA if she is receiving spousal benefits.!! Otherwise, wid-
ows or widowers will receive their own benefit, but lose the deceased
spouse’s benefit.

Early retirement benefits are also calculated based on the PIA.
Traditionally, workers could receive their full PIA if they waited until
age 65 years—ultimately to 67 years, when all changes are I place—to
receive full retirement benefits. They could, however, receive benefits
as early as age 62 years, but they would then have to accept perma-
nently lower Social Security benefits for the rest of their lives. The
PIA’s reduction was 20 percent when the full-benefit age was 65 and a
worker retired at age 62. And the PIA reduction at age 62 will be equal
to 30 percent when the full-benefit age has gone up to 67.!* A higher
full-benefit age lowers either the monthly benefit amount or the time
that workers can expect to receive benefits.

Paying for Social Security Benefits

How are Social Security benefits paid for? Social Security’s primary
source of income is payroll tax revenue. Most employers and employ-
ees each pay 6.2 percent of wages and salaries to Social Security.'?,'
Wages and salaries above an annual cap are not subject to taxation so
that there is an annual maximum. This maximum amount of wages
and salaries subject to taxation—¥$118,500 in 2015—annually increases
with the average wage." Social Security’s tax revenue then equals the
product of 12.4 percent (from the 6.2 percent contributions each from
the employers and employees) times the earnings up to the cap for all
people participating in Social Security.

Social Security receives additional income from its trust funds. This
is particularly important since total payroll tax revenue has been falling
short of benefits since 2009, after Social Security had received more
tax revenues than it paid out in benefits every year after 1983."° The
additional tax revenue in excess of benefit payments since 1983 was
invested in government bonds held in Social Security’s trust funds."”
The interest Social Security earns on its trust funds helps to cover the
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difference between payroll tax revenue and benefit payments so that
Social Security can fully pay all promised benefits.”® The 2014 Social
Security Trustees report projected that the program can continue to
cover the expected shortfall between benefits and tax revenue with its
interest earnings through 2019." Social Security will then have to start
selling government bonds from the trust funds to cover the difference
between benefit payments and payroll taxes. The 2014 Trustees Report
estimated that Social Security will eventually run out of government
bonds to sell in 2033.?° The tax revenue will only cover 77 percent of
Social Security’s promised benefits, once Social Security has sold all of
the government bonds in the trust funds.?!

Policy Implications of the Way Social Security Works

We can now revisit the five linkages—rising earnings inequality, sur-
vivorship inequities, special minimum benefit, higher full-benefit age,
and individual account investments—between rising risk exposure and
Social Security policy.

First, increasing earnings inequality puts a strain on Social Security
because it raises the growth of future benefits, relative to Social
Security’s tax revenue, and because it reduces the amount of earnings
that are subject to Social Security taxation and thus reduces the Social
Security tax revenue.

Social Security benefits are designed akin to insurance benefits, so
that those with lower lifetime earnings receive relatively higher ben-
efits, compared to the taxes they paid, than those with higher lifetime
earnings. Consider the Social Security Administration’s hypotheti-
cal examples of lifetime low-wage and medium-wage earners in
2013 to illustrate this point. A low-wage earner earned $21,074 in
2013, while a medium-wage earner had $46,832 that year—a differ-
ence of 122.2 percent. The difference in the amount of annual pay-
roll taxes between these two workers is also 122.2 percent or $3,194
(0.124X($46,832—$21,074)). If this difference in earnings had been in
place over an entire career, lifetime low-wage earners would have
received an annual Social Security benefit equal to $11,626 (in 2013
dollars) if they had retired at age 66 in 2014, and medium-wage earners
would have received $19,151. This is a difference of only 64.7 percent,
well below the earnings and payroll tax increase of 122.2 percent.

The hypothetical benefits would have been equal to about 55 per-
cent of average wage-adjusted lifetime earnings for low-wage earners
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and to roughly 41 percent for medium-wage earners.”?> Benefits go
up with earnings, but the rate of increase slows as lifetime earnings
increase. Now remember that rising earnings inequality has resulted in
a growing share of workers with low wages over time.? This growing
group of workers not only pays less in taxes than it would have paid
with higher wages, but these workers can also expect relatively higher
benefits than would have been the case with higher wages. Growing
earnings inequality has reduced tax revenues for Social Security more
than it has slowed the increase in future benefits, due to the way Social
Security benefits are calculated.

Increasing earnings inequality in the United States has also meant
that top earners have seen above-average wage increases.

The result has been that a growing share of earnings has moved
above the maximum taxable earnings—the cap, above which earnings
are no longer subject to Social Security taxes. In 1983, following the
last major Social Security reform, 10.0 percent of earnings were above
the cap and 6.3 percent of tax payers had earnings above the cap. By
2011, the share of earnings above the cap had increased to 16.5 per-
cent, while the share of tax payers with earnings above the cap fell
to 6.2 percent.”* The bottom line is that growing earnings inequality
resulting from top earners pulling away from the middle has directly
translated into a shrinking tax base for Social Security.

The shrinking tax base has directly worsened Social Security’s
expected future shortfall. Several colleagues and I estimate that faster
wage growth in line with productivity growth between 1983 and 2015
would have reduced Social Security’s shortfall by 6.8 percent in 2015.
And we estimate that the shortfall in 2015 would have been 10.1 per-
cent smaller if Social Security’s tax base had stayed constant at 90 per-
cent of earnings.?

Second, Social Security survivorship benefits can differ for widowed
spouses, depending on the preretirement earnings of a married cou-
ple, and thus create an inequity between surviving spouses. Surviving
spouses of couples where each spouse received their own retirement
benefit will receive a smaller share of the couple’s combined retirement
benefits than surviving spouses of couples where one spouse received
spousal benefits (equal to half of the main breadwinner’s retirement
benefit).

This inequity is best explained with a comparative example. Consider
two married couples. One couple had one main breadwinning spouse
during their working years and hence receives 150 percent of this
spouse’s PIA, which in this example is equal to $20,000 per year, so
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that the couple receives $30,000 in annual benefits. The second couple
had two earners with identical earnings during their working years and
each beneficiary receives $15,000, totaling $30,000 in annual benefits
for this couple. When a spouse dies in the first instance, the spousal
benefit—50 percent of the PIA or $10,000—goes away. When a spouse
dies in the second case, that spouse’s PIA or $15,000 entirely disappears.
The surviving spouse of a single-earner couple receives two-thirds of
the couple’s total benefit, whereas the surviving spouse of a dual-earner
couple receives less than two-thirds, exactly one-half of the couple’s
combined benefit.

Importantly, the surviving spouse of a dual-earner couple will always
receive less than two-thirds of the couple’s combined benefit since the
existence of two separate benefits means that each spouse’s own benefit
is greater than 50 percent of the other spouse’s benefit. Social Security’s
benefit structure provides relatively greater income security to single-
earner married couples than to dual-earner married couples. This
inequity then partly undermines couple’s goal to gain more economic
security as the number of dual-earner couples has, in part, increased to
stabilize family incomes.

Third, Social Security is a crucial income benefit, but it does not
necessarily keep people out of poverty, even if they worked all their
lives at relatively low wages. The AIME for low-income earners can
be relatively low, leading to comparatively low benefits that may fall
below the poverty line. Social Security currently offers a backstop
through a supplemental minimum benefit that has been in place since
1972.%¢ Its value increases with inflation each year, while all other ben-
efits increase with wages. The value of this minimum benefit has been
gradually eroding over time, since wages tend to rise faster than infla-
tion. An ever smaller share of low-income earners hence benefits from
this minimum benefit.?” That is, policy has failed to strengthen the
income floor for low-wage workers at a time when the need for this
added protection has particularly increased due to growing labor mar-
ket risks for lower wage workers.

Fifth, diverting part of Social Security taxes intended for retirement
savings into individual investment accounts—often referred to as Social
Security privatization—would increase the financial market exposure
for families. Social Security privatization refers to the diversion of
some share of payroll taxes in individual accounts. Most recently and
most prominently, President George W. Bush proposed such a move
in 2005, although a number of policymakers and think-tank experts
have subsequently offered their own privatization proposals.
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Importantly, privatization would expose workers to more financial
risks than is currently the case in Social Security through two differ-
ent channels.?® Workers would have to first invest some of their Social
Security taxes themselves in financial instruments such as mutual funds
and, depending on the specific privatization proposal, they would have
to convert part of their savings into lifetime streams of income upon
retirement. Both the investment during workers’ careers and the con-
version into lifetime streams of income expose workers to novel finan-
cial market risks, to which they were not exposed before in Social
Security.

The value of financial market instruments—stocks, bonds, and
mutual funds—can vary widely during a worker’s career and often
stay up or down for long periods of time. The value of workers’
individual accounts depends on their financial acumen and on sheer
luck, specifically whether one is lucky to live through a prolonged
up (“bull”) market or unlucky to live through an extended slump
(“bear”) market.?’ Put differently, workers can follow all the right
advice on financial investments and still come up short simply because
they lost in the “intergenerational lottery.”

Building up money in an individual account is just the first step.
Workers will also have to convert the money into streams of income
when they retire. Some privatization proposals, such as the one made
by President George W. Bush, envision that workers convert a mini-
mum amount of their savings into lifetime streams of income, typically
by buying an annuity from a life insurance company. The monthly
income—annuity—that a fixed amount of savings can purchase var-
ies, however, with interest changes. Buying an annuity means hand-
ing over a large check to a life insurance company in exchange for a
promise of a lifetime monthly income. The life insurance company
then needs to spread out the invested amount plus any expected interest
earned on that investment over the average remaining life expectancy
for a worker. That means higher interest rates turn into higher monthly
incomes and lower interest rates turn into lower monthly incomes sim-
ply because the life insurance company can expect more or less addi-
tional money to pay out as lifetime incomes. Workers retiring when
interest rates are high once again win relative to those who happen
to retire when interest rates are low—yet another “intergenerational
lottery.”

Many workers, though, may not purchase annuities or at least will
not use all of their savings for an annuity. They instead may try to man-
age the withdrawals from their savings accounts during retirement on
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their own. Those households remain exposed to financial market risks
with their savings.

Workers’ retirement security from savings in individual accounts
depends in part on timing—whether they worked and retired during
an up or a down market. And in the case of down market, there is often
no possibility for individuals to recover all of the money they lost since
it would require delayed retirement and continued work.

Public Opinion Polls Mirror Rising Anxieties

The discussion over the rising tension between the growing need
for Social Security’s insurance protections and the gradually weak-
ening of said insurance values is not just an issue of economics but
also reflects public concerns. Public opinion polls on Social Security
show widespread concern over people’s retirement outlook.’’ But
survey respondents typically value Social Security as a basic bene-
fit, feel strongly about its progressive benefit structure, and tend to
oppose further increases in the full-benefit age as well as privatizing
Social Security. People appear to look for policies to strengthen Social
Security’s value at a time of rising risk exposure and a lack of policy
assistance in building meaningful risk protections.

Most workers are not very confident they will have the resources to
retire comfortably. Only 18 percent of workers in 2014 felt very confi-
dent they will be able to live comfortably in retirement. In comparison,
more than 40 percent had no confidence they will live comfortably in
retirement.”!

And this number overstates confidence among low-income and mid-
dle-income workers.*> Only seven percent of households with incomes
less than $35,000 in 2014 and only 11 percent of households with
incomes between $35,000 and $74,999 were very confident in their
ability to live comfortably through retirement, compared to 36 percent
of households making $75,000 or more in 2014.

Moreover, the trend lines in Figure 5.1 show that, generally, confi-
dence has not risen over time. Retirement confidence remained rela-
tively stable from 1993 to 2007, sharply dropping throughout the Great
Recession of 2007 to 2009 and its aftermath. It has only started to
recover somewhat in 2014.

Amid consistent worries about retirement preparedness, a major-
ity of Americans expect to rely on Social Security as a crucial report
of retirement income. In an annual 2014 Gallup poll, 31 percent of
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Figure 5.1 Workers’ retirement confidence, 1993-2014.

Notes: I combine responses to simplify the graph without loss of information. “Confident” includes those
survey respondents who indicated that they were very confident and those who said they were somewhat
confident. “Not confident” combines respondents who were not too confident and those who were not
confident at all.

Source: Employee Benefits Research Institute (EBRI), “Retirement Confidence Survey” (Washington, DC:
EBRI, various years), accessed April 30, 2014, http://www.ebri.org/surveys/rcs/

respondents said they expected to rely on Social Security as a major
source of their retirement income, 51 percent as a minor source, and
only 16 percent indicated they did not expect Social Security to be a
source of future retirement income for them.*

The number of people expecting to rely on Social Security has grad-
ually increased. The share of Americans expecting to rely on Social
Security as a major source of income hit a low point with 25 percent
in 2004 and 2006—ryears before the Great Recession started—before
climbing to its highest level of 31 percent in 2013 and 2014.7

But Americans are doubtful about Social Security’s future, especially
its ability to pay full promised benefits. Gallup, for instance, reports that
a full 60 percent of respondents—the highest dating back to 1989—in
a July 2010 poll indicated they did not think Social Security could pay
full benefits when they will retire.® And in a 2009 poll by ABC News
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and The Washington Post, 23 percent of respondents were not so confi-
dent and 38 percent were not confident at all that Social Security could
pay full benefits through retirement.*® Other polls, not cited here, typi-
cally show widespread worry about Social Security’s long-term ability
to pay for full benefits. That is, Americans are worried about Social
Security’s insurance value beyond the ongoing and proposed erosion of
Social Security’s insurance value.

But survey respondents’ fear that Social Security will not be able to
help to generate a secure retirement is also reflected in their preferences
for reforms of Social Security. This sheds some light on four of the five
policy issues—rising inequality, minimum benefits, higher full-benefit
age, and privatization—and leaves reforms to survivorship benefits as a
generally unexplored topic.?’

Polling data generally indicate a desire to strengthen Social Security’s
benefits. A 2014 survey by the National Academy for Social Insurance,
for example, found that 72 percent of respondents agreed that “[t]o
provide a more secure retirement for working Americans, we should
consider increasing Social Security benefits.”*® And 53 percent agreed
strongly with the statement that “we need to reform Social Security
and protect it to ensure that it’s a safety net the American people
can count on,” and another 10 percent agreed, but not strongly, in
a November 2008 poll by Democracy Corps and the Campaign for
America’s Future.? The polling data hence indicate public support for
maintaining and possibly improving Social Security benefits for work-
ers who have generally had the largest labor market risk exposure in
recent decades.

Surveys further show that people typically prefer to strengthen
Social Security largely by making the program more progressive by
introducing a minimum benefit and by eliminating or raising the cap
on earnings. The National Academy of Social Insurance’s 2014 survey
found that 71 percent of respondents supported a package of reform that
would create a minimum benefit, raise the annual cost of living adjust-
ment, eliminate the cap, and raise the payroll tax rate.*’ Gallup asked
about a small number of reforms in 2010 and 67 percent thought that
requiring higher income earners to pay taxes on all of their earnings—
eliminating the cap—was a good idea. These numbers are similar to
the ones Gallup recorded five years earlier in 2005.*! Similarly, a 2005
survey by The Washington Post, Kaiser Family Foundation, and Harvard
University found majority support for alternate wordings about benefit
cuts for the wealthy. These included 60 percent support for “reducing
the rate of growth in benefits for wealthy retirees only” and 54 percent



70 Retirement on the Rocks

support for “cutting guaranteed benefits for wealthy retirees only.”*? A
2005 poll by CBS News and The New York Times similarly found that
63 percent of respondents favored raising the cap on earnings subject to
Social Security taxes.* Additionally, AARP found in a poll on Social
Security reform options conducted in 2007 that raising the cap enjoys
the largest support, with 71 percent of respondents favoring this idea
among a range of other proposals, far ahead of the 59 percent of respon-
dents who favored increasing the payroll tax, the second most popular
reform option in this poll.** And, there appears to be direct support for
Social Security’s progressive benefit formula. A Bloomberg National
poll in 20013 found that 59 percent of respondents favored “creating a
sliding scale for Social Security so that poorer people get more benefits
and wealthy people get fewer benefits.”*

Taken together, these polling data suggest that most Americans
support strengthening Social Security’s insurance value for low-in-
come and middle-income beneficiaries, possibly by creating a stronger
minimum benefit. A 2013 poll by the National Academy of Social
Insurance found that 57 percent of respondents favored creating a new
special minimum benefit, while only 13 percent opposed this pro-
posed benefit increase.*®

Benefit reductions and tax increases on a broader scale garner sig-
nificantly less support. This is true for increases in the full-benefit age,
which are generally unpopular. Gallup found in 2005 and 2010 that
63 percent of respondents thought that raising the full-benefit age was
a bad idea.*” AARP also found that only 33 percent of respondents in
2007 favored raising the retirement age.*® And only 31 percent favored
a higher full-benefit age when asked in the 2005 Washington Post, Kaiser
Family Foundation, and Harvard University poll, “If it were necessary
to keep the Social Security program paying benefits as it does now,
would you favor or oppose raising the age at which a person can retire
and receive full Social Security benefits?”* And merely 19 percent
answered favorably to the question “Would you favor or oppose raising
the age at which a person can retire and receive Social Security ben-
efits?” in a February 2005 CBS News and New York Times poll.>’ And
only 28 percent of respondents in a 2013 National Academy of Social
Insurance poll favored gradually raising the full-benefit age to 70.%!

And finally, Americans generally are skeptical of privatization.
Privatization gathered a lot of interest in 2004/5 when President George
W. Bush laid out a specific proposal. Gallup conducted a series of polls
during the 2004/5 debate over Social Security privatization.>* About
half of all respondents—48 percent—initially opposed the idea of
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allowing part of Social Security taxes to be invested in stocks or bonds
in December 2004, while 48 percent supported the idea. The share
opposed to diverting money to financial investments slowly increased
as the debate went on and people learned more about the proposal,
so that by June 2005 more than half~—53 percent—of all respondents
opposed the proposal, while 44 percent supported the idea. The bot-
tom line is that Americans view privatization with some skepticism and
their concerns seem to increase as they learn more about the details of
the relevant proposals.

Conclusion

This chapter links rising market risks and growing risk exposure to
the changing role Social Security has played as an insurance against
market risks. This discussion shows that there already is a growing ten-
sion between rising risk exposure and declining risk protection due to
past policy decisions. A number of policy proposals, especially those
suggesting a higher full-benetit age and allowing individuals to divert
part of their Social Security payroll tax into individual accounts, could
further increase this tension.

Public opinion data show that people are generally anxious in part
because of this tension and often prefer easing the tension by strength-
ening Social Security’s retirement income insurance value. However,
strengthening the value of Social Security as a key protection from
increasing risk exposure in an era of high labor and financial mar-
ket risks will require reversing the course that has dominated Social
Security policy for the past three decades.



CHAPTER SIX

Sink-or-Swim Retirement Plans

How would you personally define what a secure retirement means
to you?!

“I would say not a 401K because they are too unstable. I would say just
a pension from a work group from a union or a union retirement that is
the security that is given to us. It is what makes me feel secure in my
life to guarantee that I have a retirement to fall back on.” (White man,
54 years old)

“I think it’s helpful and I like a 401(k) plan to have secured income in
retirement.” (African American woman, 25 years old)

People’s exposure to both labor and financial market risks has increased
since the 1980s, while labor and financial markets have also become
more unstable. The combination of growing risk exposure and ris-
ing risks has contributed to increasing wealth inequality, as households
with high risk exposure have experienced lower wealth gains over time
than households without high risk exposure. In this chapter, I focus on
some of the mechanics of rising financial risk exposure with individu-
alized savings, such as retirement savings accounts and housing.

Financial risk exposure depends on having some private savings out-
side of Social Security. People can be exposed to financial market risks
with their savings by investing in stocks and housing and by going into
debt, since indebtedness exacerbates the impact of rises and falls in the
value of stocks and housing.?

Savings come in different forms with different risk exposure impli-
cations, and retirement is the primary reason for people to save for
the future. Retirement savings include Social Security, DB pensions,
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and private savings—namely defined contribution (DC) plans such as
401(k) plans, which are offered by employers to their employees, and
IR As, which people can invest in on their own—and other types of
savings such as housing.

Some refer to the combination of these three future income sources
as the three-legged stool. Others prefer to call it three layers of retire-
ment income, as Social Security covers a much larger share of the pop-
ulation than either DB pensions or private savings do.

Neither analogy, though, captures the large-scale changes that have
occurred in how Americans save for their retirement. DB pensions have
become less prevalent since the early 1980s, while DC savings plans
have become increasingly popular. Falling DB pension coverage and
rising DC plan coverage alone mean that a growing share of American
workers has potentially become exposed to key financial market risks.
This rising financial risk exposure with retirement savings is further
exacerbated by households saving in housing, which remains a large
and crucial form of savings for many households.?

I briefly summarize the economic debate on the growing risk expo-
sure with household savings in this chapter. I first present how the
neoclassical economic perspective on exposing more workers to greater
financial risks with their savings, for instance, through DC plans, has
changed over time. I then discuss the exposure to financial market risk
in DC plans and housing and how this potential for household risk
exposure compares to that in DB pensions.

The shift toward individualized savings and away from pooled sav-
ings, such as DB pensions, has not only increased the potential for more
financial risk exposure but also raised the actual financial risk exposure
of households. This has happened at a time when financial markets
have become more volatile, and the possibility of massive savings losses
has gone up, too. First, policy has moved toward encouraging more
potential risk exposure by encouraging the rise of DC accounts and
fostering financial policy changes that have increased access to hom-
eownership and savings in housing. Second, financial risk exposure
has indeed increased. This follows in large part because households
have fewer risk protections in DC savings plans than in DB pensions
and they have systematically encountered obstacles to building mean-
ingful risk protections with individualized savings. Third, the finan-
cial risk exposure of households without DB pensions has risen faster
than that of households with DB pensions. This goes counter to what
we theoretically should have expected, if households acted completely
rationally. Those households without some measure of financial market
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risk protection, for instance, from a DB pension, would have gradu-
ally reduced their risk exposure as financial risks increased. Financial
risks indeed increased and financial risk exposure also rose especially
among households that had no access to the risk protections offered by
DB pensions. The disproportionate increase in risk exposure among
households without DB pensions suggests that households on average
are currently not well equipped to handle the rising risk exposure amid
massive market swings with individualized forms of savings. The bot-
tom line then is that policy has moved households toward more risk
exposure without offering meaningful risk protections for their savings
at a time when labor and financial market risks have increased.

