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Preface

We wrote this book to reset the policy conversation around retirement. For years, the retirement conversation in policy circles has focused largely on “fixing” Social Security and Medicare, each of which has a trust fund that will be exhausted in the coming years. To be sure, Social Security and Medicare pose daunting challenges, but American’s overall retirement challenge is much broader.

As we explain, a sound retirement requires changes throughout the current system—from private insurance to retirement saving accounts to the labor market for older workers. Fortunately, all these changes are undoubtedly achievable. Indeed, we can dramatically improve the retirement system through a series of incremental reforms that largely preserve the current system.

As we also explain, retirement policy is about much more than retirement. Because retirement programs are a large part of the federal budget, retirement is about fiscal choices—and the policy tradeoffs inherent in spending trillions of dollars a year to achieve retirement security. Because the savings of American workers provides capital for investment that expands the economy, retirement policy is about macroeconomic growth. And because economies depend on labor, both in terms of the number of workers and the skills of older workers, retirement policy is about the labor market.

Retirement policy is also about equity. We believe strongly that anyone who spends most of their life working deserves to retire toward the end of it and not retire in poverty and hardship. We also believe that middle-class workers who have spent decades in the labor market and have made responsible choices along the way deserve a reasonable degree of prosperity in retirement.

Ultimately, however, retirement is about happiness. As people get older, they derive happiness from doing what they love outside of work, a retirement system that offers more hours of leisure makes people better off. But a sound retirement system isn’t just about enabling older workers to spend more time in retirement: it’s also about security. It’s about a system in which workers know that they can turn their savings into a steady cash flow in retirement, older Americans can age comfortably in their own homes, and older workers can decide when to retire.

In sum, we wrote this book to change American retirement in a way that makes people better off throughout their working lives and after.

That’s the “why,” but we also want to explain the “how.” In short, we wrote this book with a lot of help. The effort was launched with generous grants from the Alfred P. Sloan Foundation and the Laura and John Arnold Foundation (now Arnold Ventures LLC), which provided funding to the Brookings Institution and the Kellogg School of Management for us to elicit policy reform ideas from some of the nation’s top experts in retirement policy. We commissioned top economists and lawyers to propose manageable policy reforms that would improve the retirement system.

Our first event, in January 2019 at the Brookings Institution, for which we commissioned papers, focused on policies to enable people to work longer. Notable economists Robert Clark and John Shoven argued for Social Security reform to incent workers to continue working. Alicia Munnell, a titan in the field of retirement, and co-author Abigail Walters, proposed reforms to both encourage people to work longer and to better understand issues related to retirement. Jim Poterba, a world-renowned economist and retirement expert gave a masterful exposition of the current retirement system and where it stands.

Over the next two years, we held three more events and commissioned more papers. The second event was at the Kellogg School of Management and focused on annuity reform. We returned to Brookings for our third event, which focused on reforming reverse mortgages. By the time we reached our fourth event, for which we focused again on policies that would encourage people to work longer, COVID-19 was in full swing, and we were forced to hold the event virtually.

To help guide our work, we formed an advisory board that included experts from academia, industry, and advocacy organizations. We met with the board several times a year and relied on the board to guide our selection of topics and of the experts from whom to commission papers.

The work built on itself. We wrote papers to frame the discussion around each event to provide an overview of the relevant economic issues and help participants at the events and readers of the reports understand the current state of play around each topic. We wrote many op-eds on retirement policy, with one of us contributing regularly to the Wall Street Journal and the two of us jointly writing pieces for CNN.com, Fortune, and other outlets. We appeared on radio shows, spoke on podcasts, and discussed issues with the media. We spoke with Congressional staffs, other economists, and experts in the field.

We felt the time was right to combine the lessons we’d learned into a book, and the Smith Richardson Foundation generously provided funding for us to do so. We found a brilliant editor in Lawrence Haas, began writing, and, in the midst of the pandemic, retreated to our home offices to continue working on the manuscript.

As we were writing, we seemed to be aiming at a moving target. On some days, America’s retirement system seemed to be changing before our eyes. Long-term care facilities were hotbeds for transmitting COVID-19, and residents suffered heartbreaking rates of death. The stock market crashed, albeit temporarily, and some experts predicted widespread declines in housing prices—which would sharply curtail the resources available for retirees. Unemployment soared for workers overall, and older workers left the labor market in droves. We wondered whether retirement as we knew it was ending and whether we were writing a book for an earlier time.

In 2022, just as it seemed that the world was returning to a (new) normal, Russia invaded Ukraine, there was a surge of inflation the like of which we had not seen in 40 years, and the stock market took a (temporary) dive. When this book is published we very much hope that the war has ended and the economic upheavals will have eased or ended. But even if that is true, the scars will remain. Retirees may be more wary of institutional living, and some older workers may be less inclined to work face-to-face jobs. Savers will have been reminded of the uncertainty they face with respect to inflation and investment returns. Nevertheless, they will find that the post-pandemic retirement paradigm they are facing is nearly identical to that of pre-pandemic 2019. We still must improve. A new paradigm is needed and we hope that this book can do what the crises could not: help change the face of American retirement.