The Economic Logic of Changing Potential

Individual Risk Exposure

Economic risk refers to the uncertainty of savings. Potential savings
gains and losses depend significantly on movements in key financial
markets for stocks and housing—actual risks—and on individuals’ abil-
ity to maneuver those markets by changing their risk exposure to fit
their preferences and needs.

People can encounter financial market risk while they save for retire-
ment and in retirement as well. Households could lower their financial
market risk exposure in retirement by investing in annuities that pay
lifetime streams of income upon retirement. But, households do not
either use the financial tools available or have the necessary resources to
invest in annuities. People who do not purchase annuities will have to
manage their own finances through retirement, which can leave them
exposed to financial market risks.

Historically, workers who had savings specifically intended for
retirement had those savings in the form of DB pensions, in addition
to the equity in their home. DB pension benefits limit households’
financial market risk exposure since benefits typically do not directly
depend on financial market swings, since households cannot influ-
ence their risk exposure, and since DB pensions generally pay annuities
and thus limit retirees’ financial market risk exposure. This does not
mean that DB pensions are risk-free since employers can go bankrupt
and beneficiaries will receive less in benefits than they had expected.
But this employer default risk is limited since private DB pensions are
government-insured up to specific limits and public DB pensions have
implicit backing from federal, state, and local governments.
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Over time, DB plans have become less common and DC accounts
have gained in prominence. Additionally, a growing number of house-
holds have gained access to home equity as a key form of savings. The
potential for households’ financial risk exposure consequently has
changed and, in fact, has increased over time.

The underlying policy changes—discussed in more detail below—
that ultimately resulted in increased individual risk exposure fol-
lowed to some degree the logic of neoclassical microeconomic theory,
whereby households optimally save for their future and optimally allo-
cate their savings in full knowledge of the associated risks. Importantly,
this theoretical framework emphasizes the value of individual decisions
and choices above many other considerations since individuals are sup-
posedly rational and can, on average, make optimal decisions based
on their complete knowledge of complex financial savings vehicles.
Moreover, individuals do not like risk; they are risk-averse. Greater
risk exposure hence poses an increased cost to individuals. Individuals
who act rationally would theoretically save more to compensate for this
added cost and reduce their risk exposure.* Saving more and lowering
risk exposure are in theory two sides of the same coin. Households
will need to save more to meet their savings goals when they reduce
their risk exposure since lower risk exposure should in theory go along
with lower expected returns and thus lower savings over time. The
implication then is that households will save more money if individual
risk protections, such as Social Security benefits, lost insurance value
over time, which has indeed happened. This argument also implies that
moving from DB pensions to individual savings accounts with greater
individual risk exposure, such as 401(k) and IR As, would equally lead
to more savings.

More recent theoretical and empirical developments in economics
have identified a different and more complex story about households’
savings in the face of risk exposure. It turns out that, despite what
neoclassical microeconomic theory argues, individuals may not always
be good at making the requisite choices to optimally manage their sav-
ings for long-term goals. They may have access to all of the relevant
information, but they may encounter psychological obstacles such as
processing a lot of complex information in quick order and when try-
ing to figure out multiple things at once to optimally manage their risk
exposure. Many households will take on too much risk exposure with
their savings amid rising risks and they may not increase their savings
at all in response to greater risk exposure, even though the theory of
rational optimization suggests that they should.
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Research done in the field of behavioral economics has shown that
the logic of households optimally managing their risk exposure across
all of their savings has its limits, since it makes behavioral assumptions
about household decisions that may systematically not apply.> People
may not fully understand complex risks, may not completely under-
stand how to protect themselves from these risks, and may not act upon
this knowledge, even if they have it, for instance, because the costs to
making these decisions of higher savings occur today, while the ben-
efits of higher retirement income occur much further in the future.
Households may not save enough to fully compensate for the added
risk exposure and institute enough risk protections for their savings.
Greater risk exposure as a result of an increased emphasis on individ-
ual forms of savings consequently occurred without sufficient savings
gains.® On the contrary, greater risk exposure appears to have actually
reduced savings for those households with high risk exposure.

Policy Changes Increase Households’

Financial Risk Exposure

The changes in the way people save have come in large part as a result
of a series of policy changes, reflecting a growing emphasis on indi-
vidual savings and individual choices in savings and thus household risk
exposure in retirement savings. There has been an increasing accep-
tance on the part of policymakers to let households handle more of
their own finances, including the commensurate increase in financial
risk exposure over the past 30 years.” Neoclassical economic theory said
that not only would this be okay but that it could potentially reverse
the baffling decline in the U.S. saving rate that had occurred in the
1980s.® Four primary policy changes stand out in this regard, although
these have not been the only ones that led to an increasing emphasis
of individual savings over forms of pooled savings such as DB pensions
and Social Security.

First, Congress slowed the growth of Social Security benefits with
its comprehensive reform in 1983, which scheduled a gradual increase
in the full-benefit retirement age from 65 to 67 years, starting with
those beneficiaries born in 1938. That is, people born in 1938 turned
65 in 2003 and were the first cohort to see a full-benefit retirement
age above age 65. Beneficiaries could still retire as early as age 62,
but they would have to accept larger, permanent cuts in their retire-
ment benefits than was the case for previous generations.” A minimum
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20-year preparation period between enacting legislation to raise the
full-benefit age and the actual increase in the full-benefit age suppos-
edly gave households sufficient time to save more money to compen-
sate for Social Security’s slowly declining insurance value. This same
20-year period, though, marked a sharp decline in the U.S. personal
saving rate,'’ putting some doubt on the overall logic that households
can adequately prepare for the increase in financial risk exposure—a
point I will return to below.

Second, the decline in DB pension coverage has followed in part
changes in DB pension funding rules,'" although the stated goal of new
funding rules was to strengthen DB pensions, not to weaken them.
Employers have partly moved away from DB pensions because of poli-
cies that have increased the volatility and thus lowered the predictabil-
ity of the contributions they have to make to their DB pensions. The
government prescribes through the tax code how employers with DB
pensions need to calculate how much money they owe their current and
former employees for their future pensions. The Pension Protection Act
of 2006 (PPA) ultimately legislated changes to this calculation that had
long been debated. PPA’s new rules increased employers’ uncertainty
over how much they will have to pay for their DB pension plans each
year.?,> The uncertainty associated with DB pension funding rules,
even before PPA codified this volatility, has proved to be a powerful
new disincentive for employers to offer DB pensions.

Third, DC plans became increasingly popular as retirement savings
plans after Congress enacted changes in the tax code in the late 1970s
that gave rise to 401(k) plans. The Revenue Act of 1978 added section
401(k) to the tax code—hence the moniker 401(k) plans—which sanc-
tions cash or deferred arrangements, formalizes their design, and pro-
vides for regular guidance. Employers began to add a lot of 401(k) plans
after 1981 when the Internal Revenue Service formally clarified the
rules for these retirement savings plans."* The number of 401(k) plans,
for instance, grew from 30,000 in 1985 to 417,000 in 2005 and the
number of active participants increased from ten million to 47 million
during the same time.!®> The growth of DC plans has meant that a rising
number of private sector workers could potentially become exposed to
financial risks, as I discuss in more detail below.

Fourth, the rise of the U.S. mortgage market with greater access to
mortgages and lower costs of borrowing started in the 1970s and 1980s,
following several key legislative changes. The early 1970s saw the cre-
ation of the Federal Home Loan Mortgage Corporation, also known
as Freddie Mac. This was the federal government’s second purchaser
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of home mortgages after the Federal National Mortgage Association
(Fannie Mae), which had been around since 1938. More capacity to
offer mortgages and at favorable terms meant that more potential home
buyers could get mortgages at lower interest rates than was previously
the case.!® This mortgage creation capacity further accelerated with
Freddie Mac selling mortgage-backed securities—bundles of mort-
gages to back up bond issuances—in 1971 and Fannie Mae starting to
do so in 1981."7 Further, the Tax Reform Act of 1986 also phased out
the tax deductibility of most nonmortgage interest payments, leading
to a shift of consumer debt toward mortgages, which included home
equity lines.”® More people became homeowners and the typical hom-
eowner owed a larger share of their home’s value to the bank as a result
of the mortgage market trends that followed the legislative changes.
More people got the possibility to save for their future through hous-
ing, while many homeowners also became increasingly exposed to
housing market risk due to higher indebtedness.

A myriad of large-scale policy changes led to a growing emphasis of
individual savings DC retirement accounts and housing over pooled
DB pensions and Social Security. These changes meant that house-
holds potentially faced more financial risk exposure than before, in
part because the possibility for risk exposure is inherent in individual
accounts. As households increasingly saved for their retirement in indi-
vidual accounts, they had to make more and more complex financial
decisions on their own and ultimately ended up with greater financial
risk exposure. The bottom line is that policymakers pushed households
to make more choices on their own, for which they were ill-equipped,
and the result has been increasing wealth inequality and growing eco-
nomic insecurity. As ordinary Americans have been treading water,
the attitude from policymakers has been the equivalent to “take some
swimming lessons,” leaving people to sink or swim.

Financial Risk Exposure with Different Savings Forms

Households are generally not exposed to financial market risk with
DB pensions. This follows from the basic way all DB pension plans
operate. Employers and occasionally employees, especially in the public
sector, contribute part of workers’ earnings to a pension fund. These
contributions are then pooled and professionally managed by in-house
or hired investment managers. This reduces investment risk since
investment managers are less likely than individuals to make common
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investment mistakes such as not rebalancing their portfolio when mar-
ket prices changes and overemphasizing employer stock or cash in their
portfolio.

A traditional DB pension fund then pays out a regular benefit to
beneficiaries when they retire.!” The fund will typically draw on its
own assets to pay benefits, which allows the pension fund to keep
investing all remaining assets. This means that a DB pension fund can
generally ride out a bad market since most of the money stays with
the fund and can be invested for the long haul. This process is called
self~annuitization—DB pension funds manage their own assets to pay
benefits to their beneficiaries. This also means that DB pension plans
can smooth out the peaks and valleys in financial markets for their
beneficiaries, because they can expect to be investing money for several
decades. Being able to smooth out market fluctuations over long peri-
ods of time is necessary to reduce financial risk exposure since financial
markets, especially the stock market, tend to move up and down in
long waves.?"

Self~annuitization, like annuitization through life insurance com-
panies, also reduces financial market risk exposure in retirement. The
beneficiary will receive a guaranteed monthly benefit for the rest of
their lives and thus theoretically cannot outlive their retirement savings
and is no longer exposed to financial market risks in retirement.?'

So, DB pension plans typically reduce households’ financial market
risk exposure. This is not to say that households cannot experience
risk exposure with DB pensions. DB pensions, especially those of the
so-called cash balance type, which refers to the way benefits are cal-
culated, increasingly offer beneficiaries the option of a lump sum.?
Beneficiaries can then take their benefits as one lump-sum payment
when they leave an employer or when they retire, rather than receiv-
ing monthly lifetime payments. Taking lump-sum payments from a
DB pension turns a pooled form of investment into individual savings
and exposes households to financial market risks akin to those in DC
accounts since people now need to manage their own finances rather
than leaving the money in a DB pension fund.

People are exposed to more financial risks in DC plans than is typi-
cally the case with DB pensions, but the level of financial risk exposure
can vary with DC plan designs. DC plans are often called “do-it-your-
self” retirement savings plans because most DC plans require the par-
ticipant to decide on how much and where to invest their money. That
is, DC plans expose households to large financial market risks if they
save too little and invest with too much risk.
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The designs of DC plans can increase these risks. Many partici-
pants find DC plan features, including the investment options available
to them, so confusing that they save less money than they otherwise
would.?®> Once people save in a DC plan, they need to invest their
money. This can lead to large risk exposure and it can cause households
to experience unacceptably large losses.

Consider the following example to see how households could unwit-
tingly end with too much risk exposure. People may initially decide to
put half of their money in stocks and half their money in bonds, reflect-
ing their own risk tolerance. But then the stock market rallies and stock
prices rise faster than bond prices, requiring that DC plan participants
actively reinvest their stock market gains into bonds to maintain their
preferred balance between stocks and bonds. This rarely happens as
households generally do not actively change the way their savings are
invested when stock prices move up or down.** Households may end
up owning more stocks in their portfolio than they are comfortable
with if there is a stock price boom.

DC plan designs have gradually changed to help people lower their
risk exposure. Many of the new design features basically switched the
default option—what happens when the participant does not make a
decision—from avoidance to participation. A growing number of DC
plans now automatically enroll participants with a minimum default
contribution rate, for example, three percent of pay.?> Some plans even
automatically increase the contribution rate every year, for example,
from three to four percent at the participant’s first work anniversary,
then to five percent at the second anniversary, and so on, up to a pre-
set maximum contribution rate. The participant then has the option
not to participate in a DC plan but needs to make an active choice
not to do so. Similarly, DC plans can and do now offer default invest-
ments other than cash such as mixed investments that include inter-
est-bearing bonds.?® And DC plan participants increasingly have the
option of investing in so-called model portfolios, which automatically
rebalance their assets to keep the share of stocks constant to match the
participants’ initial target, for instance, at 60 percent.?” The default in
this case switches to active rebalancing, which helps participants avoid
too much or too little risk taking. DC plan participants can reduce
their investment risk exposure by saving more and avoiding common
investment mistakes such as not rebalancing their portfolio if they take
advantage of the increasingly common default options. That is, they
can often reduce financial risk exposure by doing nothing, as long as
their employers offer them these choices.



82 Retirement on the Rocks

It 1s, however, difficult for households to avoid all financial market
risk exposure with DC plans. It takes active decisions, a high level of
financial sophistication, and possibly a fair amount of money to reduce
the exposure to market risk. Market risk exposure follows from large
long-term swings in stock and housing markets. Stock market swings
are akin to winning or losing the generational lottery because stock
market swings can take more than a generation to come full-circle.?
One generation of workers will likely see above-average stock and
housing market gains, while the next one will see below-average stock
market gains. DB pension plans can smooth out these market swings
because they can expect to “live” longer than one generation, while
DC plans by definition only exist for one generation. And that genera-
tion is either a winner or a loser of the generational lottery.

The goal then is to shift market risk from households with a DC
plan to institutions that can expect to be around for a long time. These
institutions are typically financial service companies that offer some
type of long-term insurance product that offers an explicit minimum
guaranteed rate of return and reduces households’ exposure to long-
term market swings.

The exact insurance product will depend on what type of guar-
antee people are looking for and which bank or insurance company
offers the desired product. Insurance companies already offer insurance
that guarantees a minimum rate of return over long periods of time.?’
The alternative approach is to use a number of sophisticated financial
hedging products such as options and futures and other hedging strate-
gies such as short-selling—betting that a stock will fall in value. Such
products exist, often combined under the heading of an absolute return
fund, but they require that DC plan participants actively seek out those
products; know the risks, costs, and benefits associated with them; and
are willing to pay often substantial amounts of money for the protec-
tion these lower-risk financial products offer.

It equally takes effort and money to eliminate financial market risk
exposure in retirement. Life insurance annuities are the typical insur-
ance product that DC plan participants can use to protect against lon-
gevity risk. Few DC plans—less than a quarter—offer annuities to
their participants, leaving participants to find such insurance products
on their own.?® This search often leads them to an insurance broker,
who charges a fee for selling an annuity. The typical annuity costs
between five and seven percent to the total amount spent on an annu-
ity, substantially lowering the retirement income participants receive.>!
Moreover, the most common annuity product is an immediate annuity
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that pays a fixed monthly income to the beneficiary, but this monthly
benefit does not increase with inflation.>* Beneficiaries consequently
have to manage the income they receive from all of their other sources
to protect against financial market risk exposure in retirement, even if
they make the effort and spend the time to buy a typical life insurance
annuity.

The bottom line is that households have the opportunity to reduce
their risk exposure in DC plans. But acquiring those risk protections in
DC plans requires individual initiative, effort, and, in several instances,
substantial costs.

Risk Exposure in Housing

Housing constitutes a risky asset akin to stocks. Savings in housing
again expose households to financial market risks, somewhat similar to
the risk exposure associated with savings held in stocks.

First, housing market swings tend to be smaller and shorter than
stock market swings. But indebtedness can exacerbate housing market
swings in both directions—up or down. But in the end, households
care more about the downside risk since they tend to be risk-averse and
they increasingly worry about the downside risk as they near retire-
ment since they have less time left to recover from a market downturn.
And mortgage debt access has increased, so that the chance of a sub-
stantial loss has grown over time, at least through the Great Recession
of 2007 to 2009. The bottom line is that housing market risk exposure
has become more severe over time.

Second, the chance of substantial financial market risk exposure that
exists with housing is further exacerbated by the need for individual
choices to manage such risk exposure. Homeowners often underesti-
mate the riskiness of their asset.® They do not, for instance, rebalance
their entire portfolio in response to housing market swings, for instance,
by taking out a home equity line when house prices appreciate to invest
in safer financial assets such as bonds.”* Households instead have used
home equity lines during the housing market upswings in the 1990s
and 2000s to pay for necessary consumption such as health care and
education.®® The result has been increasing indebtedness rather than
more diversified portfolios, highlighting the pitfalls of risk exposure in
owner-occupied housing.

Third, households can experience risk exposure long into their retire-
ment with housing, as they do with financial savings. Households, for
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instance, could run out of resources to maintain their residences. They
may need to access their savings tied up in their house to pay their bills
by taking out a reverse mortgage, but those financial products tend
to be expensive and rarely used.’® Therefore, risk exposure associated
with housing persists for many households well into retirement.

The bottom line is that financial risk exposure in savings tied up in
housing has grown over time, exacerbating the shift toward greater
financial risk exposure in retirement savings vehicles.

Very High Risk Exposure Especially

Increases for Households without DB Pensions

A few numbers may help to illustrate the link between increasingly
individualized savings and rising risk exposure. I define a household
as having very high financial risk exposure if its risky asset con-
centration—stocks and housing out of total savings—is greater than
75 percent and its debt to assets ratio is greater than 25 percent.

The change in the way people save for retirement from DB pen-
sions to individual savings should have meant that we would see less
risk exposure or at least a slowdown in the growth of financial risk
exposure. This follows from the economic argument that households
are risk-averse and that DB pensions offer financial market risk pro-
tections that DC plans do not. Households, if they indeed saved in
the way neoclassical economic theory predicted, should manage their
individual savings more conservatively without DB pensions than with
DB pensions.

This implies three things. First, overall household financial mar-
ket risk exposure should have declined as traditional risk protection
in the way of DB pensions has decreased. But household financial risk
exposure has increased, not declined. Second, households without DB
pensions should have less risk exposure than households with DB pen-
sions. And third, the gap in financial risk exposure between households
without and those with DB pensions should have at least stayed stable
or even widened—those without DB pensions having ever less risk
exposure than those with DB pensions. The implication of a stable
or widening risk exposure gap—those with DC plans should become
more conservative over time—follows from the lack of financial mar-
ket risk protections in retirement with individualized savings amid
increasing longevity. Households without DB pensions increasingly
need to become more financially conservative and reduce their risk
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exposure as they near retirement since their money needs to last longer
than in the past.

Figure 6.1 shows my summary financial risk exposure measure—
share of households with very high risk exposure—for households
50 years and older by plan coverage—with DB pensions, with DC
plans but no DB pension, and without any retirement plan at all. [ only
focus on older households since they are more likely to have savings
and hence financial risk exposure than younger households. The data
show that the financial risk exposure of all older households, regardless
of plan coverage, has grown over time. The data show that for much of
the past few decades—from 1995 to 2010, to be exact—the risk expo-
sure differed very little by plan coverage. That is, those with lesser risk
protections from a DB pensions were almost as likely as those with DB
pensions to have a very high risk exposure (Figure 6.1). The risk expo-
sure gap initially narrowed from 1989 to 1995, then remained relatively
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Figure 6.1 High financial market risk exposure, by type of retirement plan coverage and
year.

Notes: A household has very high financial risk exposure if it has a risky asset concentration—stocks and
housing out of total assets—that is greater than 75 percent and debt to assets ratio that is greater than
25 percent. Older households are those older than 49 years and younger households are those between 25
and 50 years.

Source: Based on Board of Governors, Federal Reserve System, Survey of Consumer Finances (Washington,
DC: BOG, various years).
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constant during the years of stock and housing market booms before
widening again in the aftermath of the Great Recession. Put differ-
ently, there is no indication that those with fewer risk protections from
DB pensions actually became more financially conservative during a
time of increasing economic risks and growing longevity.

The trends in household shares with very high risk exposure do not
depend on one single risk exposure measure, but rather reflect differ-
ences and trends in both risky asset concentration and indebtedness.

Table 6.1 summarizes the two risk exposure measures—risky assets
out of all assets and debt to assets ratio—by plan coverage and year.
Households’ exposure to stock and housing markets does not materi-
ally differ by plan coverage. No group of older households—divided
by retirement plan coverage—has systematically held more or less risky
assets than the other two groups. Not having the risk protections from
a DB pension does not make households more financially conservative
in the way they allocate their money.

Households do differ in their indebtedness by retirement plan cover-
age. Households with DC plans have always had less debt than house-
holds with DB pensions. But the gap between the two groups has
shrunk over time, at least through 2010, with households with DC plans
becoming more quickly indebted than households with DB pensions
(Table 6.1). This again contradicts economy theory, which predicts that
households with lesser risk protections from DB pension should have
more slowly increased their financial market risk exposure.

Conclusion

Public policy in the United States has increasingly emphasized indi-
vidual forms of savings—DC retirement plans such as 401(k) plans and
housing—and put a lower priority on pooled savings arrangements
such as DB pensions and Social Security. The result has been a grow-
ing financial risk exposure for households as they need to manage
more of their finances on their own and often fail to make optimal
and very complex financial decisions amid growing economic uncer-
tainty. Households can avoid some financial market risk exposure with
a significant effort and substantial amounts of money. But in the end,
households will face greater financial risk exposure than in the past
either way. Either they cannot exert the effort and spend the money to
reduce their risk exposure, or the available risk protections are not up
to the task of protecting households from the growing risk exposure.
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Financial risk exposure then has increased at exactly the same time that
financial risks—stock and housing market ups and downs—have also
grown.

Two points are worth emphasizing with respect to households’
growing financial risk exposure. First, Americans are increasingly
struggling to maneuver through the rougher waters of labor and
financial markets. People frequently fail to lower their financial risk
exposure when they experience high labor market risk exposure. The
combination of high labor market risk exposure and rising finan-
cial market risk exposure has made many households increasingly
economically vulnerable. They are less likely to pay their bills in an
emergency and in retirement, for instance. The discussion over house-
hold risk exposure is not just a textbook discussion of academic value,
but it impacts people’s lives in direct and harmful ways.

Second, financial service companies can reap large rewards, at
least for a while, from the policy push toward greater risk exposure.
Investments in DC plans come with greater fees than investments in
DB pensions, in part because banks need to manage funds across a
large number of small accounts. And more stock investments that could
lead to greater household risk exposure typically generate more fees
than other financial investments in DC plans. And households seeking
to gain meaningful risk protections against financial market risk will
have to pay substantial fees for novel investment products and annuities
from insurance companies. That is, addressing the growing household
risk exposure can be good business for those who know how to chart a
course through the stormy waters.



CHAPTER SEVEN

A Perfect Storm: Labor and Financial Market
Risks Feed on Each Other

How would you personally define what a secure retirement means
to you?!

“You do the best you can and then surrender the rest to God.” (White
woman, 54 years old)

“Having a diversified portfolio to have enough money to live on.” (White
man, 66 years old)

Saving money for the future, especially for retirement, has gone along
with an increasing financial risk exposure for Americans largely because
of a growing emphasis on individual savings, especially in retirement
savings accounts and home equity, than has been the case in the past.

The growing reliance on individual savings contributes to rising
wealth inequality. Underlying this link between individual savings
and wealth inequality is a negative and increasingly tight interaction
between labor market risks and people’s savings that does not exist to
the same degree in pooled savings, such as DB pensions. Individual
retirement savings, in particular, transfer labor market risk into savings.
Households that experience labor market risk—unemployment spells
and earnings decreases—end up saving less in these individual accounts
and in home equity than they would have otherwise. Such individual
savings build a connection between economic insecurity in the present
and economic insecurity in the future.

The longer term link between labor market risk exposure and house-
hold wealth means that households that face greater chances of being
unemployed and experience slow earnings growth tend to end up with
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substantially less wealth as they near retirement than households that
do not experience high labor market risk exposure. This chapter now
focuses on the more short-term link between labor market risks and
savings, allowing me to highlight some of the mechanics by which
labor market declines adversely interact with individualized savings and
ultimately contribute to rising wealth inequality. People with a lot of
labor market risk exposure end up with fewer savings than those with
less labor market risk exposure. Understanding how labor market risks
increasingly connect to savings also sheds some light on how policy
could weaken this link in the future and hence strengthen households’
risk protections and help them build more economic security.

Labor and Financial Market Patterns

The link between labor market risk exposure and ultimately below-
average savings also arises over the course of a business cycle.? A busi-
ness cycle consists of an expansion and contraction, or recession, of
the economy. Economic growth tends to be above average during an
expansion and falls below average, possibly even turning negative, dur-
ing a recession. The labor and financial markets move with the business
cycle such that, during an economic expansion, unemployment falls,
compensation—wages and benefits—increases, and stock and hous-
ing prices rise. The opposite is true during a recession, when unem-
ployment rises, compensation falls, and the stock and housing prices
plummet.

Figure 7.1 shows two key indicators—the unemployment rate as a
measure of labor market risk and the value of the stock market as a
proxy for financial market risk—since the end of the business cycle in
November 1982. The two indicators have moved in opposite directions
during that time. When stock prices went down, unemployment went
up. Similarly, during times of rising stock prices, unemployment fell.
And, these co-movements between unemployment and stock market
coincide with the business cycle since the 1980s, but to a lesser degree
during the time before the 1980s.

During the time since the 1980s, the emphasis on individualized sav-
ings over pooled forms of savings such as DB pensions started to grow.
The link between labor and financial market risks and the potentially
harmful effects of labor market risks on savings has become especially
pronounced just as household savings became increasingly exposed to
financial market risks. That is, households felt the pain of a worsening
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Figure 7.1 Unemployment rates and real stock prices in the 1980s.

Notes: Recessions occurred from July 1990 to March 1991, from March 2001 to November 2001, and from
December 2007 to June 2009. The last recession is also referred to as the Great Recession.

Sources: Bureau of Labor Statistics, “Current Population Survey” (Washington, DC: BLS, 2014), accessed
November 6, 2014, http://www.bls.gov/data/#unemployment, for the unemployment rate, and Robert
Shiller, “Irrational Exuberance—IrrationalExuberance.com” (New Haven, CT: Yale University, 2014),
accessed November 6, 2014, http://www.irrationalexuberance.com, for the real S&P composite index.
Business cycle dates are provided by the National Bureau of Economic Research (NBER), “Business Cycle
Dates” (Cambridge, MA: NBER, 2014) accessed November 6, 2014, http://www.nber.org/cycles.html.

economy during a recession more acutely since the 1980s since their
jobs and their savings were more intricately linked than before.

The Typical Sequence of Labor and

Financial Market Changes

The co-movements between labor markets and stock and housing
markets during the business cycle are not perfectly in sync. Some things
happen earlier, while others happen later.

As a rule of thumb, the sequence goes something like this dur-
ing an expansion. The stock market, which tends to be a forward-
looking economic indicator, starts to recover before the economy
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enters an expansion. Housing prices, in comparison, tend to move
more closely with the business cycle since they directly depend on
people’s incomes, which depend on the state of the economy. House
prices hence recover at about the same time as the economy enters
an expansion.’ Finally, employment typically has a delayed reaction
to an economic expansion such that unemployment falls once the
economy is already in a recovery, especially since the 1990s, when
economic recoveries coincided with lackluster labor market growth.
That is, people do not get their jobs back until the economy is well
into its expansion and stock prices and, to a lesser degree, house prices
have already risen for some time.

The picture changes when it comes to a recession.* Stock
and housing prices tend to decline before the economy enters a
recession.” The unemployment rate, in comparison, moves more
closely with the business cycle in recessions, often rising as the
economy starts to fail, rather than having a delayed reaction as is
the case in expansions. And employers start to cut compensation
early during a recession, again not waiting for the economy to suf-
fer through parts of a recession before lowering their workers’ pay.
That is, people are out of a job and experience wage cuts by the
time stock and housing prices fall.

Labor Market Realities Worsen Savings Outcomes Further

Fluctuations in unemployment—Ilosing and gaining jobs—create
several links to lower savings over the business cycle. The adverse
effects of unemployment associated with a recession tend to be more
pronounced and long-lasting than the corresponding positive effects
associated with an economic expansion. This is a well-known phe-
nomenon called labor market hysteresis, whereby unemployment
falls more slowly after a recession than it increased at the start of the
recession. I hence focus on the impact of rising unemployment on
household savings, especially individualized savings such as retirement
accounts in this discussion.

Using individualized forms of retirement savings often depends on
working for an employer. Employers, for one, sponsor tax-advantaged
retirement savings accounts, which help many workers to save if
they have access to such savings accounts at work. It is possible to
save in other nonemployer-dependent retirement savings accounts,
such as IR As, but fewer workers take advantage of that than save in
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employer-based savings plans, such as 401(k) plans. For instance,
79 percent of workers whose employers sponsored a retirement plan
had a retirement savings account in 2013. However, only 42 percent of
all workers, including those whose employers did not sponsor a retire-
ment plan, had a retirement savings account.®

It is not just retirement savings that depend on working for an
employer, but also saving in housing often depends on having a com-
paratively well-paying job. Getting a new mortgage as well as paying
for and refinancing an existing mortgage often depend on having steady
income from an employer. Losing a job then limits households’ ability
to save money with their home. Unemployed workers cannot get a new
mortgage to buy a house, cannot make their payments, and may lose
their home even if they have equity in their house, and they frequently
cannot refinance to lower their mortgage payments.” Unemployment
closes the door to having access to individualized savings, such that the
economic pain from job loss in the present can translate into foregone
savings and less wealth over time.

Limited ability to save with individualized savings during an unem-
ployment spell is not the only way unemployment can hurt household
savings. Households with unemployed workers have less income dur-
ing unemployment, even if they still have opportunities to save in tax-
advantaged savings vehicles. One spouse may still be employed and
have a 401(k) plan, while the other was laid off. Cuts to earnings will
likely result in fewer savings because households need to keep paying
their bills. Most households will be less likely to save when a family
member is unemployed than when all are employed.®

Even workers who still have a job during a recession can be impacted
and save less. Employers cut back on offering retirement savings plans
in the first place during recessions.” This is especially true in the pri-
vate sector, where employers quickly try to save money on compensa-
tion by cutting benefits. The share of private sector workers working
for an employer with a retirement plan fell in 1991, after 2000, and
after 2007, as the economy went through a recession in 1991, 2001,
and in 2008 and 2009 (Figure 7.2). Employers increased access again
once the recovery started in 1992, but kept cutting access in the years
after 2001 and 2009, even though the economy and, more importantly,
corporate profits recovered once the recession was over.!” The share of
private sector wage and salary workers working for an employer with
a retirement plan stood at a low of 48.5 percent in 2012, well below
the already low 52.7 percent in 2007, just before the Great Recession
started.!!
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Figure 7.2 Private sector workers with employer-sponsored retirement plan at work, select
years from 1987 to 2013.

Notes: Data refer to the share of private sector workers aged between 21 and 64 who worked for an employer
that sponsored a retirement plan. Retirement plans refer to either DB pensions or DC account plans.

Source: David Copeland, “Employment-Based Plan Participation: Geographic Differences and Trends,
2013,” EBRI Issue Brief No. 405 (Washington, DC: Employee Benefits Research Institute, 2014), accessed
March 25, 2015, http://www.ebri.org/publications/ib/index.cfm?fa=ibDisp&content_id=5451

Furthermore, the tax code offers larger rewards to higher income
earners. A drop in income due to unemployment hence lowers the tax
incentives people receive to save money. The loss of savings incentives
could lower household savings even further.!” This adverse effect of
fewer incentives on household savings may be especially pronounced
among lower income households who may even become ineligible for
some savings incentives, such as the Saver’s Credit, as their incomes are
too low to qualify for this nonrefundable federal savings match.” With
a nonrefundable tax credit, people receive the full credit only if they
paid federal income taxes of at least the same amount. Otherwise, they
only receive the amount they paid in income taxes, or they get no credit
if they paid no income taxes. Low-income people often pay a range of
tfederal taxes, especially Social Security and Medicare taxes, but only
limited amounts of federal income taxes and thus do not always qualify
for nonrefundable credits such as the Saver’s Credit.
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The Impact of Labor and Financial Market Co-movements on
Rates of Return

All of this timing, or co-movement, between labor and financial mar-
kets matters for savings outcomes beyond just putting away less money
during tough economic times. The co-movement basically means that
it becomes likely that households will buy high and sell low, thus cost-
ing them money in the form of foregoing savings, as they experience
swings of unemployment coincident with the ups and downs of the
economy. That is, households could have had more savings by the time
they retired if cyclical timing of labor and financial markets had not
worked against them.

Here is how the argument of buying high goes. Stock and house
prices are lowest when households can least afford to buy, because of
job losses and cuts in compensation. Households often wait until the
labor market recovers and they again have secure jobs to buy stocks and
houses. But by then, prices will have already risen. People buy more
stocks and houses when prices are no longer at their lowest point. The
flipside of such purchases above their lowest price is that the rate of
return households can expect on their savings is lower than it would
have been if they had bought at the bottom of the market.

What about selling low? Households face economic hardships from
job losses and compensation cuts just when prices are falling. They
increasingly dip into their savings by prematurely withdrawing money
from retirement savings accounts,'* by taking out loans from 401(k)
plans,' and by falling behind on mortgage payments.'® Households are
essentially locking in their financial losses, again reducing the rate of
return on their savings over their careers due to the pain they feel in the
labor market during an economic downturn.

Labor Market Risks by Demographic Characteristics

One key point on the link between labor markets and household
savings is that the increasing reliance on individual savings in retire-
ment accounts and housing can contribute to wealth inequality.
Households that experience more labor market risks will end up with
fewer savings because of the cyclical co-movements between labor and
financial markets than is the case for people who do not experience
labor market risk exposure.

But importantly, some household groups tend to experience system-
atically worse labor market risk exposure, than is the case for others.
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In particular, communities of color, low-income households, and
households with little formal education tend to fare worse in the labor
market than whites, higher income households, and households with
more education.!” These groups of households with higher labor mar-
ket risk exposure will likely face worse savings outcomes—lower rates
of return for each dollar they invest—simply because they face more
pressure from the labor market to buy high and sell low.'®

The adverse link between labor market risk and wealth inequality
over the business cycle is especially pronounced for communities of
color."” The labor market experience of some communities of color
tends to be systematically different than that of whites, even after
accounting for key variables such as education.?” African Americans,
for example, tend to have unemployment rates that are twice as high as
those of whites and tend to experience longer spells of unemployment,
a phenomenon occasionally referred to as last-hired-first-fired.?! That
is, the link between labor and financial market risks is potentially
more severe for some communities, most notably African Americans,
Latinos, some subpopulations of Asian Americans, as well as Native
Americans, than it is for whites.??

Households that already face substantial hurdles to saving enough for
their future economic security have to contend with added risks that
do not apply to the same degree to their counterparts. The differential
degree to which communities of color, lower income households, and
households with little education experience the link between labor and
financial market risks hence contributes in part to wealth inequality by
race and ethnicity, income, and education.?

Some Illustrative Examples of the Impact of Labor and

Financial Market Risk Linkage on Savings

This discussion so far on the way labor and financial market risks inter-
act may become clearer with some illustrative examples to show the
impact of these co-movements on total savings over a career.”*

The baseline example is somebody who has been fully employed
and saving for 35 years from July 1979 to June 2014. The hypotheti-
cal savings rate is a constant 10 percent of earnings.?® Earnings follow
a standard age—earnings profile that first rises and then flattens out as
people get older.?® Given the constant savings rate, savings also first
rise and then flatten out. And this hypothetical worker invests money
in a balanced investment portfolio with a constant 60 percent allocated
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to stocks, 20 percent to treasury bonds, and 20 percent to corporate
bonds.?” All earnings of the portfolio are reinvested while maintaining
the 60—20-20 split in the investments.

The illustrative calculations compare the savings in this baseline case
to the savings under three alternative scenarios. First, the worker is
unemployed during a recession (“unemployment”). Second, the worker
is unemployed three months before the recession starts, during the
recession, and three months after the recession ends (“last hired, first
fired”). And third, the worker is unemployed three months before the
recession, during the recession, and three months after the recession,
and the worker only gradually over the course of a year recovers to her
original savings rate of 10 percent, once she is reemployed (“everything
goes wrong”).?

These three alternative scenarios probably still paint an optimistic
picture of the effect of recessions on total savings accumulations. All
three scenarios ignore the possibility that workers will take out loans
from their own retirement savings accounts or withdraw money to pay
their bills when they are unemployed. A growing number of people
took loans from their 401(k) plans, for instance, during and after the
Great Recession.?” And withdrawals from retirement savings accounts
tend to go up with unemployment spells.*’

The illustrative calculations provide two separate figures to show the
effect of unemployment timing on savings. One figure is simply the
account balance in June 2014 that the hypothetical workers have accu-
mulated over their 35-year careers. Comparing the balances between
different scenarios provides a sense of the absolute impact of unemploy-
ment spells on savings balances.

The second number is the amount accumulated per each (inflation-
adjusted, time-adjusted) dollar the worker has saved in her account.
This number is the division of the total account balance in June 2014 by
the sum of all dollars the worker has invested. Each past contribution is
adjusted for price changes and the time that has passed since the money
was invested.’! The differences in savings per dollar invested from the
baseline scenario capture the impact of the timing of unemployment
relative to financial market movements. That is, it is an indicator of the
effect of “buying high and selling low.”

Table 7.1 shows the baseline scenario and its two relevant numbers—
total account balance and savings accumulated per dollar invested.
The baseline scenario shows an account balance of $421,659.50 after
35 years of saving and investing, which comes out to $3.46 for each
dollar invested (Table 7.1).
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Table 7.1 Savings effect of the interaction between labor and financial market
risk exposure

Scenario Baseline Unemployment Last hired, Everything goes
first fired wrong
No Unemployment Unemployment Unemployment
unemployment  during during during
recessions recessions, recessions,
3 months 3 months
before and before and

3 months after 3 months after

recessions recessions
No savings No savings No savings Savings reduction
reduction reduction reduction at start of
reemployment,

taking 1 year to
recover

Balance in June 2014 $421,659.50 $297,975.59 $269,077.07 $247,096.30

Savings per dollar $3.46 $2.96 $2.87 $2.83
invested

Share of baseline 71% 64% 59%
(balance)

Share of baseline 85% 83% 82%

(savings per dollar
invested)

Note: See text for discussion of simulations.

Table 7.1 then calculates the same numbers for the three alterna-
tive scenarios—unemployment, last hired and first fired, and every-
thing goes wrong—and measures of the relative difference between
each alternative scenario and the baseline case. Being unemployed
during each recession drops the balance to $297,975.59—an almost
30 percent difference from the baseline (Table 7.1). The savings per
dollar invested, though, drops only 15 percent from the baseline
scenario to $2.96. The difference in these two numbers arises from
the fact that savings per dollar invested also corrects for the time that
has passed since the investment has been made. That is, the timing
of unemployment relative to stock market fluctuations reduces the
financial market gains a worker can expect in return for each dollar
they invested by 15 percent, leading to a cumulative loss of close to
30 percent in total savings after compounded interest is factored in.

Being unemployed longer and taking time to recover to the full
savings rate than is the case in the other alternative scenarios further
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shrink the account balance and the savings per dollar invested. The
“everything goes wrong” scenario—which includes a long spell of
unemployment and reduced savings rates—shows an account balance
of $247,096.30—or 41 percent less than the baseline balance. And the
savings per dollar invested drop to $2.83—or 18 percent less than in the
baseline scenario. The losses of savings associated with the timing of
financial and labor markets—when unemployment happens compared
to financial market fluctuations—amount to substantial savings losses
because workers end up buying high and selling low. The resulting loss
of more than 40 percent in total savings reflects the combination of
not being employed and thus not being able to participate in a retire-
ment plan, of employers and employees reducing their contributions
immediately following a recession, and of the inopportune timing of
unemployment relative to financial market trends.

Conclusion

The increasing use of individualized savings—retirement accounts and
housing—has tightened the link between labor and financial market
risks. Households face obstacles to rebuilding their wealth in a reces-
sion and immediately afterwards, because they save in individualized
savings vehicles. Unemployed workers can no longer participate in
employer-sponsored retirement accounts and often do not have the
resources to contribute to other individualized savings when times are
tough. Employees and, to a lesser degree, employers cut back on their
savings to make ends meet during tough economic times. Households
then exacerbate the threats to their wealth with individualized forms
of savings as they end up buying high and selling low since they do not
have money available when stock and house prices, for instance, are
relatively low.

The bottom line is that the increased use of individualized savings,
mainly retirement accounts and owner-occupied housing, has made it
harder for workers who experience labor market risks and those who
are exposed to high labor market risks to save.

There are four main mechanisms by which labor market risks trans-
late into lower savings. First, households increasingly rely on individu-
alized savings rather than pooled investments such as DB pensions.
Household savings are hence directly tied to the ups and downs of
financial markets, which reflect the ups and downs of the labor market.
Individual savings hence magnify labor market swings. Second, access
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to savings depends to an important degree on having a job, especially a
job with a larger employer. The prioritization of employer-sponsored
retirement savings creates a direct link between labor market risks
and household savings. And third, participation in any form of tax-
advantaged savings is entirely voluntary. Employers and employees
will be more likely to cut their savings when economic times are bad
than when they are good. And fourth, the tax code offers larger sav-
ings incentives to higher income earners. Adverse labor market risk
will lower earnings for many people, reducing their tax incentives
to save. Differences in labor market risk exposure then contribute to
growing wealth inequality, since households with labor market risk
exposure will save less, all else equal, than households with less labor
market risk exposure.

[t is important to note that most of these mechanisms that tie labor
market risk exposure to financial market and savings outcomes are
out of people’s control. Weakening the link between labor market risk
exposure, financial markets, and savings will ultimately require a dif-
ferent policy approach, for instance, by redesigning savings incentives
to no longer disproportionately benefit higher income earners or by
systematically accounting for risk exposure in savings.



CHAPTER EIGHT

The Pitfalls of Employer-Sponsored Retirement

How would you personally define what a secure retirement means
to you?!

“Oh god, I was never even offered a 401(k). I'm not gonna have any
retirement; only Social Security, that’s it.” (White man, 58 years old).

The United States directly provides fewer public benefits such as Social
Security than other countries.”> However, it foregoes a much larger
share of tax revenue to incentivize private savings in addition to public
benefits than is the case in other countries. The US welfare state as a
result tends to be as large or larger than that in Western Europe,® with
savings incentives—tax breaks for individual savings and insurance—
taking on a much larger role.

These US savings incentives tend to be compartmentalized and
hence fairly complex. Households can receive separate tax breaks for
saving with their house by building up home equity, saving for retire-
ment, saving for their children’s education, and saving for health care,
to name some of the most important saving purposes. The main thrust
is that public policy encourages savings in a wide array of individual-
ized savings. And people’s individualized savings can be exposed to
labor and financial market risks.

Public policy further exacerbates this risk exposure in the case of
retirement savings by effectively inserting the employer as an unreliable
middle man into people’s savings decisions. US policy has long empha-
sized an approach of voluntary retirement savings. It is up to employers
and employees to decide on whether and how much they want to save to
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supplement their Social Security income.* But voluntary participation
encounters long-recognized behavioral and institutional obstacles such
as complex savings incentives and savings instruments that can keep
many households from saving enough for their future. Policymakers
hence have devised tax incentives for employers to offer retirement
plans as of the primary venues to get people to save more than they
otherwise would. These savings incentives are meant to encourage
employees to save for retirement to overcome the obstacles endemic to
a voluntary system.