Martin Neil Baily

Benjamin H. Harris

Washington, DC
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Overview

Individuals and families face a new economic reality: since the turn of the century, median incomes have grown at only half the pace of the prior 15 years.1 As a result, annual pay increases are becoming rarer for many workers, who in turn are finding it harder to make their rent or mortgage payments and cover other basic expenses. Moreover, medical and college costs rise each year. Roughly 80 million Americans have debt with a debt collector, suggesting they’re living close to financial ruin.

The pandemic-driven economic downturn of 2020 was America’s second deep recession in a generation. The first—known as the Great Recession—began at the end of 2007, imposing severe harm on businesses and families that dragged on for years even after the economy began to recover from the recession. Unemployment peaked at 10 percent in October of 2009, with more than 15 million people out of work. Incomes shrank, stocks fell by more than half, and the housing market collapsed. Millions lost their homes, and almost all homeowners suffered a sharp decline in home values.2 The economy quickly recovered, but by 2022 there were new problems including a surge in inflation, a 20 percent market decline, and the threat of a third recession.

Slower overall economic growth and at least two recent recessions have imposed a huge financial burden on many families when it comes to saving for retirement. Not everyone is facing financial problems, of course. Some middle-income families have found ways to build substantial retirement accounts, while many affluent households have enjoyed robust income growth. But a broad segment of the middle class has struggled with little growth in their incomes even if they were able to continue working, while others were forced to retire earlier than they planned due to the recessions.

The financial burden on families to save for their retirement comes at a time when the nation’s retirement landscape is changing in big ways. Companies are phasing out pension plans, and governments are scaling back their pensions. Families must not only save, but they also must manage their investments and figure out how to live during their retirement on what they socked away. They do not know how long they will live, or if they will need expensive care, or have to pay for high medical bills.

Even though families are assuming a much bigger role in their retirement planning, government programs—namely, Social Security and Medicare—still play a critical role in Americans’ retirement security. Financially, however, these programs face major challenges. Slow economic growth, large tax cuts, and a rapid rise in the number of people collecting Social Security and Medicare benefits have combined to drive very large annual federal budget deficits, adding trillions of dollars to our federal debt. Meanwhile, the Great Recession, the pandemic-driven recession, and the federal policy responses to both added trillions more to the debt, pushing it to a level that’s roughly as large as the annual economy itself. At some point, such massive amounts of red ink will put more political pressure on the nation’s leaders to constrain the growth of federal “entitlement” programs, notably Social Security and Medicare. The programs surely will not vanish, but cuts to them may be a key part of any reform plan.

Nevertheless, America remains a very rich country that can address its retirement challenges. Low-income families have Social Security, Medicare, and Supplemental Security Income to help them avoid poverty. Middle-income families still have incomes that can cover basic needs with a bit left over, and they recognize that they must save and invest. Even though the stock market has suffered setbacks, it has risen a lot over the long term, helping savers build wealth for retirement and other purposes. But families at all income levels need more retirement help: they need access to solid retirement saving plans, and they need the ability to buy insurance policies at fair prices to protect themselves against too much uncertainty as they grow older.

Retirement: From Whence It Came

In the grand sweep of human history, retirement is a relatively new concept. Not until the 1880s did Otto Von Bismarck introduce the idea in Germany, and not until the 1920s did US corporations introduce policies to support retirement in America—and, even then, they were rare. President Franklin D. Roosevelt and Congress established Social Security in 1935, and the program paid its first monthly benefits in 1940. At that time, a man reaching age 21 had only a 54 percent chance of reaching 65 and collecting benefits.3 It wasn’t until the post-World War II economic boom that retirement became an attainable aspiration for many of America’s workers.

Today, retirement affects virtually all Americans, directly or indirectly. More than 46 million workers are retired, and tens of millions more are about to be.4 Roughly a third of today’s nearly $7 trillion federal budget is devoted to supporting Americans older than 65, and that share will grow to roughly half by 2051.5 At the state level, soaring pension liabilities have jeopardized the stability of public finances.6 Younger workers may be decades from retirement, but the decisions made by their older counterparts will shape the scope of their opportunities in the workforce and the extent to which future generations will support them in their own retirement. Moreover, the decisions of both working-age and retired Americans about saving and investing go a long way toward shaping economic growth.

Yet, as a concept, retirement has never fully fulfilled its promise. Social Security has stood as the bedrock of the retirement system and has helped countless retirees achieve a better life after work, but, for many, it doesn’t supply enough money to maintain a prosperous retirement. Company pensions used to provide lifetime security for those fortunate enough to have them, but Americans these days are far likelier to do their retirement saving through 401(k)-like accounts. And while some current retirees are still collecting pension incomes, pensions were never available to all workers. Because companies have largely eliminated traditional pensions, workers have traded the lifetime security of a pension for the chance to earn the higher returns associated with riskier investments in stocks and mutual funds. The trade has paid off for some who saved diligently and invested well, but it has left others with far too little. And many retire with little other than their Social Security benefits.

As we will discuss in this book, researchers do not agree about how well or poorly Americans are preparing for retirement. Certainly, many households have accumulated significant financial assets in retirement accounts or other saving vehicles.7 They have equity in their homes, and they may be able to earn additional funds by working part-time in retirement. Even these families, though, face significant challenges in managing their assets and ensuring that their income will cover their expenses for the rest of their lives.