But relying on employers as the primary conduit for retirement sav-
ings can directly expose people’s savings to labor market risks. First,
access to retirement plans at work differs with employment arrange-
ments. Those with lower labor market risk exposure typically have
more access to employer-sponsored retirement plans than workers with
more labor market risk exposure, who arguably need these savings the
most. Second, primarily relying on employers to deliver retirement
savings only works for wage and salary employees if their employer
decides to sponsor a retirement plan—either in the form of a DB pen-
sion or DC savings accounts such as 401(k) plans. Employers in effect
act as gatekeepers for retirement plans that enjoy preferential treatment
in the tax code and thus offer some of the largest savings incentives.
Many people who would like to save more may have limited access
to tax-advantaged retirement savings. Third, employers may decide
to sponsor a retirement plan, but they may lower the amount they
contribute to their employees’ retirement plans over time, especially
during a recession when labor market risks become particularly acute.
Relying on employers as the primary conduit for private retirement
savings creates a link between labor and financial market risk expo-
sure. Fourth, employees also need to increasingly decide that they want
to participate in their employer’s retirement plan and at what level.
Enrollment in DB pensions is automatic, but enrollment in DC plans is
usually not. People may not take advantage of all that the tax codes and
employers have to offer, for instance, because they are not fully aware
of their options or because they are more focused on paying their cur-
rent bills than to save for retirement. Fifth, employees participating in
a retirement plan at work may systematically incur too much financial
market risk not only in their retirement savings but across all of their
savings, largely because they may underestimate or misunderstand the
risks associated with employer-sponsored retirement plans.

I briefly review the evidence in this chapter to show that each of
these five problems associated with the employer-based savings system
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has increased over time. I offer some explanations for these growing
problems. And I conclude this chapter with a short discussion of the
relevant policy implications.

Policy Emphasizes Employers as Conduit for

Private Retirement Policy

The logic of emphasizing employers as the primary venue for retire-
ment savings results from the realization that standard neoclassical
theory, on which the argument for pure voluntary participation typi-
cally rests, is flawed. These models often have not fully captured
real-life obstacles to households saving for their future. For one, most
models that rely on rational forward-looking individuals assume that
all households can save for their future, regardless of their income
levels. The empirical evidence indeed suggests that even the poor
can save some money, but saving tends to be more difficult for lower
income than for higher income earners.> And human psychology often
prevents people from making optimal complex financial decisions,
especially those that require people to forego certain and satisfying
consumption today in exchange for more, but also more uncertain
consumption in retirement.®

Policymakers have hence recognized that these obstacles will
systematically keep a large number of people from saving enough for
retirement on their own. Households will then need a reliable part-
ner to nudge them to save more. Employers are seen as such potential
partners as they may want to pursue their own goals—additional
compensation for highly compensated employees, recruitment, and
retention—for offering retirement benefits to some of their employees.
Policy can thus take advantage of these overlapping interests between
employees and employers, the argument goes, and make it easier for
employers to help all employees save for retirement.

The tax code especially emphasizes employer-sponsored retire-
ment benefits as the primary conduit for financial savings. It provides
a number of tax breaks to employers to get them to offer retirement
plans to their employees and some assistance to their employees for
saving in such plans, for instance, through matching contributions to
a 401(k) plan.

How exactly does the tax code try to get employers to offer retire-
ment plans? Those saving for retirement at work typically receive
a few tax breaks.” Employers and employees can contribute to a
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retirement plan and those contributions are not subject to federal
income taxes nor are employer contributions subject to payroll taxes
for Social Security and Medicare.® There is a maximum amount that
employees and employers can contribute to retirement plans on a tax-
advantaged basis.” Employees, for instance, could contribute a maxi-
mum of $18,000 to their employer’s 401(k) plan in 2015 and deduct
that amount from their income subject to federal income taxes. The
total amount that employers and employees could contribute on a
tax-advantaged basis to all of an employee’s employment-based DC
savings accounts was $53,000 in 2015." The money contributed to
retirement plans then grows because it earns capital income—capital
gains and interest and dividend income. This capital income in DB
pension plans and DC accounts is also not subject to taxation while
the money stays in such retirement plans. Income paid out from DB
pensions or withdrawn from DC accounts is then subject to personal
income tax rates.

Policymakers have devised these tax breaks in such a way that
they presumably encourage employers to offer retirement plans
at work. The main tool in the tax code to encourage employers
to offer a retirement plan is the maximum contribution limit for
employer-sponsored retirement plans. The underlying assumption
is that business owners and highly compensated managers both
want to save the maximum amount of taxes and are the deci-
sion makers when it comes to offering benefits to their employ-
ees. Contribution limits for employees to employer-sponsored
retirement plans, such as DB pensions and 401(k) account plans,
are consequently higher than for individual savings plans such as
IR As.'"! Business decision makers—owners and managers—will
enjoy greater tax breaks with a 401(k) plan offered to all employ-
ees, including managers and owners, than with an IR A outside
of work. The maximum employee contribution limit is then an
incentive to corporate decision makers to offer a retirement plan at
work. Few employees will contribute the maximum, but business
owners and managers with comparatively high incomes may find
these maximum contributions especially attractive.!? They then
will presumably encourage their employers to offer a retirement
plan at work so that they can take advantage of these maximum
contributions (tax breaks).

And employers can make additional and often even larger tax deduct-
ible contributions to their employees’ retirement plans than employees
can. Business decision makers wanting to give highly valued and highly
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compensated employees, including themselves, extra compensation at
a favorable tax treatment presumably will find the employer maximum
contributions especially attractive and offer retirement plans to take
advantage of these tax breaks."

Policymakers then have put a few provisions into place to make sure
all employees, not just the corporate decisions makers, who are well
compensated, have access to tax-advantaged retirement plans from
their employers. The rules in the tax code relating to maximum con-
tribution limits for employer-sponsored plans exist to get employers
to offer retirement plans in the first place. Other rules exist to make
sure other employees, not just high-income earners, benefit from these
retirement plans as well.

First, retirement plans have to be nondiscriminatory. The tax code
caps the share of benefits that can go to highly compensated employees,
defined as employees earning more than $120,000 in 2015."* That is,
policymakers have designed tax code provisions to make sure employ-
ers share the benefits of a retirement plan between high-income earners
and other employees.

Second, employers can receive some relief from proving that
their retirement plans are nondiscriminatory if the plans contain
particular features that support their employees’ ability to save for
retirement.”® Such plans are then considered safe-harbor plans. The
Pension Protection Act of 2006, for instance, created a new set of
safe-harbor rules for 401(k) plans that meet a number of specific auto-
matic features such as automatic enrollment and automatic escalation
of employee contributions—contributions increase each year as share
of earnings.!® The tax code in essence offers employers a quid pro
quo, so that employer-sponsored retirement plans that make it easier
for all employees to save for retirement get some regulatory relief.
Nondiscrimination and safe-harbor rules exist to nudge employers
toward helping all of their employees to save for retirement, not just
the well-heeled ones.

Evidence Highlights Current Approach’s Failure

The aggregate data, though, suggest that incentives for employers to
help employees save appear to work for an ever smaller share of the pri-
vate sector workforce. Access to retirement plans at work has gradually
declined since 2000 and employer contributions to their employees’
retirement plans have also gone down over time.
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Figure 8.1 shows the share of private sector workers working for an
employer that offered (sponsored) a retirement plan at work, either as
a DB pension or 401(k) plan.'” This share peaked at 59.0 percent in
2000 and has trended downward since then, reaching 51.3 percent
in 2013 (Figure 8.1). Just a little over half of the private sector work-
force has had access to a retirement savings plan at work in recent
years.

Even when focusing only on those workers who worked full time
during the entire year, declining retirement plan access at work
becomes apparent (Figure 8.1). The share of full-time, year-round
employees working for an employer who sponsored a retirement plan
peaked at 69.4 percent in 1998 and then trended downward, reach-
ing 62.3 percent—less than two-thirds—in 2013. An even smaller
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Figure 8.1 Private sector wage and salary workers with employer-sponsored retirement plan
at work, select years from 1987 to 2012.

Notes: Numbers are share of private sector wage and salary workers in percentage. Includes all workers
working for an employer who offers a retirement plan at work. Retirement plans include DB pensions and
DC savings accounts.

Source: Craig Copeland, “Employment-Based Retirement Plan Participation: Geographic Differences and
Trends, 2013,” EBRI Issue Brief No. 405 (Washington, DC: Employee Benefits Research Institute, 2014),
and Craig Copeland, “Employment-Based Retirement Plan Participation: Geographic Differences and
Trends, 2012,” EBRI Issue Brief No. 392 (Washington, DC: Employee Benefits Research Institute, 2013).
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percentage of those workers actually participated in such plans, as I
discuss below.

Not only has access declined, but private sector employers have
put less money into their employees’ retirement accounts. Figure 8.2
shows private sector employer contributions to DB pensions and
401(k) accounts as a share of private sector wage and salary payments.'®
Employers can make contributions on behalf of current and former
employees. The share of total contributions to wages and salaries cap-
tures any potential crowding-out effects from contributions for former
employees on contributions to current employees. This share reached
a peak with 4.3 percent in 1993 and then trended downward reaching
3.6 percent in 2013, the lowest such share since 1985. This decline
after 1993 marked a reversal of a trend toward increasing employer
contributions in the preceding two decades, erasing about half of the
gains made in the prior two decades. Employers would have contrib-
uted an additional $39 billion to their employees’ retirement plans in
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Figure 8.2 Private sector employer contributions to retirement plans as a share of wages and
salaries, 1975—2013.
Notes: Retirement plans include DB pensions and employer-sponsored DC savings accounts. Contributions

include all employer contributions on behalf of current and former employees. All figures in percentage of
private sector wages and salaries.

Source: Bureau of Economic Analysis (BEA), “National Income and Product Accounts” (Washington, DC:
BEA, 2014).
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2013 if the share of employer contributions to wages and salaries in the
private sector had stayed constant at the 1993 level."”

Uneven Access to Retirement Plans

The policy emphasis on employers helping their employees save for
retirement can be both a help and a hindrance to increasing savings.
On the one hand, employees clearly need some assistance to put money
aside for the future in a world where such savings are purely voluntary
and where risks are mounting and employers may be able to systemati-
cally ofter such assistance.

But, on the other hand, employers become gatekeepers, who can
limit access to retirement savings and associated tax benefits. Somebody
has to be employed by an employer who has the means and the interest
to offer a retirement plan to even have the possibility of getting access
to an employer-sponsored retirement plan. And even then, employees
often have to pay for the choices made by their employers on what
types of plans are offered, for instance, by paying the fees and accepting
some uncontrollable risk exposure associated with investment choices
by the employer.?’

The result is that employees with more labor market risk exposure
often have less access to retirement plans at work than employees with
less labor market risk exposure. That is, the self~employed, workers
in small businesses, low-wage employees, employees in contingent
employment arrangements—part-time, subcontracting, and temporary
employment—as well as workers typically found in less stable employ-
ment arrangements (young, nonwhite, lower educational attainment,
and lower income) tend to be much less likely than their counterparts
to have a retirement plan through an employer.

Table 8.1 shows the sponsorship rates—the share of workers who
work for an employer who sponsors a retirement plan at work—by a
number of select characteristics, showing substantial variation in spon-
sorship rates. The variation tends to be especially large by employer
size and by work status. Somebody working for an employer that has
less than 10 employees, for instance, only had a 16.5 percent chance of
having access to a retirement plan at work, compared to a 71.0 percent
chance for somebody who worked for an employer that had 1,000 or
more employees (Table 8.1). And part-time, part-year workers only
had a 25.6 percent chance of having access to a retirement plan at work
compared to 57.8 percent for full-time, full-year workers. Also younger
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Table 8.1 Retirement plan sponsorship rates of private sector workers in 2013,
by select characteristics

Characteristics Sponsorship Participation Participation
rate (%) rate (%) to sponsorship
rate (%)
21-24 years 46.9 345 73.6
35—44 years 52.6 43.6 82.9
55-64 years 56.5 48.5 85.8
White 56.2 45.8 81.5
Black 50.2 36.6 72.9
Hispanic 34.7 25.5 73.5
No high school diploma 27.0 18.4 68.1
High school 45.7 345 75.5
Some college 51.3 38.7 75.4
College 61.0 51.7 84.8
Full time, full year 57.8 49.2 85.1
Part time, part year 25.6 9.1 35.5
$10,000 to $19,999 in annual earnings 31.7 15.2 47.9
$20,000 to $29,999 in annual earnings 43 .4 30.4 70.0
$40,000 to $49,999 in annual earnings 61.8 52.9 85.6
$75,000 and above in annual earnings 71.4 66.9 93.7
Employer has fewer than 10 employees 16.6 13.2 79.5
Employer has 10—49 employees 33.4 25.8 77.2
Employer has 50-99 employees 49.2 38.3 77.8
Employers has 100—-499 employees 59.9 47.2 78.8
Employer has 500-999 employees 62.4 49.8 79.8
Employer has 1,000 or more employees 71.0 57.0 80.3

Notes: All figures are in percentage. Sponsorship refers to the share of private sector wage and salary work-
ers who work for an employer that sponsors a retirement plan at work for the respective subpopulation.
Participation rate is the share of wage or salary employees who participate in a retirement plan at work.
Employees need to work for an employer that sponsors a retirement plan before they can participate. All
population groups only include people between the ages of 21 and 64 years, unless otherwise specified.

Source: Craig Copeland, “Employment-Based Retirement Plan Participation: Geographic Differences and
Trends, 2012,” EBRI Issue Brief No. 392 (Washington, DC: Employee Benefits Research Institute, 2013).

workers, workers with less education, lower income workers, and non-
white and Hispanic workers had lower likelihoods of having access to
a retirement plan at work than their counterparts.

Some employers, especially smaller businesses, tend to find them-
selves in economically more vulnerable situations than larger busi-
nesses and that instability is passed on to their employees in the form
of less job security and fewer benefits. And even employers in sta-
ble industries have few incentives for offering a retirement plan to
employees whom they do not expect to be working for them for long
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periods of time. Some workers consequently get less access to build-
ing financial life rafts than others because of the way policy priori-
tizes employer-sponsored retirement benefits over other retirement
savings. But the affected workers also tend to be the workers who
arguably need the most help to save for the future, precisely because
they already face more labor market risks—working under financially
more precarious circumstances—during their working years than is
the case for other workers.

Employers Have Increasingly Cut on Retirement Benefits

The decline in total employer contributions to retirement plans
shown in Figure 8.2 is thus not just an artifact of fewer plans
being offered but also by employers becoming stingier with their
contributions.

Consider what happens to employer contributions per active
participant—those still employed with said employer—for 401(k)
plans. Here I assume that all employer contributions are for active
participants, largely because employers rarely make contributions
in those retirement savings plans for those who no longer work for
them.

Figure 8.3 shows two measures of the employer contribution per
active participant from 1988, the first year for which complete data
exist, to 2012, the last year for which complete data exist at the time of
this writing. One measure adjusts past employer contributions for price
changes that have occurred and the other measure adjusts for wage
changes over time with the implicit assumption that employer contri-
butions should have risen over time alongside their employees’ wages
and not just as prices in the economy went up. The data show that,
regardless of the correction, these contributions per participant have
gradually moved down. The decrease is more pronounced for wage-
adjusted contributions than for price-adjusted contributions. Wages
have grown a little faster than prices for much of the period from 1988
to 2012, but employer contributions even failed to keep pace with the
slower growing prices never mind with wage growth (Figure 8.3). That
is, employers have pulled back in how much they pay their employees
in retirement benefits both by cutting access to retirement plans and
offering fewer benefits in those plans.

Employers have cut back on offering retirement plans and on their
contributions to their employees’ retirement plans at a time when
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Figure 8.3 Employer contributions to DC plans per active participant, adjusted for wages or
prices, 1988-2012.

Notes: Price adjustments are based on the Personal Consumption Expenditure Index from the BEA’s NIPA,
while wage adjustments are based on the BLS’s ECI for wages and salaries for civilians in the private sector.
Calculations only include private sector employers and private sector employment-based DC plans such as

401(k) plans.

Source: Based on Bureau of Economic Analysis (BEA), “National Income and Product Accounts (NIPA)”
(Washington, DC: BEA, 2014); Employee Benefit Security Administration (EBSA), Department of Labor,
“Private Pension Bulletin, Abstract of Form 5500—Historical Tables” (Washington, DC: EBSA, 2014); and
Bureau of Labor Statistics (BLS), Department of Labor, “Employee Cost Index (ECI)” (Washington, DC:
BLS, 2014).

profits rose. Companies hence had the means but not the desire to pay
more employee benefits since the late 1980s and early 1990s.

This discussion highlights another albeit obvious pitfall of primarily
relying on employers in encouraging employees to save for retirement
in a system of voluntary retirement savings. This approach only works
as long as employers want to offer benefits. Once employers became
more reluctant to offer retirement benefits to their employees—as
has been the case in the past few decades—strains start to show.
Employees have less access to retirement plans at work, and total con-
tribution rates to savings plans (including their own contributions
and that from their employers) decline and employees’ economic risk
exposure increases.
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Many Employees with High Labor Market Risk Exposure

Do Not Participate in Retirement Plans at Work

Working for an employer that offers a retirement plan at work is
only a first step. Employees also need to be eligible to participate, for
instance, by having worked enough hours during a given period and
employees increasingly have to decide to participate in an employer-
sponsored plan. Eligible employees are automatically enrolled in DB
pensions, but they still typically need to sign up for a 401(k) plan. Only
a little less than 80 percent of private sector wage and salary workers
who have access to a retirement plan at work actually participated in
such a plan in any given year.?! The ratio between participation and
sponsorship varies very little by firm size, underlying the importance
that having a retirement plan at work plays for actually saving for
retirement (Table 8.1) and the danger of insufficiently saving for one’s
future that lurks in working for an employer who does not offer a
retirement plan.

The gap, in contrast, between having access and participating var-
ies more by variables other than employer size. The gap is gener-
ally larger among workers with more labor market risk exposure
than among workers with less labor market risk exposure. Merely
479 percent of wage and salary workers with earnings between
$10,000 and $19,999 with retirement plan access participated, com-
pared to a full 93.7 percent for those earning $75,000 or more in
2013 (Table 8.1). And only 73.5 percent of workers between the ages
of 21 and 24 years who had access to a retirement plan participated in
one in 2013, compared to 85.5 percent for workers between the ages
of 45 and 54 years. Further, a mere 72.9 percent of African American
employees with retirement plan access participated in 2013, com-
pared to 81.5 percent for whites.

The substantial gap between having a retirement plan at work and
participating in one illustrates that voluntary participation comes with
a heavy price tag. Many workers who already face substantial labor
market risks will also face increasing economic insecurity in the future
because they work for employers who do not offer retirement plans or
because they do not participate in their employer’s retirement plans.
And the share of workers facing substantial labor market risks is going
up, while the share of workers with access to retirement plans and those
participating in a retirement plan have gone down, in part because
policy has prioritized employer-sponsored retirement savings over
other savings.
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Household Financial Risk Exposure Has Increased Alongside

the Growth of Retirement Savings Accounts at Work

It is not just that households may end up with fewer savings in the
employer-sponsored system, when they encounter high labor market
risk exposure. Financial market risk exposure can also be higher than it
otherwise would be in part because of the reliance on employer-spon-
sored retirement benefits. The financial market risk exposure for peo-
ple with DC plans and without DB pension plans has risen faster than
the financial market risk exposure of people with DB pensions. The
discussion below goes into more detail on how employer-sponsored
retirement savings, especially in the form of DC plans, can contribute
to people’s financial risk exposure.

Employers with DB pensions make the investment decisions.
Households are often unaware of the investments their employ-
ers are making in DB pensions and the risks associated with those
investments. But the potential risk exposure for households is lim-
ited because employers will accept at least part of the financial risk
if a pension plan becomes underfunded. And the Pension Benefit
Guaranty Corporation insures many private sector DB pensions in
case of employer bankruptcy.?

Employers with DC plans, in comparison, decide on the invest-
ment options for their employees and employees then typically
decide how to manage financial risk exposure with these investment
options. Americans can incur too much financial risk exposure in
their 401(k) plans because the necessary financial decisions tend to
be complex and the full consequences of potential mistakes are far
off into the future. People often use rules of thumb rather than some
complicated mathematical optimization strategy to make financial
decisions when faced with complexity and long time horizons. Using
rules of thumbs, such as allocating all investments equally across all
investment options—for instance, by putting one-fifth of all assets
into each of five mutual investment options, can expose people’s
savings to too much financial market risk.?> And the potential con-
sequences of too much financial risk exposure compound since
households invest for long periods of time.

The potential for high financial risk exposure with employer-
sponsored retirement plans does not stop there. People need to theoret-
ically account for the financial risk exposure in their retirement savings
plans, such as 401(k) plans, in their other savings such as housing. People
who are relatively risk-averse, for instance, but have accepted a lot of
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risk in their 401(k) plan by investing heavily in stocks should in theory
lower their risk exposure elsewhere. They could do so by putting sav-
ings into lower risk assets such as bonds and savings accounts rather
than into another risky asset such as housing.

This proposition that households protect themselves from risk expo-
sure in their employer-sponsored retirement plans by considering all of
the financial risks they incur in other investments as well as with their
debt is asking a lot from households. Households may not have all of
the relevant information, and even if they did and knew how to use it,
they may not be able to be fully protected against risks, in part because
their savings and risk exposure depends on their employers’ choices for
a retirement savings plan.

The compartmentalization of savings that exists by design—
getting employers to help employees to save for retirement, for
instance, while people need to buy a house on their own—complicates
financial decisions for households and can build obstacles to savings
and risk protection. Household financial risk exposure has indeed
grown over time, especially for older households near retirement.*

One particular indication that this increase in financial risk exposure
has been happening outside of households’ control is that financial risk
exposure among near-retirees, who have alot more wealth than younger
households, has been increasing, even though their risk tolerance has
declined.

This gap between rising risk exposure and falling risk tolerance
among households with employer-sponsored DC plans suggests that
Americans have found it increasingly difficult to protect their savings.
Figure 8.4 provides a snapshot of household risk exposure and risk tol-
erance for older households with employer-sponsored DC retirement
savings plans. It shows the share of households 50 years and older with
high risk exposure and the share of households with above-average
or substantial willingness to take financial risks. I define very high
risk exposure as having a concentration of stocks and housing out
of total assets of 75 percent or more and having a debt to assets ratio
of 25 percent or more.” The figure shows that household financial
risk exposure for those nearing retirement has increased, while older
households’ risk tolerance has gone down.

The primary explanation for this gap between risk exposure and
tolerance is that households have encountered substantial obstacles in
protecting their savings, as they participate in DC plans at work, while
labor and financial market risks have gone up. The overreliance on
employer sponsorship of retirement savings, which constitute one of
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Source: Based on Board of Governors (BOG), Federal Reserve System, Survey of Consumer Finances
(Washington, DC: BOG, various years).

the largest forms of private savings for households, constitutes such an
obstacle to protecting retirement savings.

Policy Implications

This discussion highlights the shortcomings of policies that prioritize
employer-based voluntary retirement savings over savings outside of
the employer—employee relationship. This is not an argument to end
employer-based retirement savings all together, but rather for improv-
ing the employer-based system and for putting nonemployment-based
savings on an equal footing.

The data in Table 8.1, for instance, show that employers appear to
be able to get their employees to enroll in retirement savings plans.
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The ratio of participation to sponsorship is relatively stable across all
firm sizes. It is just that smaller employers are much less likely to offer
retirement plans than is the case for larger employers. Additionally, all
employers have been cutting back on offering retirement plans and on
contributing to those plans that are offered. Employees also can face
substantial risk exposure across all of their savings because of a heav-
ily compartmentalized system, which particularly sets apart employer-
sponsored plans.

There are three separate policy implications from this discussion.
First, employers can be unreliable partners in getting workers to save,
especially when employers focus more heavily on their short-term
profitability than on offering benefits to their employees. But people
are likely to save more when they have a partner. That is, IR As are not
suitable supplements for employer-based benefits. Policymakers con-
sequently want to find additional partners to get households to save
more. Such partners could include nonprofits, governments, and finan-
cial institutions. Low-income savers, for instance, can receive some
public savings matches for their savings in IDAs that are administered
by nonprofits.?® The federal government has created so-called MyR As
that are intended to make it easier for people to save for the future.?’
And a number of state governments including California have started
to look into offering retirement savings plans to private sector employ-
ees who currently do not have retirement plans at work.?® And the US
Congress passed legislation in late 2014 to make it easier for banks to
offer lottery-based savings accounts, whereby savers forego some inter-
est on their savings in exchange for the possibility of winning large cash
prizes.?” Several potential partners other than employers exist to help
households save more for the future as recent experiments illustrate.

Second, employees still need some encouragement to participate in
savings accounts. Basically, policymakers and policy experts have started
to discuss an end to complete voluntary participation. One direction is
what could be called a “soft” end, while the other is a “hard” end.

The “soft” end to voluntary participation would require employers
to offer some help for employees to save, but would leave employees
the option not to participate. The proposal for an automatic IR A (auto-
IR A) is one such “soft” end to voluntary participation. All employers
who do not yet offer a retirement plan need to enroll their employees
in payroll deduction to an employee’s IR A. And employees can opt out
of this payroll deduction if they do not want to participate.*’

A “hard” end to voluntary participation would put in place a univer-
sal, required private savings add-on to Social Security. Proposals in this
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vein would require that all employees and, in some instances, employ-
ers contribute a small share of employees’ earnings to a low-cost and
generally low-risk savings accounts. The required contributions vary
under these proposals, but tend to start around two to three percent
of earnings. The mechanisms by which such proposals envision miti-
gating the risk to participants also vary. They can be either low-risk
investment options such as treasury bonds or riskier investments with
an explicit government guarantee against excessive losses.>!

Third, the US savings system is highly compartmentalized. There
is a2 myriad of tax incentives for different savings purposes, the largest
of which are housing and retirement. This compartmentalization of
savings for different purposes can lead households to unwittingly incur
too much or too little risk in their savings. They either have too much
of their future economic security at stake, or they are leaving money
on the table by not foregoing potential earnings. A key solution then
to overcome compartmentalization is to simplify tax-advantaged forms
of savings, typically by creating a very small number—between one
and three—of tax-advantaged savings accounts.’> Reducing compart-
mentalization in savings should ultimately help households build more
wealth over time by better protecting against financial risks.

Conclusion

The US system of savings requires households to save more outside of
public benefits than is the case in other advanced economies, empha-
sizes voluntary participation in all savings including retirement sav-
ings, and hence prioritizes the delivery of retirement benefits through
employers to help households reach one of their most important long-
term savings goals. The employer-based voluntary system of private
retirement savings works well for higher income workers who work
for large employers that offer a retirement savings plan at work. But
the system works especially poorly for employees with substantial labor
market risk exposure—lower income workers, communities of color,
and those working for smaller employers. Those workers who face dis-
proportionately high labor market risks may end up with fewer sav-
ings than is the case for workers with less labor market risk exposure.
And all workers with employer-sponsored retirement savings can incur
high financial market risk exposure due to the compartmentalization
of savings and the complex decisions necessary in such a system to
adequately protect household savings. Policymakers can address these



118 Retirement on the Rocks

shortcomings by deemphasizing the role of employers, finding stronger
ways to encourage households to save, and by overcoming the artifi-
cial compartmentalization between savings for separate purposes. All
households, especially those facing the real-life waves of labor market
risks, will eventually find it easier to build strong financial life rafts that
can bring them to sunny shores, if policymakers enact these and a few
other broad changes.



CHAPTER NINE

Upside-Down ‘Tax Incentives

How would you personally define what a secure retirement means
to you?!

“To have a number of investments and inheritance.” (White woman,
84 years old)

Retirement is ultimately a costly proposition since people can spend
decades without earning money from work and taking care of their
loved ones and themselves. They hence need to save a lot of money
outside of Social Security for their own future. Policy offers some
help to people wanting to save for their retirement, but it provides the
least help to those who face the largest risk exposure and thus greatest
obstacles to saving more. The federal government already uses the tax
code to incentivize people to save, typically through tax advantages for
particular savings such as retirement savings in 401(k) plans. But these
savings incentives are complex and favor higher income earners over
those with lower earnings. The help that the tax code offers conse-
quently does little to combat the growing retirement crisis since it fails
to adequately target those who actually need help.

Savings incentives in the tax code exist for people to save for
retirement, housing, health care, and children’s education, although
incentives to save for retirement and housing are much larger than
other savings incentives in the federal budget. Employees can often
defer tax payments for their and their employers’ contributions to
retirement savings vehicles such as 401(k) plans. Households can
also deduct the interest paid on their mortgages for their primary
or secondary residences from their taxable income. Capital gains are
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generally not subject to federal income taxation until people with-
draw the money from their savings accounts, and homeowners do
not have to pay any income tax on up to $250,000 in capital gains
from the sale of their primary residence, or $500,000 if they are
married. These tax advantages supposedly encourage more people to
save more money for their future than they would have saved absent
these tax incentives

The existing savings incentives in the tax code fall short in get-
ting a lot of people to save, who otherwise would not have saved,
for three reasons. First, savings incentives are complicated, making it
unnecessarily difficult for people to understand them and thus actu-
ally hindering savings. For retirement savings alone, there are DB
pensions and a variety of DC savings plans. Additional savings plans
exist for health care and education. And households can deduct the
interest on their mortgages for their primary or secondary residences
if they itemize their deductions. Moreover, all tax-advantaged sav-
ings vehicles come with their own rules of who can save with them,
how much money people can save, which savings are protected from
bankruptcy, and when the tax advantages occur—during the con-
tribution phase, during the investment phase, and during the with-
drawal phase. This complexity often stands in the way of people
taking full advantage of all of the tax incentives to save available
to them, since complexity breeds confusion and confusion leads to
inaction, that is, no savings.

Second, each savings incentive for retirement, housing, health care,
education, and so on, primarily emphasizes a narrowly defined set of
savings goals. Existing rules make it difficult to use tax-advantaged
savings for purposes other than the intended ones. Households may
have retirement savings, for instance, they cannot fully access in an
emergency. And there are no meaningful incentives to build liquid
emergency savings. These limits can prevent people from saving for the
long term because they are worried they cannot have access to money
when they need it before then.

Third, savings incentives in the tax code are skewed toward higher
income earners. Many savings incentives occur in the form of deduc-
tions from taxable income. Such tax deductions lower the amount of
income that is subject to federal income taxation. But the US tax code
is progressive such that the amount of taxes owed increases with house-
hold income. The amount of taxes owed on the last earned dollar—a
household’s marginal tax rate—goes up with income. The value of sav-
ings incentives then depends on the marginal tax rate and the marginal
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tax rate is greater for higher than for lower incomes. The tax code, in
fact, offers little or no incentives to lower income households who may
not owe anything in federal income taxes but who may need the most
help in saving more.

The complexity of existing savings incentives that favor select sav-
ings goals and help higher more than lower income earners leaves a
substantial share of households, especially lower income ones, with no
tax-advantaged savings and potentially contributes to growing wealth
inequality. The existing savings incentives do not work for house-
holds that need the most additional help saving more: lower income
households that have experienced the largest increases in economic risk
exposure.

In this chapter, I discuss these three design flaws—complexity, select
and limited savings goals, and favoring high-income earners—of sav-
ings incentives and present some basic calculations on the value of tax
benefits to select types of households to illustrate the upside-down
nature of existing savings incentives.

Design Flaws of Current Savings Incentives

Existing savings incentives are often deductions from taxable income.
Employee and employer contributions into a tax-advantaged savings
plan—primarily into retirement savings vehicles such as 401(k) plans
and IR As—typically reduce the taxable amount of income for employ-
ees. The same is true for interest payments on mortgages owed on
primary residences. The money in a tax-advantaged savings vehicle
then accumulates without households having to pay personal income
taxes on the capital gains in the savings vehicle. Taxes are due, how-
ever, when money is withdrawn for retirement or other purposes, after
households often have reaped large tax advantages for long periods of
time.?

The federal government uses these tax incentives primarily to get
people to save for retirement and to buy a house to live in, preferably
without a mortgage, once they are retired, but similar tax incentives
exist for health-care savings—into Health Savings Accounts (HSAs),
for example, which allow people to pay for health-care costs that are
not covered by insurance—and for children’s college education, to sub-
sidize tuition payments.

Three flaws in this system make it difficult for people who have the
greatest need to save more to actually do so.
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Complexity of Existing Savings Incentives Slows Savings

The federal tax code’s incentives for retirement, housing, education,
and health-care savings are so confusing that even people who would
like to take advantage of them may be deterred from doing so.

The retirement savings system alone is a complex web of differ-
ent options and varying incentives that make it difficult for house-
holds to navigate.” To know and maximize all available retirement
savings incentives, for instance, households need to figure out which
retirement savings options their employers offer, know the rules
governing each such savings option and all alternative savings options,
understand how saving in one savings plan could impact savings in
another, estimate their marginal tax rates in the current tax year, proj-
ect the marginal tax rates for the rest of their careers, and come up
with a reasonable estimate for their retirement ages and their marginal
tax rates in retirement. The average household must navigate simi-
larly complex systems to decide on and set up a Coverdell Education
Savings Account (ESA) or an HSA.

Giving households some choice is not, in and of itself, a flaw with
savings incentives, but behavioral economics has shown that over-
whelming consumers with excessive choices is effectively the same as
providing no choice at all. Multiple studies show that too many choices
in key decisions can overwhelm and frustrate consumers, resulting in
consumers relying on heuristics—educated guesses—when making
complex choices’ or making no choice at all.’> Individuals are even
more likely to abstain from choosing anything altogether out of a
fear of making a choice that could end up damaging the financial
well-being of the household, for instance, by limiting access to sav-
ings in an emergency.® The existing policy approach basically says that
Americans can build sturdy life rafts for their future by building them
on their own out of multiple parts, once they have mastered different
instructions for each part. Who would not want to do that?

Dedicated Savings Goals Limit the Protections Savings Can Olffer

The complex system of US savings incentives encourages households to
save for particular predetermined purposes. These include retirement,
home ownership, college education, and health care, to name the most
relevant ones.

Households can get access to some of their dedicated savings for other
purposes, within limits. Current rules for 401(k) plans, for instance,
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allow for so-called hardship withdrawals, which include medical emer-
gencies, prevention of eviction or foreclosure, tuition payments, pur-
chase of a primary residence, funeral expenses, and some expenses for
repairs on a primary residence. However, hardship withdrawals can
only be taken while still working for an employer. Income loss due to
unemployment, for instance, is thus not considered a hardship with-
drawal. And the employee has to pay income taxes and typically a
ten percent excise tax on any hardship withdrawal.” Households can
also prematurely withdraw money from an IR A, as long as they pay
the associated income taxes.® Excise taxes may apply if the reasons for
withdrawal from an IRA do not meet specific criteria.” That is, the
tax code includes financial hurdles to withdrawing money from dedi-
cated retirement accounts prematurely and thus may make it harder for
households facing increasing labor and financial market risks to protect
themselves against these risks.

Households may alternatively access their dedicated tax-advantaged
savings by taking out a loan. They could, for instance, borrow from
their own 401(k) plans or they could ask for a home equity line on their
owner-occupied home. There are, again, limits similar to hardship
withdrawals, although there are no immediate tax penalties for taking
such loans. Loans from 401(k) plans are consequently more prevalent
than withdrawals.!

But there are additional hurdles to accessing dedicated tax-advan-
taged savings with a loan that limits this option. Most importantly, the
chance to take a loan decreases when labor and financial market risks
materialize and households are most in need of getting access to their
savings through a loan. A household still has to work for an employer
to take out a loan from its own 401(k) plan and typically has to repay
a loan within 90 days after losing their job. Otherwise, tax penalties—
income taxes plus a ten percent excise tax—apply.!" This substantially
reduces the value of so-called pension loans as a risk protection amid
rising labor market risks. Job losses after all close off access to 401(k)
loans. Similarly, banks become more reluctant to give households home
equity lines when unemployment is increasing and when home prices
are falling, although this is exactly the time when households need
access to their illiquid savings tied up in their houses.'?

Not only do people have limited access to their tax-advantaged assets
for short-term needs, but there are only a limited number of options
to build emergency savings on a tax-advantaged basis. Such programs
to help households save more for their short-term needs often exist at
the state and local government level, but are less prevalent at the federal



124 Retirement on the Rocks

level and hence do not enjoy the same level of tax benefits as savings
programs for housing and retirement."

The bottom line is that households need to build both long-term and
short-term financial buffers that they can access when growing labor
and financial market risks materialize but policy favors a limited num-
ber of long-term savings goals and offers little help with emergency
savings. A large share of households, especially among vulnerable
populations such as lower income households, communities of color,
and single women, have consequently very few emergency savings.'*
Following a loss of income, 43.5 percent of US households would not
have enough liquid assets to live at the poverty level for three months,'
never mind maintain their standard of living.

Savings Incentives Skewed toward Higher Income Earners

The value of federal savings incentives in the tax code for retirement,
housing, education, and health care generally increases with income,
but the connection is complex. I hence first discuss the relevant real-life
complexities in theory and then provide some illustrative calculations
in the next section to demonstrate that the existing savings incentives
are skewed toward higher income earners, even—or especially—when
we account for the relevant real-life complexities.

Let us start with the simpler part of the discussion before delving
into the complications. First, households deduct their retirement sav-
ings and mortgage interest from their current taxable income and
thus reduce the amount of income subject to taxation. The tax code
is progressive, such that higher income earners pay higher marginal
taxes—the amount of taxes due on the last dollar earned—than is the
case for lower income earners. Since higher income earners face higher
marginal income taxes than lower income earners, they have a stron-
ger incentive to reduce their taxable income than is the case for lower
income earners with a deduction.'® The highest tax bracket—for those
annually making more than $406,750 individually or $457,600 jointly
in 2014—is 39.6 percent.!” Earners in this tax bracket would lower their
current year tax liability by 39.6 cents for each dollar contributed to an
eligible 401(k) or IR A and for each dollar paid in interest on a mort-
gage for a primary or secondary residence. A lower income earner, in
comparison, faces a marginal tax rate of ten percent and thus saves only
ten cents in current year income taxes for each dollar they contribute
to a tax-advantaged asset. The same is true for contributions to eligible
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Coverdell ESAs for anticipated college tuition expenses and eligible
HSAs for savings toward medical care.

Second, capital income in tax-advantaged assets is not subject to
either capital gains or income taxation—depending on the form of
capital—as long as the money stays in a tax-advantaged asset. Again,
higher income earners benefit more from this tax advantage than lower
income earners because they save more in taxes, as long as the money
is locked away in tax-advantaged savings.

Current savings incentives contribute to a pronounced imbalance
in who benefits from them and who does not. In 2013 the federal
government forewent about $137 billion in revenue annually from tax
expenditures for retirement savings alone. However, only 18 percent of
this foregone revenue went to the bottom 40 percent of earners, while
51 percent accrued to the top 20 percent of earners, with over 75 per-
cent of this tax incentive going to the top ten percent of earners.'®
Importantly, this unequal distribution of tax incentives is a snapshot
of only one year’s benefits offered to households by allowing them to
deduct their contributions to tax-advantaged assets and by not taxing
capital income in tax-advantaged assets that year. But the picture gets
more complex when looking at a longer time horizon.

There is an offsetting tax cost—expected tax payment—to house-
holds and this is where things start to get complicated. People eventu-
ally may have to pay income taxes on the money they withdraw from
their tax-advantaged savings. Some experts hence refer to these savings
incentives as tax deferrals, rather than tax breaks or tax shelters, since
households eventually are supposed to pay taxes.'”

There is an argument that looking only at the tax benefits when
households contribute and invest money in tax-advantaged savings
assets overstates the benefits to high-income earners, because it ignores
their future tax payments. The Investment Company Institute’s (ICI)
Peter Brady laid out the argument against the link between tax incen-
tives and inequality in great detail in 2012.2° This argument says that
the initial benefit and the ultimate tax payments offset each other to
a large degree, such that savings incentives favor rich households only
somewhat.

This ultimately overly simplistic and thus misleading logic goes as fol-
lows. The tax payments upon withdrawal will vary again with income,
in the same way that the initial tax benefits varied with income, since
the tax code treats withdrawals as personal income. Higher income
earners will pay higher income taxes than lower income earners when
they withdraw their funds, because the tax code is progressive with
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higher marginal tax rates for higher than for lower incomes. Future tax
payments upon withdrawal will offset the initial tax benefits. And the
offsetting effect upon withdrawal is larger for higher income earners
than for lower income earners due to the progressiveness of the US tax
codes. So, yes, high-income earners receive larger tax benefits upfront,
but they will also pay much higher taxes in the future, according to
this argument.

This is not to say that there are no tax benefits from tax deferral
when all is said and done and both initial tax benefits and future tax
payments are counted, even in this view. And the net tax benefits are
typically much larger for higher income than for lower-income earn-
ers, as | discuss below. The main benefit is that households can generate
investment earnings on a larger investment than would be the case
without initial tax incentives. That is, households benefit from the
power of compounded interest on a larger initial investment by defer-
ring taxes. Higher income earners still get more value from this tax-
free compounded interest effect, because they get to keep and invest
more money upfront that otherwise would have gone to the govern-
ment than is the case for lower income earners.

The size of the net tax benefit—tax benefits minus expected future
tax payments—irom deferring tax payments into the future depends on
some real-life complications that tend to favor higher income earners’
savings. High-income earners consequently tend to benefit multiple
times more from tax deferrals than lower income households.

So, what are these real-life complications??! First, households will
have varying opportunities to put money into tax-advantaged assets,
not just because some households have more money to save than oth-
ers. High-income earners, for instance, are also those who are most
likely to have access to an employer-sponsored retirement savings plan
in the first place. Similarly, higher income earners are more likely
to get access to HSAs—through so-called cafeteria benefit plans—
and other benefits such as tax-advantaged parking, transportation, and
child-care expenses from their employers.?> Since employer-spon-
sored retirement plans typically offer employees the chance to make
larger tax-advantaged contributions than is the case in other retire-
ment plans, higher income earners often can deduct more total dollars
on a tax-advantaged basis than is the case for lower income and middle
income households.

Second, households’ marginal tax rates can decline when people reach
retirement, because their income decreases and because older households
can enjoy additional tax breaks not available to younger households.?
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Lower future marginal tax rates mean lower future tax payments and thus
fewer offsetting tax payments in the future against the initial tax benefits,
boosting the unequal nature of existing savings incentives. And, high-
income earners have high marginal tax rates to begin with and those
marginal tax rates have more room to fall than is the case for lower initial
marginal tax rates for lower income earners.

In some instances, withdrawals from tax-advantaged savings are not
subject to personal income tax at all. Households do not pay taxes on
money from ESA used for tuition or from HSAs used to pay medical
bills, for example. The net benefit from tax deferrals depends in part
on the gap between the marginal tax rate when households contribute
money to tax-advantaged assets and the marginal tax rate when they
withdraw their savings. That means that high-income earners see the
biggest net benefits in cases when the marginal personal income tax
rate on withdrawals is zero because they experience the largest mar-
ginal tax rate difference.

Third, the benefit from tax deferrals depends in part on tax-free
compounding of interest. And the longer the interest compounds,
the larger the net benefit to the household. Higher income earners
may start to save earlier and withdraw savings later in life than would
be the case for lower income households,?* simply because they have
more income. Such longer investment periods imply longer interest
compounding periods and greater tax benefits from deferring tax pay-
ments. Higher income earners thus are better able to take advantage
of tax-free interest compounding than is the case for lower income
households.

Fourth, the net tax benefits increase when not all money is with-
drawn. Households often die before they spend all of their money,
leaving large tax benefits to their heirs.>> And higher income house-
holds are more likely to leave money in tax-advantaged assets to their
heirs than is the case for lower income households.?® Existing tax
incentives may then transmit wealth inequality from one generation
to the next.

Existing savings incentives disproportionately favor higher income
earners. As a first stab at showing the inequality of tax incentives,
I use the estimated amount of net pension contributions and earn-
ings on retirement accounts plus the value of the mortgage interest
deduction—as a share of after-tax income, by income percentile, in
2013 in Figure 9.1. The data show that the contemporaneous ben-
efit of tax deductions—as a share of income—increases sharply with
income levels. High-income earners benefit multiple times more
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from these savings incentives than lower income earners, relative to
their incomes. That is, actual tax benefits rise faster than incomes.
Households in the top fifth of the income distribution, for instance,
on average receive savings incentives equal to an estimated 3.1 percent
of their income, almost twice as much as the 1.8 percent for house-
holds in the fourth-fifth of the income distribution (Figure 9.1).?’
And households in the bottom fifth of the income distribution receive
only a fraction of those benefits with an average of 0.4 percent of
average tax income.

This figure highlights the unequal distribution of current tax
deductions, but it does not include the offsetting effect of future tax
payments, nor does it show the various factors contributing to the dis-
proportionate tax benefits among high-income earners. [ consequently
use a few illustrative calculations in the next section to demonstrate
how a wide range of factors can contribute to higher income earners
reaping larger benefits from the existing savings incentives than lower
income households can.
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Figure 9.1 Net pension contributions and earnings and mortgage interest deduction as a share
of after-tax income, by income percentile, 2013.