Many other families are not saving enough.8 A recent study from the Stanford Longevity Center noted that “the vast majority of American workers of any age will be unable to replicate and maintain their standard of living if they retire fully from working at age 65. This may be a crisis for those that are unprepared for a significant drop in family income or aren’t prepared to work beyond age 65.”9 As we—the authors—judge the evidence, we think that large numbers of families approach retirement without adequate funds to ensure a secure retirement. Even if that does not amount to a saving crisis, there is certainly a widespread saving problem.

The saving shortfall, however large it may be, is exacerbated by inadequate products and strategies to enable savers to turn their saving into a secure retirement. That is, people entering retirement don’t have enough affordable financial and insurance products—like annuities, long-term care insurance, and reverse mortgages—to help make a nest egg last a lifetime. Instead, savers generally are pushed onto a path in which Social Security and Medicare are their only sources of guaranteed benefits (and “guarantee” is up for debate, as we shall discuss in the pages to come). Rather than plan adequately, they roll the dice to see whether their saving will cover their retirement.

Retirement, then, remains a mixed bag. Millions of workers enjoy a secure retirement that would have been unfathomable two generations ago. Retirement savers have stockpiled $22.5 trillion in assets and saved trillions more in their homes, businesses, and non-retirement financial assets.10 But about half of workers enter retirement with tiny nest eggs at best and only Social Security at worst. The Federal Reserve Board reported in 2020 that 25 percent of Americans do not have any retirement savings. And Social Security, by itself, does not provide generous benefits. (The average Social Security benefit in December 2020 was $1,544 a month, according to the Social Security Administration.)

All told, we believe that America’s retirement system works well for some and falls short for others, and a series of common-sense reforms by families, businesses, and government would improve it significantly. We wrote this book to provide a roadmap for making a mediocre retirement system work better for everyone.

Needed: A New Paradigm for Retirement

As noted, middle-class Americans used to rely on company pensions that provided a decent standard of living for as long as they lived and that, in many cases, also provided healthcare benefits that supplemented Medicare. Many families also saved for retirement, creating a nest egg to cover unexpected needs in retirement or to leave to their children. Some moderate-income families also had pensions through their unions, and those that didn’t relied heavily on Social Security, often supplemented by part-time work.

Today, private pensions have mostly disappeared for young workers and are scarce even for those approaching retirement. Although the federal government and most state governments still provide traditional pensions, they are scaling them back and asking government workers to rely on their own savings for a greater share of their retirement. Policymakers also have, in effect, reduced Social Security benefits. In 1983, they gradually raised the age at which retirees can receive their full benefit, from 65 where it was first set to 67 for those born in 1960 and later. Many people take “early” benefits at age 62 or soon afterward, but those monthly benefits are lower each month because they start earlier in retirement, and, as a result, early retirees often struggle to make ends meet on low benefit levels. People are living longer, exacerbating the danger that they will run out of money. And healthcare has become very expensive, even for Medicare beneficiaries. Poor retirees too often must choose between buying food and filling prescriptions.

To be sure, not everyone retires without enough money. Companies that once had pensions now offer 401(k) plans and contribute to individual employee accounts. Families are saving for retirement through 401(k)s or other saving plans and reaching retirement age with adequate or more than adequate resources. These families often don’t feel secure, however, because they don’t know how long they will live, they’re concerned that they’ll need full-time care at enormous cost, and they’ve seen wild swings in the economy and the stock market. Many families hoard their retirement saving against future risk and, as a result, do not enjoy the comfortable retirement they deserve.

Meanwhile, the current retirement paradigm is poorly designed. The federal tax code offers hundreds of billions a year in tax breaks to encourage savings but, studies show, they do little to increase total saving. Income annuities, which offer guaranteed income for life, have never realized their promise, partly because Americans don’t seem to understand their value and partly because the products are not well-designed to strengthen retirement security. The trillions of dollars of housing equity held by older households is difficult and costly to tap.11 And no worker on the cusp of retirement knows how much she needs to save because she cannot answer the most fundamental retirement question of all: How long will I live?

Nevertheless, if families, companies, and policymakers all took incremental steps to improve the retirement system, every American could achieve a more secure retirement. We can build on what’s working and make it better. Employers won’t again be offering company pensions and retiree healthcare, but they want to do more to help their employees. Social Security is a success, and policymakers should strengthen it financially—and they need not make radical changes to the program to do so. Despite the wide political divide, policymakers from both sides of the aisle could agree on other steps that can help families transition into a secure retirement.

If implemented, our proposals would create a new retirement paradigm. Each step is feasible and could receive wide support. Together, they would bring a major, much-needed shift toward retirement security for all.

The Agenda for Families, Companies, and Policymakers

The retirement challenge is big enough that everyone with a stake in it—families, companies, and policymakers—must act. Simply relying on families to save more is unrealistic and inefficient; they may save too much in their working years, reducing their well-being just in case they live into their late 90s, or they may save too little and leave themselves poor in their old age. Companies must be part of the solution since they administer the main vehicles through which workers save for retirement and offer some of the most promising strategies for helping workers turn their saving into security. So, too, must policymakers be part of the solution, since they have jurisdiction over everything from Social Security to the tax code. As we discuss in greater detail in the pages to follow, here is a synopsis of what each party must do:

Families must act. First and foremost, families must make sure that they don’t dip into their retirement funds prematurely unless they have no alternative. Second, they need a realistic retirement plan that recognizes that they may live for many years, perhaps into their 90s or beyond. Third, they must learn how to handle uncertainty—the uncertainty of returns on retirement saving, of one’s lifespan, and of one’s future health and whether one will need full-time care. Families need good advice to address these uncertainties.

Some workers don’t have access to a 401(k) plan on the job, which makes their retirement challenge much bigger, but they still can manage it. Workers can easily set up an IRA with a reputable financial company and put money in the account each week or month. Some workers get quarterly or annual bonuses, and companies can deposit them directly into a retirement account. As behavioral economists have concluded, workers find it much easier to save if the money comes out of their paychecks automatically. Families need access to automatic retirement savings, even if their employer doesn’t offer it or they work on their own. Some families simply will have to set up retirement accounts themselves.

To be sure, many workers barely make enough to live on. We cannot expect them to save much for retirement. Low-wage workers, however, pay a lot in Social Security and Medicare taxes, and they deserve to get enough in benefits to enable them to avoid poverty while they live in retirement.

The best way for low-wage workers to prepare for retirement is to work as long as they can and not draw Social Security benefits until they must. Ideally, they would wait until age 70 to tap Social Security because that will benefit them greatly. A retiree who waits to start collecting at 67 instead of 62 receives a 30 percent boost in monthly benefits. Each additional year of waiting adds another 8 percent. By waiting until 70, the beneficiary receives 77 percent more than someone who starts collecting at 62. Some people, of course, aren’t healthy enough to work into their late 60s or have medical conditions that may presage a short life. They should take benefits before 70. Everyone, however, should understand the tradeoffs involved in taking benefits and how to maximize the value of their Social Security.

Employers must act. Employers have exited the pension business en masse, viewing it as too costly and too risky. That is not entirely bad—if companies replace pensions with well-designed portable 401(k) plans or their equivalent. Workers with their own retirement accounts can change jobs or become self-employed without losing the funds that they’ve accumulated. Employers, however, must ensure that all of their employees are automatically enrolled in their retirement plans, and they should make their own contributions of at least 5 percent of an employee’s salary (and preferably more).

Employees have the right not to contribute to 401(k) plans, but, whether they do or not, employers should counsel everyone to save for retirement. Either way, employers should offer all of their employees the option to buy annuities with part of their retirement savings, offer them the option to buy long-term care insurance, and counsel them about the value of these insurance options.

Employers also should implement strategies to prevent discrimination against older workers and those with disabilities, who are often older. While physical endurance and mental capacity diminish with age, experience increases with age, and older workers are often more motivated to perform well than younger workers. For older workers, working longer can go a long way to helping them strengthen their retirement funds, but only if older workers can find suitable jobs.

Policymakers must act. Most importantly, policymakers must address the financial problems of Social Security and Medicare—both of which will run dry of their needed revenues in the coming years—while preserving their central role in retirement security. They can fix Social Security with a modest increase in taxes and reduction in benefits for more affluent recipients. While making these changes, however, policymakers must protect everyone against falling into poverty after a lifetime of work, even if they started collecting benefits at 62. A humane society will not let its oldest citizens live in poverty. Anyone who has spent their career on a production line or carrying boxes deserves to live in retirement with an income that is at least above the poverty line, if not substantially higher.

Medicare is a tougher problem to solve. The Affordable Care Act helped restrain the annual growth in Medicare costs, but that problem is far from solved. America’s healthcare system has features that make costs excessive for both the young and old. Policymakers must not require retirees to pay more of their own bills for essential health services than they can afford on retiree incomes.

The tax code offers valuable retirement savings incentives. Workers can contribute to 401(k)-type plans and IRAs from their before-tax income, and the returns on retirement assets are exempt from tax as they accrue. Retirees pay back the Treasury for some of these tax savings because, when they withdraw funds from their plans, their withdrawals are taxed as ordinary income. Nevertheless, the tax code’s retirement provisions cost the Treasury about $250 billion a year in lost revenue, and their tax benefits go overwhelmingly to high-income taxpayers who typically do not need tax incentives to secure a retirement nest egg.12

Policymakers should change these tax incentives so they provide most of their benefits to low- and middle-income households. Policymakers, for instance, could provide the same per-dollar benefit for retirement saving for everyone, regardless of income. Low-income retirement savers also could receive an automatic federal matching contribution for every dollar they contribute, up to a certain amount. In fact, low-income households could receive federal contributions to their accounts even if they themselves can’t contribute to them.

For these tax incentives to work, every household would need access to a 401(k)-type plan. Currently, nearly half of all workers don’t have it. Some states are providing access to retirement accounts to state residents, and more may do so. A federal program, however, would eliminate problems that can occur when people move from one state that provides access to another that does not.

Laws that preclude discrimination against women and minorities are strong and effective. Court rulings, however, have undermined the effectiveness of laws against age discrimination. Plaintiffs find it very hard to prove discrimination, and, as a result, many cases are never brought to court and employers rarely face penalties when they discriminate. As we discuss later in more detail, policymakers should amend the law to give age discrimination the same status in the courts as other forms of discrimination.

Although, as we have said, employers should offer insurance products to their employees as part of standard retirement packages and explain their advantages for workers once they become retirees, policymakers must improve the markets for these products through legislation or regulation. For example, long-term care insurance is very expensive, and it only partially covers costs. As a result, few people buy it. Consumers should have a choice of standard policies that they can understand and that employers can offer.