Note: All figures in percentage.

Source: Congressional Budget Office (CBO), “The Distribution of Major Tax Expenditures in the Individual

Tax System, Table 2” (Washington, DC: CBO, 2013), accessed March 5, 2015, http://www.cbo.gov/sites/
default/files/43768_DistributionTaxExpenditures.pdf
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Before I do show these simulations, though, it is important to point
out that there does not appear an offsetting macroeconomic effect—
more total savings—ifrom these unequal tax incentives, favoring high-
income earners over low-income ones. Research shows that higher
income earners, on average, largely replace nontax-advantaged savings
with tax-advantaged savings. That is, higher income earners would
save similar amounts without savings incentives.”® The federal gov-
ernment probably spent as much as $92 billion in fiscal year 2013 on
retirement savings incentives for the top quintile of earners alone with-
out actually increasing personal savings beyond where savings would
have already been.?’ The existing tax-advantaged savings serve as tax
shelters for higher income earners, but do not raise savings in a mean-
ingful way and offer little help to lower and middle income households
most in need of additional savings at a time of rising risk exposure.
Existing savings incentives basically give sturdy new life rafts to those
Americans who already have life vests, but do little to help those who
need it the most.

Illustrating the Workings of Existing Savings Incentives

Some of the complexities of existing savings incentives and their impact
on wealth distribution are best illustrated with a few simplified calcula-
tions of the net tax benefits—tax benefits minus tax payments—for a
range of hypothetical households.

Let us review the discussion of how the tax deferrals work and the
related complexities:

e The net benefit of tax incentives arises from deferring tax
payments into the future and letting tax-free contributions earn
tax-free compounded interest.

e Higher income earners get a higher net benefit because they get
a larger tax break on their initial contribution, on which interest
compounds.

e The net benefit is larger when households can contribute more
to a tax-advantaged asset, for instance, because they work for an
employer who sponsors a retirement plan.

e The net benefit increases when a household’s marginal tax rate is
lower when they withdraw savings than when they contributed
money to a tax-advantaged asset.
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e The net benefit is larger when households can wait longer and let
interest compound for longer periods.

e The net tax benefit is larger when money is not withdrawn, but
passed on to the household’s heirs.

[ account for all of these aspects in my simulations, other than the
last one—passing on one’s savings to an heir—since it would require
making assumptions for more than one generation.

My calculation here focuses on two types of retirement savings
plans—an IR A and a 401(k) plan—to keep the discussion simple.
Higher-income earners often can have access to multiple retirement
plans at work, for instance, because both spouses of a couple with two
earners have a 401(k) plan or because employers offer a 403(b) plan—a
retirement plan akin to 401(k) plan in nonprofits—and a tax deferral
plan known as 457 plan.®"

My illustrative calculations require a few assumptions to get started.
First, I make some assumptions about the amount that is being con-
tributed and the length of time for which the contribution is invested.
[ assume a household contributes $5,500 annually to an IR A as the
baseline scenario, to which I compare my other scenarios to illus-
trate the effect of key differences. This amount is likely too high for
low-income earners and too low for high-income earners. That is,
the initial comparison already overstates the gap in net tax benefits
between low- and high-income earners. I then assume that the house-
hold invests the contributions for 25 years, before withdrawing all of
the contributions and the returns earned on them and paying personal
income taxes on these withdrawals.”!

Second, the value of the tax incentives depends on the households’
marginal tax rates at three different points in time. These include the
households’ marginal tax rate when it makes the contribution. This
constitutes a tax benefit, because the contribution is not subject to fed-
eral income taxes. It also includes the marginal tax rate during the
investment period as another tax benefit, since the income earned on
the investments is not taxed during that time. Finally, it includes the
marginal tax rate when the money is withdrawn as an offsetting tax
burden, since withdrawals are subject to income tax. For the baseline
example, I assume that all marginal tax rates are equal to 25 percent.

Third, the value of the tax incentives depends, to some degree, on
the rate of return the household can earn on its contributions. I assume
that the household can earn a nominal rate of return of six percent on
average for the 25 years during which the money is invested.
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I then calculate something called the net present value of the deferral
benefit. The appendix contains the exact formula, taken from the work
by Peter Brady at the Investment Company Institute.

The intuition of this calculation goes as follows. It adds the tax
benefit of deducting the tax contribution from income taxes, plus
the tax benefits from not paying federal income taxes on the earn-
ings on the contributions during the investment period, minus the
income taxes paid on the withdrawal when the entire contributions,
plus accumulated rates of return, are withdrawn. It adjusts each
tax benefit and tax burden by a process called discounting, so that
all amounts are comparable to each other, regardless of how short
or how long taxes have been deferred. These adjusted amounts of
tax benefits and tax burdens are the amounts the household would
have to set aside (or, in the case of tax burdens, receive) today
that would amount together with the expected interest rate—the
discount rate—to the future dollar amounts calculated as nominal
tax benefits and tax payments. | assume that the discount rate is
equal to six percent.”? The sum of the adjusted two tax benefits,
minus the future tax burden, shows the total value of deferring
taxes into the future.

I focus my discussions on the total value of the net tax benefit of
deferring tax payments into the future as the key metric, rather than
alternative measures such as the deferral benefit per dollar deferred.
Higher income earners will enjoy larger total net benefits not only
because of higher incomes but because of other factors in the US sav-
ings landscape, such as increased access to employer-sponsored retire-
ment plans. Calculating the deferral benefit per dollar ignores these
other factors and naturally downplays the differences of net benefits by
income. I report the deferral benefit per dollar only for completeness
sake, but consider the total value of the net tax benefit to be a better
measure of tax deferral benefits.

Table 9.1 shows some of these key assumptions and then presents the
total deferral benefit for the baseline scenario and a few alternative sce-
narios that [ discuss below. The first line in Table 9.1 shows the baseline
scenario with a total tax deferral benefit of $1,236.42 for a contribution
of $5,500 in 2015.

Now, I create alternative scenarios to show the effect of different
inputs on the value of the tax deferral by income. First, I create a sce-
nario for a low-income household with a constant marginal tax rate
of 10 percent. All other inputs into the calculation remain the same.
Only the marginal tax rates change. The deferral benefit now drops to
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Table 9.1 Simulated net tax benefits of tax deferral under varying assumptions
(in 2015 dollars)

Tax rate at  Tax rate at  Deferral Total Ratio of
deferral withdrawal benefit deferral  total benefit
per dollar benefit  to baseline

invested benefit

Baseline scenario, $5,500 25.0% 25.0% 22.5%  $1,236.42 —
deferred

Low-income earner, $5,500 10.0% 10.0% 11.9% $654.89 53.0%
deferred

High-income earner, $5,500 39.6% 39.6% 26.1% $1,437.22 116.2%
deferred

High-income earner, $18,000 39.6% 39.6% 26.1%  $4,703.61  380.4%
deferred

High-income earner, $23,500 39.6% 39.6% 26.1% $6,140.83  496.7%
deferred

High-income earner, $23,500 39.6% 25.0% 40.7% $9,571.83  774.2%

deferred, marginal tax rate
declines at retirement
High-income earner, $23,500 39.6% 25.0% 29.6%  $6,946.99 561.9%
deferred, all invested in
stocks, marginal tax rate
declines at retirement
High-income earner, $23,500 39.6% 25.0% 34.5%  $8,096.06 654.8%
deferred, all invested in
stocks, marginal tax rate
declines at retirement,
deferral period is 35 years

Notes: Benefits of tax deferral calculated as net present value. Discount rate is equal to government interest
rate, which is set equal to six percent nominally. All tax rates are marginal tax rates. Deferral period is
25 years, unless otherwise stated.

Source: Based on Peter Brady, “The Tax Benefits and Revenue Costs of Tax Deferral” (Washington, DC:
Investment Company Institute, September, 2012).

$654.89, or about half of the tax deferral benefit for a middle income
earner (Table 9.1).

Second, I create a scenario for a high-income household with
a constant marginal tax rate of 39.6 percent. This is again the only
assumption I change in this example. The deferral benefit now totals
$1,437.22 or 16 percent more than the benefit for middle income
earners (Table 9.1).

But, high-income earners can benefit under the current system of
tax incentives in a number of other ways, which are often not available
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to lower income earners. | hence show a few additional calculations to
illustrate these benefits to high-income earners.

I first assume that a high-income earner has access to a 401(k) plan
through an employer and contributes the maximum amount of $18,000
in 2015 instead of the maximum of $5,500 to an IR A. High-income
earners are much more likely to have access to an employment-based
retirement plan than lower income ones. That is, an IRA is a good
approximation of the retirement savings reality for lower and middle
income earners and a 401(k) plan reflects the typical situation for high-
income earners. The total tax deferral benefit now is $4,703.61 or almost
four times the benefit in the baseline scenario. That is to say that the
value of sheltering retirement savings from taxes is greater for higher
income earners than for lower income ones, to a large degree, because
higher income earners are more likely to have access to employer-
sponsored retirement plans with greater contribution limits than is the
case for IR As.

The total tax benefit increases even further if a high-income earner
has access to more than one retirement plan. I now consider some-
body who has access to both a 401(k) plan through an employer and a
Simplified Employee Pension IR A through a consulting business. The
combined contributions to both plans increase to $23,500 for the pur-
poses of this example.?® This total contribution is higher than the total
annual earnings of many low-income earners. The tax deferral benefit
increases to $6,140.83 in this example, which is five times the total tax
deferral benefit in the baseline scenario (Table 9.1).

High-income earners benefit from tax deferral because they are
more likely to have access to employer-based retirement savings plans,
because they are more likely to have more than one retirement savings
plan and because they are more likely to have enough extra income to
make substantial contributions to tax-advantaged retirement plans.

Higher income earners may also benefit from deferring taxes on their
income if their marginal tax rate declines over time. In the next sce-
nario, I assume that the high-income earner’s marginal tax rate indeed
declines over time. The high-income earner in this example already
pays the highest marginal tax rate when she makes the contribution, so
her marginal tax rate can only decline. I assume that her marginal tax
rate drops to 25 percent at the time when the money is withdrawn. The
tax deferral benefit increases to $9,571.83 in this case, which is almost
eight times the benefit in the baseline scenario (Table 9.1). Tax payers
can benefit from tax deferrals if their marginal tax rates in retirement
are lower than their marginal tax rates during their working years.
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This decline in marginal tax rates is more likely to occur for higher
than lower income tax payers simply because higher income tax pay-
ers already pay high marginal tax rates when they contribute to their
retirement accounts. Using tax-advantaged retirement savings is more
attractive to higher than lower income earners simply because their
marginal tax rates are more likely to fall over time as they start from
higher marginal tax rates to begin with.

There is one complicated but limiting effect in the tax code, though,
that especially applies to higher income earners. The tax benefit dur-
ing the deferral period depends on how savers invest their money.
If the money is invested in stocks, the tax rate that high income tax
payers save is not their foregone marginal personal income tax rate,
but the tax rate on long-term capital gains and dividend payments,
which is equal to 20 percent. But a lower tax rate during the savings
period that high-income earners would have paid, if their savings had
not been in tax-advantaged accounts, also means that the value of
the tax deferral declines. I again assume that the marginal tax rate
at withdrawal is lower with 25 percent than the marginal tax rate at
the time of contribution with 39.6 percent. The tax benefit now still
totals $6,946.99 or almost six times as much as in the baseline scenario
(Table 9.1).

I add one final aspect to this same calculation. Higher income house-
holds may be more likely to invest their money for longer periods of
time than is the case for lower income households. This would allow
them to benefit from tax-free interest compounding longer. I now
assume that high-income earners can defer tax payments for 35 years
instead of 25 years. Because all numbers in Table 9.1 are adjusted for
time passed, they are directly comparable with each other even though
the deferral period is a decade longer than in the other calculations.
The marginal tax rate in this example declines from 39.6 to 25 percent
and all money is invested in stocks with a capital gain and dividend tax
rate of 20 percent. The household now sees a total net benefit, from
contributing $23,500 in 2015, of $8,096.06, or six-and-a-half times the
net benefit in the baseline scenario (Table 9.1).

The lessons from these simulations are clear. First, households need
to navigate a complicated system of rules to maximize their tax ben-
efits. They need to understand which savings plans they have available,
how much they can contribute, how to invest their money, how long
to keep their money in a tax-advantaged asset, and how their deci-
sions interact with current and future tax rates for personal income and
capital income. Second, higher income earners benefit a lot more from
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savings incentives since they are more likely to have access to them,
they pay higher tax rates, they can wait longer before withdrawing
their money, and they, presumably, understand these incentives bet-
ter, allowing them to better utilize the interactions between savings
rules and current and future tax rates than is the case for lower income
households.?*

Conclusion

Households have experienced an increase in labor and financial mar-
ket risk exposure. This is especially true for lower and middle income
households. Households could, and theoretically should, respond to
this increase in risk exposure by building up more savings cushions.
Policy has in fact designed a number of savings incentives in the tax
code to presumably make it easier for households to save for retire-
ment, housing, education, and health care, to name the most impor-
tant purposes. But, the resulting system of savings incentives has three
flaws. It is complex, it does not fully address the short-term savings
needs of households increasingly exposed to economic risks, and it
offers substantially more valuable benefits to higher than to lower
income earners. Households that most need to save in order to protect
themselves from the growing risks and to counter their increasing
economic risk exposure receive the least help from the existing sav-
ings incentives.
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Appendix
The calculation of the net present value of the net tax benefit of tax

deferral is taken from ICI’s Peter Brady’s work and follows the develop-
ment by other researchers®:
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The equation calculates the net present value of one dollar that has

been deferred from paying taxes, R} The other relevant variables in
this equation are defined as follows:

t) = marginal income tax rate when the initial contribution is
made

§ = marginal income tax rate during the deferral period, when
the money is invested

t{ = marginal income tax rate when money is withdrawn

r. = rate of return earned on the investments during the deferral
period

r, = government interest rate, which is equal to the discount
rate

T = length of deferral

The equation has three separate parts on the right hand side. The
first, ,", is the tax benefit from deducting the initial contribution from
taxable income in the first year. The second part, after the summation
sign, shows the tax benefits from earning tax-free compounded interest
on the investment over the deferral period, T. And the third part after
the minus sign shows the tax burden the household has to pay when
withdrawing money from the tax-advantaged asset.



CHAPTER TEN

Sidelined: The Millions Who Are Left Out

How would you personally define what a secure retirement means
to you?!

“To just have plenty of money saved up. To have a good 401(k), good
life insurance, a nice bank account.” (White man, 36 years old)

Economic risks have gone up for households over the past 30 years.
Wages and salaries have become more volatile, unemployment spells
have become longer, stock prices have undergone wider boom and bust
cycles, and house price swings have become more dangerous as house-
holds have become mired in debt. And households increasingly have
had to manage their savings on their own to avoid too much exposure
to these risks as DB pensions have disappeared, Social Security’s benefit
growth has slowed, and individualized savings such as 401(k) plans,
IR As, and housing have become ever more widespread.

Households have to save more money than in the past to counter the
combination of growing risks and rising risk exposure. But this very
combination of rising risks and increasing risk exposure has made it
more difficult for households to save more. Key challenges for house-
holds include economic obstacles such as low and increasingly unstable
income, as well as behavioral hurdles such as problems making increas-
ingly complex financial decisions on their own.

These obstacles are a key rationale for public policy to help people
save with individualized savings by offering employers tax breaks to
encourage employees to save more, especially for retirement and by
giving employees tax breaks for saving on their own.
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But these policies work well for a few, do not work at all for many,
and are inadequate for most households. That is, most households
tread water with their savings, while only a few have stable and secure
financial life rafts. The prioritization of employer-based retirement
savings in savings incentives, for instance, results in the de facto exclu-
sion of many of the very households that have the greatest risk expo-
sure and need the most help in saving. And savings incentives offer
few or no benefits to low-income households that often experience
the most economic risk exposure and thus have the greatest need for
more savings.

Policy thus has created uneven risk protections in stormier times. The
existing policies are most effective for households that have compara-
tively high incomes. Employer-based retirement benefits and existing
tax breaks work least effectively for lower income households.” Yet,
those are the same households that have experienced disproportionate
increases in labor market risk exposure and some financial market risk
exposure and hence need the added risk protections from additional
savings.

[ present data in this chapter that shows in some detail who benefits
and who does not from existing savings incentives for different forms
of savings.’ The summary data show that current policies consistently
fall short in offering most households the risk protections they need.
First, only a small share of households fully benefit from the myriad
of savings incentives, while a substantial share of households receives
no savings incentives at all. Wealth inequality has consequently also
grown. Second, the share of households saving with tax-advantaged
savings has not increased, despite large-scale policy changes meant
to broaden the share of households who save. Third, households that
do not benefit from savings incentives are also more economically
vulnerable than households that do benefit. And fourth, the household
groups least likely to benefit from savings incentives are nonwhites,
Hispanics, households with no college degree, and households with
incomes at the bottom of the income scale.

The trifecta of financial insecurity—lack of savings coverage, rising
wealth inequality and thus insufficient savings for many, and increas-
ing risk exposure—follows from policy design shortcomings. The lack
of progress on savings coverage, through tax-advantaged saving, fol-
lows from the prioritization of employer-sponsored benefits, which
can exclude many savers. Further, tax incentives are skewed toward
high-income earners. And increasing financial and labor market risk
exposure follows from a growing emphasis on individualized savings,



SIDELINED 139

for which households receive little help in protecting their savings.
Households consequently have not made meaningful strides toward
more savings and better risk protections at a time of growing risks over
the past 30 years.

The Concentration of Tax-Advantaged Savings

Public policy encourages households to save by offering tax breaks for
a number of different savings vehicles, although retirement savings
and housing receive the largest tax breaks. Other tax incentives exist
for education, health care, and life insurance. Households enjoy tax
advantages for savings in DB pensions, 401(k) plans, IR As, housing,
Coverdell ESAs, HSAs, and some types of life insurance. Most sav-
ings eventually will go to pay for households’ retirement as they age,
no matter what the stated savings goal is called. But households have
uneven access to these tax-advantaged savings. For one, households
can gain easier access to some retirement plans if their employers offer
such plans. Second, tax incentives structured as deductions of savings
from taxable income offer larger incentives for higher income earners
and fewer or no incentives to lowerincome households.

Consistent data on tax-advantaged savings exist in the SCF for
DB pensions, 401(k) plans, IR As, housing, and the cash value of life
insurance policies from 1989 to 2013. Data on whether a household
has a Coverdell ESA or a HSA is combined with data on whether a
household has a 529 education savings plan only for the years from
2004 to 2013. I hence focus on the main five types of tax-advantaged
savings vehicles—DB pensions, 401(k) plans, IR As, home equity,
and cash value of life insurance policies—in this discussion and
report additional information on education and health savings in the
appendix.

Figure 10.1 shows the shares of households with no tax-advantaged
savings and with three or more tax-advantaged savings. The data show
that close to one-fourth of households, 23.5 percent to be exact, had
no tax-advantaged savings in 2013, while one-fourth, 27.1 percent, of
households had three or more tax-advantaged savings (Figure 10.1).

These shares change with age, although large gaps persist. About
one-sixth, 13.4 percent, of households 50 years and older had no
tax-advantaged savings, 48.5 percent had one or two tax-advan-
taged savings, and 38.1 percent of households had three or four tax-
advantaged savings in 2013.*
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Figure 10.1 Share of nonretired households without any tax-advantaged savings.

Notes: All figures are in percentage. Sample includes only nonretired households. Tax-advantaged savings
options include owner-occupied housing, DB pensions, IR As, 401(k) plans, and life insurance policies, as
long as they have a positive cash value. The difference between the two groups shown here is households with
one or two tax-advantaged savings. They make up the largest group in any given year, but there is again no
clear up or down trend over time. Adding this third group to the figure makes the presentation unnecessarily
unwieldy without adding any information.

Public policy benefits are highly concentrated among a minority of
households, while a sizeable share of households do not fully benefit
from the tax incentives. The primary tool to help households build
stable and secure savings—tax incentives—has hence left many house-
holds treading water.

Long-Term, Large-Scale Changes in the Way
We Save Do Not Bring More Opportunities

Figure 10.1 also shows no improvement over time. Savings policy in
the United States since the 1980s has tried to get more people to save
for their future by offering a variety of tax incentives. Yet, the trend
in households with no tax-advantaged savings—an approximation for
measuring the first goal of getting more people to save—has actually
been growing since 2001. By 2013, the share of households without



SIDELINED 141

any tax-advantaged savings was at the highest level on record, dating
back to 1989 (Figure 10.1). At best, this trend suggests no improve-
ment in the share of savers, and at worst it shows that the share of
households with tax-advantaged savings has actually declined since
the early 2000s.°> Tax incentives have definitely not created a ground-
swell of new savers, even though increasing risks and rising risk expo-
sure have created a need for many more households to save for their
future.

At the same time, the share of households with three or more tax-
advantaged savings has fallen to a little over one-in-four in the after-
math of the Great Recession of 2007 to 2009, which is the lowest
level on record, dating back to 1989 (Figure 10.1). That is, access to
tax-advantaged savings seems to have become more concentrated over
time.

The lack of progress in getting more people to have tax-advantaged
savings is surprising since the period was marked by a growing
emphasis on individual savings that carry many tax advantages, which
theoretically should have made households more aware of the vari-
ous tax breaks that exist, especially for retirement savings. The share
of households with DB pensions has declined, while the share with
401(k) plans has grown. These two trends just offset each other. In
the end, the shares of households with no tax-advantaged savings
did not consistently fall over time and, in fact, increased after 2001
(Figure 10.1).

The bottom line is that public policy efforts have been unsuccessful
in broadening the circle of savers over the past decades, even though
public policy put a greater emphasis on individualized savings that
were meant to incentivize more people to save by getting people more
directly involved in retirement savings and by offering them more
savings choices.