We Can Do This

Our agenda is ambitious, and it requires widespread buy-in from a wide range of stakeholders. It requires that the president and Congress enact laws to amend the tax code, Social Security, and a host of other programs. It requires that companies alter their practices and take a more active role in their workers’ retirements. And it requires that households act differently: save more, get smarter about their finances, and trade part of their 401(k) balances for insurance products.

These steps will not prove easy for policymakers, companies, or families to take, nor will they inevitably take them. But our agenda does not represent a radical change to the existing system. Social Security and Medicare will remain at the center of American retirement, and company retirement plans will remain the principal way that workers save. If policymakers, companies, and families do their part, we envision a much more secure and prosperous retirement system.

So, let’s begin by taking stock of where we are. How well are we doing when it comes to preparing for retirement? That is a surprisingly difficult question to answer.
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Retirement

How Are We Doing?

Is America facing a retirement saving crisis? Those who see a crisis note the near extinction of company pensions, low 401(k) balances for most workers when they retire, high poverty among older single women, soaring out-of-pocket health costs for retirees, and a Social Security Trust Fund that’s expected to be exhausted in 2034.1

Those who do not see a crisis point to the trillions of dollars that Americans have saved collectively for retirement, a Social Security system that has provided important retirement benefits for decades, low poverty among elderly persons, massive public spending on programs that promote a healthy retirement, and research showing that most households have been able to maintain their standard of living after they stop working.

We would not use the term “crisis,” but the retirement system has serious problems. Pensions, Social Security, and savings have been the traditional supports for families in retirement,2 supplemented by the Medicare health insurance program. This system is still working well for most current retirees. For example, a study using data from 2012 found that median household income of those 65 and older was $44,4003 (compared to just over $51,000, the median for all households), and the poverty rate was only 6.9 percent, lower than that of the general population.4 But not all current retirees are doing well, particularly older, single women and people of color, and, while most retirees today seem to be managing, the future looks more challenging with pensions disappearing and Social Security stressed.

As we discussed in Chapter 1, the retirement world has changed, and many American families have not adjusted to the new retirement reality, are not saving enough to replace the pensions they would have had in the past, and are not well-equipped to manage the uncertainties they face. The very nature of American retirement places too much risk on the backs of retirees.

Along with the disappearance of traditional pensions, building an adequate retirement nest egg has become more difficult because interest rates have been so low. Funds placed in bank accounts or safe bonds like Treasurys will earn returns that likely will not even keep up with inflation. The stock market promises higher returns but with much greater risk. A mix of stocks and bonds may be best for most people, but interest rates that are low relative to inflation mean that retirement savers must either save more or take greater risks to reach a given financial goal.

Even those who have had healthy incomes and saved considerable retirement funds face substantial uncertainties. Rather than spending down their retirement nest eggs over time, many retirees feel forced to stockpile assets in case they live longer than expected, need extended care, or experience high health costs. A fundamental part of the problem is the very structure of retirement: the ways that people accumulate assets, including through individually owned 401(k) plans and home equity, do not give people protection against the array of potential financial risks that they will face in retirement. As a result of this flawed system, a significant fraction of the population is not prepared for retirement.

Defined-Benefit Pensions and Defined Contribution (401(k)-type) Plans

Traditional pensions started as a way to attract and retain workers, particularly during times of worker shortages. These pensions were based on a model in which employees stayed with a single company for much of their working lives and, when they retired, received a pension that was often structured as a percentage of the salary they received during the last few years of employment. The employer was responsible for funding the pension payments, which lasted until the retiree died, sometimes with a provision to support a surviving spouse. These pensions were known as defined-benefit plans because employees knew how much they would receive, at least in relation to their future salary. The company providing the pension carried the risk of financial market fluctuations and retiree longevity. The highest pension participation rates were by government workers and unions members, although large companies frequently offered pension benefits as well.

Starting in the 1970s, private companies moved away from traditional pensions and toward retirement plans in which the employer contributed a percentage of the employee’s salary to a retirement fund. (For companies, these plans are termed “401(k) plans,” based on a provision in the federal tax code. Other legal entities operate under similar provisions of the tax code, such as 403(b) plans for non-profits.) These individual retirement accounts are known as defined-contribution plans since the employee knows how much the employer is contributing, but then must decide how to invest the fund (usually choosing among a set of mutual funds that the employer suggests). Up to an annual cap, employees can add their own tax-advantaged contributions to whatever the employer puts in their retirement fund; in some plans, the employer contributes only a small amount or nothing at all and employees largely fund their retirement accounts.

Once the employee retires, he or she must manage their own retirement fund, decide how to draw the money out over time, and assess whether there will be enough to last their lifetimes. For this reason, 401(k) plans are often deemed riskier for the worker. While this may well be a fair assessment, workers with defined-benefit pensions also bear risk—such as the risk that their pension plan does not have the assets to make all payments or that they don’t work for an employer long enough to gain benefits.

Generally, contributions to 401(k)-type plans come from before-tax income so that neither the employer nor employee pays tax on the amounts they place into these funds (up to a maximum amount under tax law). Once the retiree draws from their fund, however, they must pay taxes on what they take out (at that point, most people will pay a lower tax rate than they would have paid on their income while they were employed). To limit the tax break that 401(k) plans provide, retirees must make minimum withdrawals of a percentage of their fund each year—a percentage that rises with age. This required minimum distribution (RMD) starts when the individual reaches age 72, although of course they can start withdrawals earlier and draw out larger amounts. What remains in retirement funds when a retiree dies can be passed to their heirs, subject to complex tax provisions.

Self-employed workers, and workers without access to a 401(k)-type plan, can still make contributions to an Individual Retirement Account (IRA) with before-tax income. Furthermore, once an employee retires, the amount in their 401(k)-type plan is typically “rolled over” into an IRA account.

To encourage people not to draw on their 401(k) funds too early, the tax law imposes a tax penalty on amounts that account owners take out before age 59½, thus encouraging retirement saving and discouraging people from taking money out before they retire.5 For savers facing an emergency, an extensive set of rules lets owners take “hardship withdrawals” or loans from their accounts. These rules are intended to provide a measure of emergency access while still preserving the accounts’ purpose as a retirement saving vehicle.

We talk more about traditional defined-benefit pension plans versus defined-contribution (401(k)-type) plans later in this book, and we make some of the following key points:



• With traditional pensions, the employer makes the saving and investment decisions and then carries the investment and longevity risk. With defined-contribution plans, the worker carries those risks.

• Traditional, defined-benefit pensions were valued highly by workers but in practice they have not been the majority of private-sector retirement plans for a number of years, and, as we have said, these plans are being phased out in most firms.6

• An important advantage of 401(k)-type plans is that they let workers change jobs more easily and build up retirement assets even if they move from employer to employer or are self-employed.

• Another advantage of defined-contribution plans is that the moneys invested remain intact even if the company goes bankrupt. If a company with traditional pensions goes bankrupt, however, the pensions are taken over by a federal agency, the Pension Benefit Guaranty Corporation, and the benefits are often reduced.

• A concern about 401(k)-type plans or IRAs is that affluent families use them the most and get the biggest tax break from them.



Assessing How Well Americans Are Prepared for Retirement

It is surprisingly hard to assess how well-prepared Americans are for retirement. Economists use very different approaches, and it is difficult to collect reliable data. You would think that a simple strategy would be to speak with a sample of households and ask them where they stand. Unfortunately, that does not necessarily produce accurate estimates. Data from government sources like the Social Security Administration and the IRS do not jibe with information from surveys, even when the surveys are carefully conducted with in-person interviews. We will not burden our readers with all the reasons why it is hard to assess Americans’ preparedness for retirement, but it is worth highlighting the most important issues and trying to draw a reasonable bottom line.

The Life Cycle Model

Economists seek a framework (or model) within which to examine savings and consumption decisions over people’s lifetimes. They prefer the life cycle model, which looks at what a rational household would decide about how much to spend and how much to save to ensure that they have a sound retirement.7 The life cycle model predicts that people save part of their incomes when they are working, build up a retirement fund, and then use the money to live on when they retire. The amount saved will depend on how long people stay in the workforce, how much money they make, and how they plan to spend their retirement. Rational households, the model finds, will smooth consumption over their lifetimes, keeping spending at a similar level across years but also saving to protect against running out of money in old age, at a time when it would be very hard to go back to work. Households must also budget for large foreseen and unforeseen expenses, like home repairs or an unexpected illness.

Data on household consumption show it rising as people’s incomes grow in their peak earning years and then declining in retirement. That makes sense. Families with children consume more, and older people no longer need to pay for work clothes or the cost of commuting, and many of them own their homes and do not have to pay a mortgage. Older people spend less on food, raising concerns that they cannot afford enough to eat. That concern is valid for some poor older families, but generally the decline in food consumption comes because older people eat out less often than younger people.8

A 2006 paper by John Karl Scholz, Ananth Seshadri, and Surachai Khitatrakun built a sophisticated life cycle model that incorporated risky outcomes, like unknown earnings and unexpected health problems, to estimate an optimal wealth target for households with different characteristics. They then applied their model to roughly 10,000 households born between 1931 and 1941, using data through 1992. The results were striking.

American households born in the 1930s, they concluded, were doing a sound job of hitting their wealth targets. Only 15.6 percent of households were undersaving, and the undersavers tended to be short by only a few thousand dollars (typically, the gap was just $5,260 in 1992 dollars, or about $10,000 today).9 Some demographic groups tended overwhelmingly to hit their optimal wealth targets. An impressive 95 percent of the highest-earning households tended to hit their optimal wealth targets10, and married households also did particularly well.11 A follow-up study by Scholz, Seshadri, and William G. Gale found that American households were not doing quite as well: when they looked at a wider range of birth cohorts (not just those born between 1931 and 1941) and updated the data to 2004, they found that roughly three-quarters of Americans were hitting their wealth targets.12

Is the Life Cycle Model a Good Guide to the Future?