Fewer Tax-Advantaged Savings Go along with

More Economic Insecurity

The data further suggest that having tax-advantaged savings correlates
with a number of beneficial indicators. Households with three or more
tax-advantaged savings tend to have more wealth and less financial and
labor market risk exposure. Many households with no or only a few
tax-advantaged savings, in comparison, face a more insecure financial
tuture.
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Tax-Advantaged Savings and Wealth-to-Income Ratios

Table 10.1 summarizes a number of key economic security indicators
for households, categorized by the number of tax-advantaged savings
forms they have. The table first presents the ratio of wealth to income.
This is a key economic security measure meant to highlight personal
economic security since wealth is meant to replace income when
somebody retires, which is the main reason for people to save. Next,
the table shows the share of households with very high risk exposure.
[ define very high risk exposure as having a share of risky assets—
stocks and housing—out of total assets that is greater than 75 percent
and a debt to assets ratio that is greater than 25 percent. This measure
summarizes the key indicators of financial risk exposure, and the con-
clusions in this book do not depend on the specific thresholds chosen
for the definition of very high risk exposure. Third, as a particu-
lar and novel measure of financial vulnerability, I show the share of
households that have 401(k) plans and that have loans from such plans.
Households with DB pensions, for instance, could not borrow against
their pensions and thus could not reduce their future savings with such
loans. And such loans tend to lower retirement wealth in the future.®
Fourth, I look at the unemployment rate and the length of unemploy-
ment (available only from 1998 onward) as indicators of labor market
risk exposure.

The data in Table 10.1 show that households with more tax-
advantaged savings also had a lot more wealth and, on average,
substantially less financial and labor market risk exposure. The
median wealth-to-income ratio for households with three or more
tax-advantaged savings was 297.0 percent in 2013, compared to
90.1 percent for households with one or two tax-advantaged savings,
and zero for households with no tax-advantaged savings. Having
tax-advantaged savings should not directly equate to no wealth since
households can save in a wide variety of nontax-advantaged savings
forms, such as savings accounts. Practically, though, it appears that
having tax-advantaged savings is equal to having wealth for the
typical household (Table 10.1).

The wealth-to-income trends further suggest that full access to tax-
advantaged savings may have contributed to rising wealth inequality.
Households with three or more tax-advantaged savings had not only
a greater wealth-to-income ratio than households with just one or
two tax-advantaged savings for the entire period from 1989 to 2013
(Table 10.1). But the wealth gap between households with several
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tax-advantaged savings and those with one or two such assets has also
grown from a ratio of about two to one in 1989 and 1992 to a ratio of
well above three to one in 2010 and 2013.7 That is, the concentration of
tax-advantaged savings appears to have contributed to growing wealth
inequality and rising retirement income adequacy among those who do
not have full access to tax-advantaged savings.

Tax-Advantaged Savings and Financial Market Risk Exposure

Households with three or four tax-advantaged savings typically had a
lower likelihood of having very high financial market risk exposure.
They also had a lower chance of having taken out a loan on their
401(k) plans in most years, which not only indicates less risk expo-
sure but also suggests more retirement savings in the future. And the
gap in these risk exposure measures substantially widened after the
Great Recession of 2007 to 2009, alongside a growing wealth gap.
That is, financial market risk exposure and household wealth move
in opposite directions. When financial market risk exposure is high,
wealth is low and vice versa; when financial market risk exposure is
low, wealth is high.

Tax-Advantaged Savings and Labor Market Risk Exposure

But that is not all. Households with several tax-advantaged savings also
had less labor market risk exposure than other households (Table 10.1).
Their unemployment rate was regularly a fraction of other households’
unemployment rate, hovering between one and two percent for most
of the years from 1989 to 2013. Households with one or two tax-ad-
vantaged savings generally had an unemployment rate that was three
to four times as large as this. An even greater disparity shows up for
households with no tax-advantaged savings that had an unemployment
rate that was often at least ten times as large as the unemployment
rate for households with three or four tax-advantaged savings. The
differences in the length of unemployment are also systematic, such
that households with three or more tax-advantaged savings tend to be
unemployed for much shorter periods of time than other households
(Table 10.1). And again, labor market risk exposure and household
wealth move in opposite directions. Higher labor market risk exposure
goes along with less wealth, and lower labor market risk exposure goes
along with more wealth.
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Tax-advantaged savings go along with growing wealth and thus ris-
ing retirement income adequacy among higher-income earners. This
may reflect the very fact that these tax-advantaged savings offer greater
tax benefits to higher income than for lower income earners. And the
concentration of savings and retirement income security may reflect
the prioritization of employer-sponsored retirement benefits, given
that two out of four tax-advantaged savings—DDB pensions and 401(k)
plans—depend on employers offering such benefits to their employ-
ees. It is also possible that tax-advantaged savings are concentrated
among households that face less labor market risk exposures, which
may make it easier for households to plan for their future, take better
advantage of the complex and myriad tax-advantaged savings instru-
ments, and thus better reduce their financial risk exposure and save
more for their future with the help of the tax code. The confluence
of policy design flaws and risk exposure differences clearly creates a
system of economic protection that works for the lucky few—about
one-fourth in my data—but not the overwhelming rest of households
that are left treading water and worrying about their future incomes
in retirement.

Most Vulnerable Households Have Few
Tax-Advantaged Savings

Who are those lucky few households that do not have to worry about
their retirement? Table 10.2 summarizes the demographics of house-
holds with no tax-advantaged savings, with one or two tax-advantaged
savings, and with three or four tax-advantaged savings. The table sum-
marizes the data for the entire period from 1989 to 2013 without addi-
tional breakdowns by years because the demographics in each group
changed very little over time."

The demographic differences between the groups of households
with and without tax-advantaged savings are striking (Table 10.2).
More than four in five households (85.6 percent) with three or more
tax-advantaged savings, for instance, are white. Comparatively, only a
little over half of households, 52.1 percent, without any tax-advantaged
savings are white (Table 10.2). And 54.4 percent of households with
three or more tax-advantaged savings have at least a college degree,
while most households with no tax-advantaged savings have no col-
lege education (Table 10.2). Furthermore, the number of tax-advan-
taged savings increases with household income, so that 45.8 percent of
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Table 10.2  Population composition of households, by number of tax-advantaged
savings and time period

Household characteristics No tax-advantaged One or two Three or four
savings (%) tax-advantaged tax-advantaged
savings (%) savings (%)
Race/ethnicity
White 52.1 72.1 85.6
Black 22.4 13.8 7.9
Hispanic 19.9 9.8 3.0
Other 5.6 4.4 3.6
Educational attainment
No high school/GED 25.3 14.2 4.4
High school/GED 35.8 33.7 24.1
Some college 20.8 19.5 17.1
College 18.2 32.5 54.4
Income level
Bottom quintile 50.3 15.6 1.7
Second quintile 27.5 22.0 5.9
Middle quintile 14.6 25.1 16.1
Fourth quintile 5.8 22.4 30.5
Top quintile 1.8 15.0 45.8
Financial planning horizon
Less than a year 77.6 64.5 45.1
One to five years 15.9 22.7 32.7
More than five years 6.5 12.8 22.2

Notes: All figures are in percentage. The calculations rest on five potential tax-advantaged savings: DB pen-
sions, 401(k) plans, IR As, housing and life insurance policies if they have a positive cash value. Households
have very high risk exposure if their risky asset—stocks and housing—amount to more than 75 percent of
all assets and if their debt is greater than 25 percent of assets. Sample includes only households that are not
retired and that have one or two tax-advantaged savings. All demographic characteristics refer to the head

of household.

households with three or more tax-advantaged savings had incomes in
the top fifth of the income distribution. In comparison, more than half,
50.3 percent, of households without any tax-advantaged savings had
incomes in the bottom fifth of the income distribution (Table 10.2).
And households with three or more tax-advantaged savings also tend
to take a longer view of the future, which can help them to take advan-
tage of complex savings opportunities and better manage their risk
exposure. More than one-fifth, 22.2 percent, of households with more
than two tax-advantaged savings had a financial planning horizon of
five years or more, compared to only 6.5 percent of households with no
tax-advantaged savings (Table 10.2).
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Conclusion

The bottom line is that the groups of households that tend to be espe-
cially vulnerable in the labor market are also the ones that have the
least protections from tax-advantaged savings. Strikingly, this conclu-
sion has not changed over time, even though as labor market risks
have increased, especially for vulnerable populations; their need to save
more has grown and policymakers have instituted large-scale changes,
presumably to make it easier for households to save.

The inverse is also true. Groups of households that generally have
less labor market risk exposure tend to be the ones who benefit more
from tax-advantaged savings. They tend to be more likely to work for
employers, for instance, that offer retirement benefits. They also tend
to have higher incomes and thus value savings incentives in the tax
code more than their counterparts. And they tend to have less overall
risk exposure, which on average allows them to relax a little more
about their future and hence take a longer term view, which in turn
translates into more saving. Consequently, existing policies especially
help those households that least need the assistance.

Policy hence contributes to growing wealth inequality and rising
retirement income inadequacy. The lack of change, especially the
absence of increasing share of households with any tax-advantaged sav-
ings, is one of the clearest signs that policy has not worked as intended.
Existing policies clearly work for households that need the protections
the least, but they fail for households that need the extra help from
public policy. On the other hand, policy has extended a strong help-
ing hand to households that already are in the best situation to build
wealth, because they are well educated, earn higher income, and face
fewer economic risks than their counterparts. The result is a growing
inequality in wealth and economic risk exposure, which policy fails to
address in a systematic and substantial way. Those who already have
state-of-the-art survival suits to protect against the turbulent seas of
rising risks also get secure and stable financial life rafts, while those
without them need to sink or swim.

This broad policy failure can be traced to a number of particular
design flaws in the way US policymakers have tried to get households
to save more. First, the prioritization of employer-sponsored benefits in
retirement savings has left a growing share of households ill-prepared
for their retirement. Second, incentivizing household savings by mak-
ing some forms of savings deductible from taxable income favors higher
income households over others and offers little or no help to households
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that need the most help to save more for their future. Third, the com-
plexity of and artificial divisions between savings incentives actually
impede retirement savings for the average households and, instead, cre-
ate outsized opportunities only for the savviest and most patient savers.
Fourth, the emphasis on individualized savings in retirement plans and
through housing as the primary tools to save for retirement outside
of Social Security has exposed many households to more risks, just as
those risks have grown and contributed to slow growing savings and
increasing retirement income insecurity.
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Appendix

The SCF has included information on additional tax-advantaged
savings since 2004. The SCF specifically includes one variable on
whether a household has an education account—529 or Coverdell
ESA—or a HSA. The information is combined so that whether these
are education or health savings accounts is unclear.

I provide some additional information in Table A10.1 to show that
the inclusion of this additional information does not alter the conclu-
sions in the text. Table A10.1 specifically shows the distribution of tax-
advantaged savings when education and health-care savings accounts
are excluded (taken from Figure 10.1) and when they are included. The
shares of households with no accounts are slightly smaller from 2004
to 2013, when education and health-care accounts are included, but
still 23.4 percent of all households had no tax-advantaged savings in
2013 (Table A10.1). In 2013, the share of households with one or two
tax-advantaged savings falls from 50.1 percent, without health and edu-
cation accounts included, to 48.7 percent, with health and education
account included (Table A10.1). The shares of households with three or
more tax-advantaged savings obviously increase when I include educa-
tion and health-care accounts, but the bulk of this increase—generally
80 percent—comes from the decline in the share of households with

Table A10.1 Distribution of tax-advantaged assets, by number of assets and
year

Without education and health-care accounts With education and health-care accounts
Year No account Omne or two  Three or more  No account ~ One or two  Three or more
(%) accounts (%) accounts (%) (%) accounts (%) accounts (%)
2004 21.4 48.7 29.9 21.0 47.0 32.0
2007 20.7 48.2 31.2 20.2 46.4 33.4
2010 22.4 52.0 25.6 22.0 50.3 27.7
2013 23.8 50.1 26.1 234 48.7 27.9

Notes: All figures are in percentage. Sample includes only nonretired households. Tax-advantaged savings
options include owner-occupied housing, DB pensions, IR As, 401(k) plans and life insurance policies (as
long as they have a positive cash value). Education and health-care accounts include 529 savings plans,
Coverdell ESAs, and HSAs.
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one or two tax-advantaged savings, not from a substantial change in the
share of households with no tax-advantaged savings. That is, health and
education accounts tend to be especially prevalent among households
that already own other tax-advantaged savings and do not create new
tax-advantaged savings opportunities for those who have none.

Moreover, the trends do not change when I include health and edu-
cation accounts. The share of households without any tax-advantaged
savings grows over time, while the share of households with three or
more accounts falls in the aftermath of the Great Recession in 2010 and
2013 (Table A10.1).

That is, the availability of a myriad array of tax-advantaged savings
does not increase the circle of savers.



CHAPTER ELEVEN

Charting a New Course

How would you personally define what a secure retirement means
to you?!

“Not having to worry about what you’re going to eat or pay your bills.”
(White man, 70 years old)

People increasingly face insecure futures in retirement because pol-
icy has contributed to households’ rising risk exposure just as labor
and financial risks have grown. The result has been that savings have
become less stable—households cannot be sure that their savings will
be available when they need them—and that wealth inequality has
grown—a few households have seen substantial gains in their savings,
while most households struggle with saving for their future. This situ-
ation is akin to being on a boat in a brewing storm, where the rich get
state-of-the-art survival suits and life rafts, while middle- and low-
income households need to find ways to sink or swim as they tread
water.

Policymakers—tederal and state lawmakers and regulators—can
help most households build more stable and more secure life rafts by
addressing five specific policy shortcomings. These include first the
erosion of Social Security’s protections and the decline of DB pen-
sions. Next, policy has prioritized employer-sponsored retirement
savings over other savings, which has limited access to savings for
many households. Further, tax incentives are heavily skewed toward
the wealthy, offering little or no assistance to low-income households
that arguably need the most help to save since they experience the
largest risk exposure. Moreover, tax incentives and savings options
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are overly complex, which makes it difficult for most households to
save more and to protect their savings. Finally, policy has put no or
very little emphasis on helping households better manage their risk
exposure, just as labor and financial market risks have become more
pronounced.

These five problems lead to five important implications that can
inform new solutions. I briefly present each implication and discuss
some examples of new solutions that follow from each implication. This
discussion is meant to offer some sense of what policymakers could do
without overburdening the discussion with too many details.

Updating SocialS ecurity

Labor and financial market risk exposure is widespread and has often
grown, while jobs and wages have become less stable and financial
markets have gone through greater booms and busts than in the past.
This widespread risk exposure in an era of growing economic risks
requires that Social Security offers a strong, universal risk protection.

This means updating Social Security benefits, especially for vulner-
able populations such as lower income households, households with
little education, and communities of color.

Social Security specifically offers households some protections
from labor market risk exposure. Its benefits are progressive such that
lower lifetime earners receive relatively higher benefits for each dollar
they paid into the system than people with higher lifetime earnings.?
Households that experienced more unemployment spells and slower
wage growth during their careers will receive somewhat higher ben-
efits relative to the payroll taxes they paid. Social Security benefits
hence counteract rising labor market risks.

And Social Security benefits do not fluctuate with booms and busts
in financial markets.’

Updating Social Security would further increase households’ protec-
tions from labor and financial market risks. There are several ways in
which Congress could update Social Security. The following discus-
sion highlights a few key examples that have gotten attention from
members of Congress in recent years.*

First, Congress could establish a special minimum benefit that
would create a meaningful income floor in retirement. With this spe-
cial minimum benefit, somebody who has paid for 30 years into Social
Security would receive a benefit that was equal to at least 125 percent
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of the federal poverty line. The value of the special minimum benefit
would grow each year with average wage growth, so that its risk pro-
tection does not erode over time. Workers with more than ten years—
the minimum number of years necessary to receive Social Security
benefits—but fewer than 30 years of paying into Social Security would
receive a prorated minimum benefit.> This new special minimum ben-
efit would especially help low-income households and communities
of color, who have few or no tax-advantaged savings, and who hence
disproportionately have to rely on Social Security.

Second, Congress could increase benefits for all beneficiaries who
reach age 85 years. This would be especially impactful for those who
are most at risk of running out of savings in retirement, such as low-in-
come households. Specifically, Social Security could raise benefits by an
amount equal to five percent of the average benefit.® Each beneficiary
would receive the same dollar amount as permanent benefit increase.
This increase would then offer a greater monthly benefit improvement
for lower income beneficiaries than for higher income ones and is thus
well targeted to those beneficiaries with the greatest need.

Consider, for example, the effect of this update when the average
monthly benefit is $1,500. Every beneficiary who is 85 years old and
receives her or his own retirement benefit, would receive an additional
$75 per month or $900 per year (5 percent of the average monthly ben-
efit) in this case. Since the increase is the same for all those who quality,
a beneficiary who had initially a monthly benefit of $1,000 would con-
sequently receive a benefit increase of 7.5 percent and a beneficiary
with an original benefit of $2,000 would receive a benefit increase of
3.75 percent at age 85.

Third, Congress could improve survivorship benefits. Under this
proposed update, the surviving spouse of a beneficiary couple could
receive as much as 75 percent of the combined benefits for both spouses,
as long as certain conditions are met; for instance, the new benefit
could not exceed the benefit of an average-wage earner.’

This benefit would be especially helpful to the surviving spouse of a
low-income couple. The benefit improvement relative to current bene-
fits is again best explained with an example. Assume a couple with two
lower income earners, who both receive $15,000 in annual benefits
from Social Security, for a combined benefit of $30,000. When one
spouse dies, the other one receives only her own benefit of $15,000 but
no additional survivorship benefit. The updated benefit would give her
an annual benefit of $22,500 (the equivalent of 75 percent of $30,000)
and thus an additional $7,500 per year.® This benefit improvement
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would not apply to high income earners, but only help those with ben-
efits at or below the average benefit.

Congress can update Social Security in targeted ways that are espe-
cially beneficial to households that experience particularly large labor
and financial market exposure.’

Create New Savings Opportunities Outside of

the Employer—-Employee Relationship

Federal and state lawmakers could make saving easier as one way to
protect against rising risks. One important step would be to create
more low-cost, low-risk, and easily accessible savings options outside
of the employer—employee relationship. This means that Congress
and state legislatures will want to identify additional partners—other
than employers—that can get households to save more for their future.
Governments—state and federal—could play this role.'

The idea of having state (and federal) governments sponsor savings
options for private sector workers grows out of three realizations. First,
households need help in saving with low-cost and low-risk options,
since they otherwise incur too many costs, face too much risk expo-
sure and end up saving too little for retirement. But second, the cur-
rent policy emphasis on getting employers to offer such help to their
employees in saving for retirement has shown substantial gaps, leav-
ing many households with too few savings. And third, states have the
resources and expertise to offer retirement savings options to private
sector workers since they already offer retirement savings to public sec-
tor employees and often sponsor education savings to all households.
Having states sponsor a retirement savings option may be a suitable
option to offer households more low-cost, low-risk savings

The specific design of a state-sponsored retirement plan can vary
depending on a few key choices that Congress and state legislatures
need to make. I will only focus here on the design choices that law-
makers face!’ and on how particular choices relate to households’ eco-
nomic risk exposure:

Coverage

Congress and state legislatures could leave participation in a state-
sponsored retirement plan voluntary, but simply set up a new low-cost,
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low-risk standardized savings option that employers and employees
could participate in, if they wanted to."

Alternatively, Congress and state legislatures could set requirements
for employers and employees to participate in a newly created state-
sponsored retirement savings plan if they do not already offer retire-
ment benefits to their employees. Congress and state legislatures could,
for instance, require that all employers enroll their employees through
payroll deduction in a state-sponsored retirement savings plan, unless
they offer a DB pension or 401(k) plan to their employees.

More requirements for employers and employees to participate will
lead to more people saving more money than they otherwise would
have. And more people saving more money will increase their financial
risk protections outside of Social Security.

Savings Amounts

Congress and state legislatures could further leave the amount of sav-
ings up to employers and employees or they could require that employ-
ees have to make a minimum contribution to the state-sponsored
retirement plan. Most proposals, including my own, envision a contri-
bution rate of two to three percent of payroll."> And, many proposals
would automatically enroll all employees in a state-sponsored plan
with a minimum contribution rate, but allow people to opt out of
making their contributions and consequently not participate in the
state-sponsored plan.

More required contributions, even with an opt-out option, will
increase household savings relative to the current voluntary opt-in
approach for retirement savings outside of the employer—employee rela-
tionship. A number of people will not opt out, who otherwise would
not have saved at all.

Investment Options

The primary challenge in investing money that households have saved
is to strike a balance between households’ legitimate desire to earn a
rate of return on their savings and the risk exposure that households
face and the associated fees for their investments.

Households could invest in existing vehicles, such as mutual
funds held in Individual Retirement Accounts (IR As), but also in
novel investment tools such as pooled funds run by private entities
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or by states, for instance, through their public employee pension
systems.'*

Congress and state legislatures can strike the balance between rates
of return, risk exposure and fees by limiting investment options in
IR As to low-cost, low-risk ones.!> Alternatively, states can exercise
more direct control over households’ risk exposure and fees if they
select some private financial institutions to offer only a range of low-
risk, low-cost investment options. And, they could combine a lot of
small savings amounts into one big investment pool and invest this
pool in a prudent manner themselves. Pooling investments in a state-
sponsored privately run or in a publicly run investment pool will likely
reduce costs and financial risk exposure more than would be the case
with just helping individuals select appropriate low-cost, low-risk
options in an IR A1

Payout Options

Households will eventually have to spend the money they save and
helping them to convert their accumulated savings into low-cost, low-
risk streams of retirement income can reduce their financial market
risk exposure in old age because they can count on the money being
there. People could rely on investment products such as life insur-
ance companies’ annuities to turn their savings into regular streams
of income that ideally do not run out while they are alive. Some pro-
posals similarly try to mimic the lifetime payout stream from a DB
pension."” If such secure streams of lifetime income are part of a state-
sponsored retirement plan, households’ risk exposure in retirement
will be reduced.

The exact choices that Congress and state legislatures will make on
each of these points will depend on factors such as the political feasibil-
ity of particular proposals and the parameters set by federal regulations,
not just on a state’s policymakers’ desire to increase the risk protections
through additional savings for their private sector workers.

Better Targeting Savings Incentives to

Lower Income Households

Tax incentives to save help high-income earners more than they do
lower income ones. Savings incentives could be more efficient if they
better target lower and middle income households than is currently the
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case. More efficient savings incentives could raise savings, particularly
among lower and middle income households that face more economic
risk exposure than higher income ones.

Households could receive a refundable tax credit as a match to their
savings rather than deducting their contributions to savings accounts
from their taxable income. Every household qualifies for the same
credit, regardless of how much money they owe in federal income
taxes, as long as they save the minimum amount necessary to receive
the full credit.