On the face of it, the conclusions from this research seem to fit well with the findings that we reported earlier in this chapter showing that older households in 2012 generally had incomes not too far from the incomes of all households. But it is important to look under the hood: How have families hit their retirement targets? In the middle of the income distribution, households aged 65 and older get about half of their income from Social Security, about a quarter from traditional (defined-benefit) pensions, about 10 or 12 percent from continuing to work for pay, only 6 percent from IRA accounts, and 5 percent from interest and dividends. That is, retiree households are not relying on drawing down their retirement savings but instead are getting most of their income from employer or government programs and from continued work. At the bottom of the income distribution, as you might expect, Social Security accounts for around 80 percent of income.13 Even at the top of the income distribution, IRA income is only 10 or 12 percent, and most of the income of these groups comes from pensions and earnings. Social Security is still important for all but the very top 10 percent of the income ladder, accounting for a quarter or a third of income. This does not suggest that the life cycle model was wrong, but it does suggest that we need to be careful in our interpretation. Historically, at least, Americans have relied on the government and employers to make the saving decisions and manage their retirement funds.14 Surveys of household wealth confirm that most households have only modest amounts saved in retirement accounts or indeed in any financial asset.15 Except for those in the top wealth brackets, retiree wealth comes mostly from the lifetime value of their Social Security benefits and from what they have accumulated in their family homes. (The notion of characterizing Social Security benefits as wealth is not entirely obvious. Economists often include expected Social Security benefits in household wealth because the benefits are structured like an annuity, which is a form of wealth.)

Since pensions are disappearing, one main source of retiree income will eventually dissipate, suggesting that households will have to assume much more responsibility for their own saving. Since many retirees hold much of their wealth in their family home, an important consideration for them will be how they take advantage of the home equity they own. (We address this issue in much more detail later in the book.)

Some middle- and upper-income households accumulate substantial financial assets for retirement, but they often don’t use it in predictable ways. A large fraction of this affluent group does not draw down their wealth to live on in retirement, as a finding from academic studies shows; instead, they hold onto the money and watch it grow larger. Shockingly, they have more wealth at 85 than they had at 65!16 We do not know for sure why they do this, but one plausible answer is that they are worried they will need to pay for an expensive nursing home or in-home care at some point in the future. And they figure that if that turns out not to be true, then their children will get the money. There is nothing irrational about doing this, but it puts a different perspective on the life cycle model. Rather than using retirement savings to live more comfortably in their golden years, many families feel that they must hold on to their savings in case they face a huge expense in their last few years.

This tendency to hoard savings can extend even to obvious oversaving during working years. Saving is a virtue, but oversaving has a serious downside. It means that many people shortchange their happiness in their younger years, foregoing the happiness that can come from everything from a family vacation to a larger house. Beyond concerns about the need for nursing home care, these households engage in “precautionary saving” in case they live longer than average and run out of assets, forcing them to live solely on a Social Security check.

Behavioral Perspectives

If people try to follow the behavior that the life cycle model implies, that puts heavy demands on their ability to make the right decisions and do so while facing much uncertainty. Someone in their 30s or 40s has to look ahead 50 years or even more, factor in how much income they will make, consider the fluctuations in inflation and investment markets, think about their children’s college expenses, and decide whether they will need end-of-life care and what it will cost.

Two psychologists, Daniel Kahneman and Amos Tversky, questioned whether it is correct to attribute this level of rationality to people and if actual behavior matched the life cycle model. They found that people often do not make good decisions when they face complex, uncertain situations. This contribution proved so noteworthy that Kahneman won the Nobel Prize in economics for his work.17

Economist Richard Thaler, who also won a Noble Prize, focused on savings and retirement decisions and found that many Americans are not saving enough to maintain their standard of living. Among other reforms, he advocates for company retirement savings plans in which employees automatically enroll unless they specifically choose to opt out. This call for automatic enrollment is part of a broader argument by Thaler and others that people will benefit if they are “nudged” to save more, including through saving plans in which the result of “doing nothing” is having part of your paycheck deposited into a retirement account.18 Indeed, in instances when it’s been tried, automatic enrollment has dramatically increased participation in savings plans.

An attendant problem, which is the focus of a later chapter, is why saving is so hard for so many. Economist David Laibson, a leader in this field, concluded that saving problems are the result of the overwhelming power of immediate consumption—a force so great for so many that it overshadows people’s desire to protect their future selves. He suggests that people pre-commit to a retirement savings plan that locks them into saving.19 Under Laibson’s approach, we should protect our savings from the lure of the latest tech product or luxury car by setting rules for saving before we feel the inevitable pull to spend.

Other Approaches

These considerations suggest that a simpler, more pragmatic approach to assessing retirement preparedness may be appropriate. One such approach is the concept of replacement rates, whereby workers aim to accumulate enough saving to “replace” a particular proportion of their working-years income. One notable measure is calculated by Boston College’s Center for Retirement Research (CRR), which, since 2006, has published a replacement rate-based measure known as the National Retirement Risk Index and which published its most recent measure in January 2021. The CRR uses this index to estimate the share of pre-retirement households that are saving adequately for retirement. The heart of the analysis compares CRR’s “target” replacement rates with the replacement rates that households could expect given their current income and saving path. CRR assumes that replacement rates differ somewhat by marital status and income level, and the percentages differ by marital status because some household costs rise as the number of people in the household grows.

CRR then uses Federal Reserve information on consumer finances20 to determine what fraction of Americans are “at risk” of being unable to meet their target level of consumption in retirement. The results are sobering. CRR estimated that for households that retire at age 65, 49 percent are at risk. This figure is down slightly from the 2016 estimate due to stock market and home price increases, but it is much higher than the 43 percent estimate of households based on 2004 data before the financial crisis. The pandemic and the inflation of 2022 have undoubtedly made the at-risk group larger also. CRR concludes that younger households are not preparing themselves for retirement as well as earlier generations did and are more in danger of being at risk when they retire: 58 percent of those in households in their 30s and 48 percent in their 40s are in the at-risk category. CRR did not have comparable data covering the COVID-19 pandemic, but it estimated that the percentage of all households in the at-risk category rose to 51 percent due to the effects of COVID-19.