I detailed this idea in a proposal I called (together with my former
colleague Sam Ungar) the Universal Savings Credit."® This Universal
Savings Credit would be a flat matching percent of all annual sav-
ings up to a predetermined limit. Each household could, for instance,
receive one dollar as a credit for each five dollars that they saved.

An example will help show the potential effect of switching from the
existing system to the Universal Savings Credit. Currently, a household
receives a tax benefit by deducting the contributions to a retirement
savings account, for instance, from their taxable income. With this
deduction, a taxpayer with a top marginal tax rate of 15 percent, who
contributes $2,000 to a 401(k) account lowers the amount of income
taxes he or she owes by $300—15 percent of $2,000. The total savings
of $2,000 in one year then includes $1,700 of income that the taxpayer
would have had even after paying federal income taxes and an implicit
government contribution to his or her savings account equal to $300,
“paid” for with foregone tax revenue. The government subsidizes each
dollar contributed to a savings account with 17.6 cents—$300 relative
to $1,700—in tax incentives.

To save $2,000 with a tax credit, in comparison, a household would
need to contribute less money upfront. This will be particularly benefi-
cial to lower and moderate income taxpayers who have less income to
save. With a tax credit, the household contributes to a savings account
and the government provides a proportional contribution to that sav-
ings account in the form of the tax credit at the end of the year, when
the household files its taxes. The household in the above example,
wanting to save a total of $2,000, would initially contribute $1,700,
then claim $300 in tax credit—assuming that the credit rate is 17.6 per-
cent—and add that credit to her savings accounts. A household with a
top marginal tax rate of 15 percent would need to receive a matching
credit equal to 17.6 cents of each dollar saved to be as well oft with the
Universal Savings Credit as as with the current pretax deductions of
contributions."
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The Universal Savings Credit could be structured such that most
taxpayers will be as well off or better off with a uniform, universal and
refundable credit than they are with current tax deductions.?’ Most
proposals to convert tax deductions into tax credits envision tax credits
of about 15 percent to 20 percent across the board to all taxpayers, up to
a predetermined maximum annual savings amount.?! This is generally
enough to make the overwhelming majority of households at least as
well off as with the current tax deductions.

Households, especially lower and middle income ones, will likely
see substantial improvements in their risk protections from a refundable
credit such as the Universal Savings Credit as compared to the current
system of tax deductions. They will get more help from the tax code
for saving than they do with the current system, which disproportion-
ately benefits higher income household and offers little help to those
who need it the most. This should lead to more people saving and help
many households save more money than they currently do.

Simplifying Savings

Current savings incentives apply for a number of different goals in a
number of different savings options. This makes savings incentives
complex, which impedes household savings and contributes to high
financial risk exposure. Simplifying savings incentives through tax
reform by Congress will lead more households to save, increase the
amount that households save, and facilitate households finding better
risk protections.

A universal, uniform and refundable credit such as the Universal
Savings Credit could help overcome the current compartmentalization.>?
Households could use the Universal Savings Credit to save for any-
thing that they wanted, education, homeownership, health care,
emergencies and retirement. They could put the Universal Savings
Credit into existing savings.

And, the Universal Savings Credit could lead to a proliferation of
new savings vehicles. With improved savings incentives, household
may start to shop around for savings vehicles that better meet their
needs than existing savings plans. Banks and insurance companies, for
example, could respond to this growing demand by offering a range
of savings plans that currently do not exist, but that could offer better
risk protections than current options.*® And, state policymakers could
encourage the creation of new low-cost and low-risk savings options
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along the lines I discussed earlier in this chapter. The Universal Savings
Credit would apply to all of them, as long as they offer low-cost, low
risk savings to households.

All savings vehicles to which households could apply their Universal
Savings Credit would operate with a uniform maximum contribution
amount and a uniform credit for contributions.?* Contribution rules,
for instance, will be the same for IR As and for 401(k)s. This would
simplify savings, raise savings and lower risk exposure by making it
easier for households to protect their savings between different savings
vehicles since the rules would all be the same.

Congress could also establish consistent rules for when households
can withdraw money from their tax-advantaged savings. Households,
for instance, could withdraw money from any tax-advantaged sav-
ings for reasons other than retirement, when they need the money.
Allowable reasons for withdrawals from tax-advantaged savings could
match the reasons for existing allowable withdrawals from retirement
savings accounts, including retirement, down payment for a primary
residence, an unemployment spell, medical bills, and educational
expenses. Households could only withdraw the actual amount neces-
sary before age 62. Starting at age 62, households could withdraw all
of their money for retirement income. This makes savings a lot more
flexible and thus would likely encourage households to save more since
they no longer have to worry whether or not their savings are available,
when they need them.?® Streamlining savings incentives will also make
it easier for households to manage their financial risk exposure since
households no longer need to save in a wide variety of savings accounts
for different purposes, but rather could put all of their money into one
single savings vehicle.

Making Risk Protections Integral Parts of Household Savings

The proposals to improve savings so far would improve households’
risk protections largely by increasing savings. They would also in
some instances directly lower risk exposure, too. For example, sim-
plifying savings would allow households to better manage their total
risky asset allocation. Households still would have to manage their own
financial risk exposure, but it would be easier to do so than is currently
the case.

Congress, state legislatures, as well as federal and state regulators can
do even more to help households better manage their financial risk
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exposure with individualized savings. These policymakers specifically
could make risk protections an integral part of savings policy.

Requiring Risk Disclosure

Federal and state regulators of savings options such as mutual funds and
insurance policies, for instance, could require consistent, comprehen-
sive and comparable risk disclosure for all financial investments. Many
social scientists and business researchers already use standard statistics
to calculate the riskiness of investments. And, many people already
rely on statistics in their everyday lives from reading the sports pages to
making medical decisions. Disclosing risk in financial products, such as
the mutual funds that a worker could invest in in their 401(k) plan, is
hence an easily implementable and understandable step.>°

Regulators could even require a simple graphical disclosure of finan-
cial risk exposure. Such a simple graphical disclosure could, for instance,
be an arrow pointing to the riskiness of a particular investment on a
scale between low and high risk.?” Such an approach will visualize the
risk exposure associated with a particular investment and make it easier
for households to protect their savings.

Making Low-Risk Investment Options the Default

Another approach would turn the behavioral obstacles to households
managing their risk exposure into opportunities to improve risk pro-
tections. One of the most common behavioral obstacles is inertia, for
example, in the face of systematic complexity. Households simply fail
to make active savings and investment choices to manage their finan-
cial risk exposure because they are overwhelmed by the information
that they need to process to make a decision.

Investment options that automatically manage households’ risk expo-
sure would take advantage of this inertia. Households would not have
to make any decisions to maintain and even to lower their financial risk
exposure over time. Such products already exist with so-called model
portfolios and life cycle funds. Model portfolios, for instance, maintain
a constant ratio of stocks out of total financial assets, such as 50 percent
in a mutual fund, regularly rebalancing the portfolio as stock prices
change. And, life cycle funds gradually reduce the allocation of stocks
and thus financial market risk exposure in a mutual fund as an investor
gets older.
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Congress and state legislatures as well as regulators can encourage
households to invest in safe and guaranteed investments by making
these and other low-cost, low-risk investment options the default in
tax-advantaged savings accounts. Default options apply, when house-
holds fail to make investment decisions. Their money will automati-
cally be allocated to these default options.

The US Department of Labor has already issued guidance on the
use of some default investments for 401(k) plans that offer positive rates
of return and minimize risk.?® This approach can be applied to other
tax-advantaged financial savings vehicles and thus make it easier for
households to manage their financial risk exposure.

Encouraging Risk-Minimizing Payout Options

In a similar vein, regulators could encourage the use of secure payout
options in retirement accounts that minimize household risk expo-
sure. Such payout options could include managed withdrawals as well
as annuities—life insurance products that offer a lifetime stream of
income. Greater use of such payout options will reduce retirees’ risk
exposure. Federal regulators, for instance, at the Department of Labor
could develop regulations to encourage greater use of safe payout
options in existing retirement accounts.?’

Incentivizing Homeowners” Savings Outside of Housing

The discussion so far has left out the risk exposure in housing.
Households are exposed to risks with their housing because they often
have few savings outside of their house, such that, if anything goes
wrong with their jobs, their mortgage or their house, they have noth-
ing to fall back on and could end up losing their house. And, they bor-
row large mortgages to pay for their house, which can quickly lead to
a detrimental spiral that could end up with them losing their house, if
they lose a job, their wages fall or interest rates rise and they fall behind
on making their mortgage payments.’’ Lower and middle income
households, communities of color, and households with less education
are more likely than their counterparts to have few savings outside of
their house and to owe relatively large mortgages in comparison to the
value of their house.’" Saving more outside of one’s house will create a
buffer in the event something bad happens and protects the savings in a
house for people’s retirement. Households could continue paying their
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bills, including their mortgages, if they lost their job, for instance, so
that they would not lose their house, too.

There are two possible approaches to get households to save more
outside of their house. A first approach could start with converting the
current mortgage interest deduction to a refundable credit akin to the
conversion of tax deductions for savings accounts into the Universal
Savings Credit. A household would receive a credit proportional to
the amount of interest they paid on their mortgage, which could be
put in a nonhousing designated savings account.** Similar to the pro-
posed Universal Savings Credit and to the existing mortgage interest
deduction, there would be an upper maximum of interest payments
that could qualify for this credit. And as with the proposed Universal
Savings Credit, the credit rate could be made progressive, so that it is
higher for lower income earners. Importantly, policymakers could offer
a higher credit rate to those borrowers with a mortgage, who put a spe-
cific share of the credit into a designated savings account.

An example may again help to show how such a new homeowner’s
credit would work. Let us assume that the conversion of the current
mortgage interest deduction to a flat credit leads to a uniform credit
rate of 20 percent of the amount of interest paid on a mortgage, if they
do not save additional money.*’A borrower who pays $1,000 in inter-
est each month, would receive $200 per month or $2,400 for a year.
Households could then qualify, for example, for a 25 percent credit rate
if they put a minimum share, for instance 40 percent, of this credit into
a designated savings account. A household who pays $1,000 per month
in interest on a mortgage, could receive a credit worth $250 per month
or $3,000 per year, if they put at least $100 per month or $1,200 for
the year into a savings account. In this example, half of these savings
($600) outside of the house would come from the higher tax credit and
the other $600 would come from the household. The household would
save both in housing and outside of housing in this scenario.

A few steps could be taken to make saving outside of housing using
this credit as easy as possible. First, borrowers could be responsible
for saving part of their credit, but not have to figure out the mini-
mum amount of savings needed to qualify for the higher credit rate.
Mortgage companies could be required to disclose to borrowers how
much they would need to save each year to qualify for the extra tax
credit when they borrow a new mortgage or refinance an existing one.
Also, if the savings amount were reported back to a household at tax
time from their banks then they would not have to keep track of how
much money they saved in a given year. Finally, households could use
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their savings that qualify for the additional tax credit at any time after
a minimal waiting period of, for example, six to twelve months, for
whatever purposes they want. This flexibility in using their savings
will likely lead many households to save the extra money. And, given
that households’ financial decisions tend to be heavily influenced by
inertia, it is reasonable to believe that many of the additional savings
will actually remain in a savings account for some time, even without
a waiting period.**

A redesigned tax incentive for homeowners could be used for savings
outside of housing and improve households’ risk exposure.

Congress could use an alternative approach to getting households
to save outside of housing, if they implemented the Universal Savings
Credit or some refundable credit like it. Policymakers could instruct the
Internal Revenue Service to allow households to automatically deposit
their tax refunds into tax-advantaged savings. Such an approach would
increase savings outside of housing for all households because such sav-
ings would be both easy and tax-advantaged and because all households
could qualify for the same maximum tax credit.

While there are several different ways to go about it, making risk
protections integral to individual savings could reduce households
financial risk exposure. Current savings policy fails to do this.

Conclusion

Households want to and need to save for their future, but they have
been increasingly unable to do so. A number of poorly designed poli-
cies have stood in their way. Rather than having access to sturdy life
rafts when their boat sinks in the increasingly turbulent seas of labor
and financial market risks, many households have been left to sink or
swim.

Policymakers—federal and state lawmakers and regulators—can
heed the major lessons of the past three decades on what has not
worked, why households ended up with high risk exposure, and how
that risk exposure has translated into low savings and inadequate retire-
ment income and build stable and secure financial life rafts for all—not
just the lucky few.

This will require a large rethinking of public policy directed at
households’ savings. I have outlined a number of concrete policy
steps in this chapter that would create real economic security for most
households by helping them save more and by better protecting those



164 Retirement on the Rocks

savings. Without such a systematic rethinking in how the United States
helps households save and build economic security for their future,
households will feel the aftershocks of today’s economic insecurity for
decades to come and will feel like they are treading water well into
their old age.
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in 2013, than the 25.1 percent share of households without any tax-advantaged savings
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loans. But that only holds for households who are otherwise financially savvy. Households
that are prone to making financial mistakes because of a desire for instant gratification also
do not tend to save more because of access to pension loans. And households often borrow
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This would not change with stock investments in the trust funds. There may be other
considerations such as growing uncertainty over the exact trust fund exhaustion date
that could prevent such stock market investments, but the relevant bottom line for this
chapter is that households are not subject to financial market risk exposure under Social
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and Income Security Enhancement (RAISE) Act, S. 2455, 113th Congress (2013-2014).
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Family and Medical Insurance Leave Act of 2013, HR 3712, 113th Cong. (2013—-2014); Jane
Farrell and Sarah Jane Glynn, “The FAMILY Act: Facts and Frequently Asked Questions”
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of payroll (Social Security Administration, “Actuarial Publications, Provisions Affecting
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For an example of a specific proposal, see Christian E. Weller, “PURE: A Proposal for
More Retirement Income Security,” Journal of Aging and Social Policy 19, no. 1 (2007),
21-38, doi: 10.1300/J031v19n01_02. For a summary of potential state initiatives grouped
by household risk exposure, see Christian Weller and Amy Helburn, “States to the Rescue:
Policy Options for State Government to Promote Private Sector Retirement Savings,”
Journal of Pension Benefits (2010). See also David E. Morse, “State Initiatives to Expand
the Availability and Effectiveness of Private Sector Retirement Plans” (Washington, DC:
Center for Retirement Initiatives, Georgetown University, 2014) for a discussion of the
legal issues involved in developing state-sponsored savings options. And the Georgetown
University Center for Retirement Initiatives also presents a map with summaries of cur-
rent state-sponsored initiatives. Georgetown University Center for Retirement Initiatives,
“Look to the States for Innovation,” accessed May 6, 2015, http://cri.georgetown.edu/
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states/. Finally, the AARP Public Policy Institute has established a states resource page
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in establishing state-sponsored retirement savings options. AARP Public Policy Institute,
“State Retirement Savings Resource Center,” accessed May 5, 2015, http://www.aarp.
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Weller, “PURE: A Proposal for More Retirement Income Security.” The following
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ers (2.5 percent each): Teresa Ghilarducci, “Guaranteed Retirement Accounts: Toward
Retirement Income Security,” EPI Briefing Paper No. 204 (Washington, DC: Economic
Policy Institute, 2007) and Teresa Ghilarducci, When I'm Sixty-Four: The Plot against
Pensions and the Plan to Save Them (Princeton, NJ: Princeton University Press, 2008). For
a proposal that envisions starting at a three percent contribution and escalating to around
12 percent, see Rowland Davis and David Madland, “American Retirement Savings Could
Be Much Better” (Washington, DC: Center for American Progress, 2013).

States would establish a new pooled investment fund administered and managed by public
employee pension system, rather than mixing new savings from private sector workers with
the funds managed on behalf of public employees such as teachers, firefighters, and police
officers.

States could, for example, stipulate that money saved through a state-sponsored retirement
plan could only be invested in a specific range of low-cost, low-risk mutual funds.

For a more detailed discussion of investment options and households’ risk exposure with
each investment option, see Weller and Helburn, “States to the Rescue: Policy Options for
State Government to Promote Private Sector Retirement Savings.”

Ghilarducci in “Guaranteed Retirement Accounts: Toward Retirement Income Security,”
for instance, would create a public reserve fund or “balancing fund” that could cover any
potential shortfalls between the promised benefits and the actual income to the state-
sponsored pooled investment; and Davis and Madland, in “American Retirement Savings
Could Be Much Better,” would gradually adjust benefits for all current workers and retir-
ees to cover such potential shortfalls, although the risk of shortfalls happening in such
pooled investments is minimal and the expected shortfalls, if they happened, are small.
For detailed background on turning deductions into one credit, see Christian Weller and
Sam Ungar, “The Universal Savings Credit” (Washington, DC: Center for American
Progress, 2013). And Christian Weller and Sam Ungar, “Overhauling Federal Savings
Incentives. Tax Notes Special Report,” Tax Notes 142, no. 9 (2014), 1-9, offer a detailed
discussion of this proposal and address potential criticisms of it.

William Gale, in writing for the Tax Policy Center, argues that an 18 percent matching
tax credit is the equivalent of a 15 percent retirement savings deduction. “A Proposal to
Restructure Retirement Saving Incentives in a Weak Economy with Long-Term Deficits”
(Washington, DC: Urban-Brookings Tax Policy Center, 2011), http://www.brook-
ings.edu/~/media/research/files/papers/2011/9/08%20retirement%20incentives%20
gale/0908_retirement_incentives_gale.pdf

The exact credit rate depends on a number of factors such as how much revenue policy-
makers are willing to forego to incentivize savings, the subsequent maximum contribution
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amount that could qualify for the credit, as well as on the tax treatment of capital income—
interest, dividends, and capital gains in savings accounts. For a detailed discussion of these
issues, see Weller and Ungar, “Overhauling Federal Savings Incentives.”

Roger Altman and others, “Reforming Our Tax System, Reducing Our Deficit”
(Washington, DC: Center for American Progress, 2012); National Commission on Fiscal
Responsibility and Reform, “The Moment of Truth” (2010); Pete Domenici and Alice
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and Creating a Simple, Pro-Growth Tax System” (Washington, DC: Bipartisan Policy
Center, 2010); Daniel Baneman and others, “Options to Reform the Deduction for Home
Mortgage Interest” (Washington, DC: Urban-Brookings Tax Policy Center, 2011).

The streamlining of savings incentives discussed in this chapter could also occur without
changing the tax treatment of tax-advantaged savings accounts, although some complexity
may remain. The conversion of all deductions into one single credit, on the other hand,
already necessitates simplification, and I hence combine tax simplification with other sim-
plification aspects in this chapter.

Regulation needs to pay even closer attention to the costs and risks associated with tax-
advantaged savings than is currently the case. The Consumer Financial Protection Bureau
will play a crucial role in ensuring that savers will save and invest their money in appropri-
ate vehicles, regardless of whether the existing system of tax deductions stays in play or
whether a newly created tax credit replaces it.

These withdrawal reasons are default reasons—that is, savers can withdraw money for
these reasons—unless they contractually agree to a smaller set of withdrawal reasons.
Savers could, for instance, agree to invest their money in life insurance annuities that pay
a lifetime income upon retirement in exchange for giving up the opportunity to use their
savings for medical expenses, education, and other specified reasons. These choices also
include the choice to restrict one’s options if savers value the associated benefits of the
restrictions more than the restrictions.

Evidence from rules guiding 401(k) loans—an example of giving savers access to their
money before retirement with some restrictions—suggests that some savers value having
access to their savings before retirement and thus save more than they otherwise would
have. But the evidence also indicates that policymakers may want to put in place some
restrictions on such withdrawals to prevent financially less sophisticated households from
saving too little. See Jeffrey Wenger and Christian Weller, “Boon or Bane: Loans and
Employee Contributions,” Research on Aging 36, no. 5 (July, 2014), 527-556.

Christian Weller, “Fun with Numbers: Disclosing Risk to Individual Investors,” Journal of
Pension Benefits( Spring2 011).
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Plans” (Washington, DC: EBSA, April 2008), http://www.dol.gov/ebsa/pdf/fsQDIA.
pdf; US Department of Labor, Employee Benefits Security Administration (EBSA), “Field
Assistance Bulletin No. 2008—03" (Washington, DC: EBSA, April 2008), http://www.
dol.gov/ebsa/pdf/fab2008-3.pdf

For some discussion on default annuities in 401(k) plans, see William G. Gale, J. Mark
Iwry, David C. John, and Lina Walker, “Increasing Annuitization in 401(k) Plans with
Automatic Trial Income,” RSP Paper No. 2008—2 (Washington, DC: The Retirement
Security Project, 2008); J. Mark Iwry and John A. Turner, “Automatic Annuitization:
New Behavioral Strategies for Expanding Lifetime Incomes in 401(k)s,” RSP Paper No.
2009-2 (Washington, DC: The Retirement Security Project, 2009). For a discussion of
the cognitive limitations individuals face when valuing annuities, which points to the
role policy can play in encouraging annuitization, see Jeffrey R. Brown, Arie Kapteyn,



198 Notes

30.

31.

32.

34

Erzo F. P. Luttmer, and Olivia S. Mitchell, “Are Cognitive Constraints a Barrier to
Annuitization,” Issue Brief No. 15—6 (Boston, MA: Center for Retirement Research at
Boston College, 2015).

Christian E. Weller, “Making Sure Money Is Available When We Need It” (Washington,
DC: Center for American Progress, 2013); Christian Weller and Kate Sabatini, “From
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and Fairer” (Washington, DC: Center on Budget and Policy Priorities, 2013), http://www.
cbpp.org/cms/?fa=view&id=3948; Altman et al., “Reforming Our Tax System, Reducing
OurD eficit.”

The exact credit rates would again depend on maximum credit amounts and whether the
new system of credits for homeowners is supposed to be revenue-neutral relative to the
current system of mortgage interest deductions.

Considering what we know about heuristics in financial decisions, most households will
choose to make the minimum amount to get the higher credit, so that the minimum share
of the credit that goes into a savings account has to be reasonably large to build substan-
tial savings over time. For a discussion of heuristics in financial decisions, see Shlomo
Bernartzi and Richard Thaler, “Heuristics and Biases in Retirement Savings Behavior,”
Journal of Economic Perspectives 21, no. 3 (Summer 2007), 81-104. For a summary of the
evidence on so-called anchoring of complex financial decisions that inform some of the
relevant heuristics, see Cass Sunstein and Richard Thaler, Nudge: Improving Decisions about
Health, Wealth, and Happiness (London, UK: Penguin Books, 2009), 120-133.
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