Another simple way to assess retirement preparedness is to survey households. The results show a picture of a “glass half full and half empty.” In April of 2019, a Gallup poll of working age Americans found that 57 percent of non-retired American expected to be able to live comfortably in retirement. That figure had risen substantially since 2012, when just 38 percent of non-retirees said they expected a comfortable retirement. And a long-running survey by the Employee Benefit Research Institute found that, in 2015, 58 percent of Americans were either very confident (22 percent) or somewhat confident (36 percent) that they would have enough money to live comfortably in retirement (based on their own definition of “enough”). Lots of Americans are comfortable with or confident about their prospects for retirement, this survey says, but 42 percent are not.

A 2020 survey (during the pandemic) reported by the Federal Reserve Board21 found a more troubling picture of how people are doing. The survey found that only 36 percent of households thought their retirement saving was “on track,” while 44 percent said they were “not on track” and 20 percent were not sure. There were sizable racial differences, with 42 percent of Whites saying their saving was on track while only 25 percent of Blacks said the same. The same survey also found that 26 percent of respondents reported they had no retirement saving.

The bottom line on retirement saving is that most of today’s seniors are having their basic needs met, while many are thriving. Current retirees are still benefitting from traditional pensions while also enjoying reliable income from Social Security. There are certainly older Americans today who are short of money and struggling to find enough for food, medicine, and living expenses, but these are the exceptions. The best evidence suggests a low poverty rate among those older than 65 and adequate income among the majority.

The comfort of today’s retirees, however, does not mean that tomorrow’s retirees will fare as well or that the current system is perfect. The dearth of pensions for current workers means that there are many more questions about the adequacy of saving for future generations. Not all workers today have access to a retirement plan, like a 401(k), and many find it hard to contribute each month given their low wages and high day-to-day expenses.

Indeed, as the retirement system evolves toward individual accounts and away from company pensions, Americans will have to adjust to a world in which they manage their own retirement. In contrast to that of years ago, this system confers an enormous amount of risk on families that, in turn, respond by changing the way they save, consume, and invest. We have said that uncertainty plays a critical role in retirement planning, and, in the next section, we expand on this point and describe the importance of uncertainty on retirement, a theme that is pervasive throughout the book.

The Critical Role of Uncertainty

Much of the discussion around retirement saving and spending focuses on what amount each household should save. The complicated part of this approach is that no one knows what their future holds. Will they get sick? Live to 110? Pick the best performing stocks or receive a large inheritance? The right amount of saving for one person may not be enough another—and luck has a lot to do with it.

Perhaps the greatest uncertainty is lifespan: people simply don’t know how long they’ll live. Life expectancy, which is a well-known concept, is the average number of years that people who were born in a given year will live. We can make the same calculation for people at any given age. For instance, how long will someone likely live once they’ve reached the age of, say, 20, or 30, or 60.22

In the United States, life expectancy has been gradually rising, from about 50 years at the turn of the 20th century to close to 80 today. But progress has been stagnating in America (especially compared to other developed countries), with virtually no growth in the years leading up to COVID-19 and a small, sharp drop due to its impacts on mortality in 2020. While health experts do not expect COVID-19’s impact on life expectancy to endure, the ongoing stagnation is more concerning.

The path of population-wide life expectancy is one uncertainty: at age 30, a person doesn’t know how long people in her birth cohort will be living when she reaches retirement. Will medical advancements and healthier lifestyle make “80 the new 60,” with much higher life expectancy in 2060? Or will stagnating, or even declining, life expectancies mean that lifespans will be less, on average, than expected?
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Figure 2.1 Distribution of projected age of death for men and women age 60, as of 2017.

Source: Social Security Administration Period Life Tables.



Population-wide change in life expectancy is just one uncertainty; another is that, for a given life expectancy, people simply don’t know how long they themselves will live, no matter the population-wide average. Social Security Administration estimates illustrate the size of this uncertainty. In 2017, the median 60-year-old man was expected to live to 82 and the median 60-year-old woman to live to 85.23 But, as Figure 2.1 shows, the actual ages at which people would die varied greatly around those medians. Given the mortality patterns of 2017, about a third of men who were then 60 would live to 87 (i.e., 5 years beyond the median) and about 12 percent to 93 (11 years beyond the median). Among 60-year-old women, about a third would live to 90 (again, an extra 5 years) and about 10 percent to 96 (again, an extra 11).24 Those with higher earnings have significantly longer life expectancies than those with lower earnings, and the longevity gap between them has been growing.25 As longevity rises, the shares of men and women living to advanced ages will grow even more. (In 2020, COVID-19 cut life expectancy in America by 1.5 years.)26

To some extent, individuals may be able to predict when they will likely die. However, in reality, the evidence suggests that people are not very good at such predictions. In 1992, researchers asked people between the ages of 51 and 61 to assess the probability that they would live to 75, and they could express that probability from 0 to 100 percent in 10-percentage-point increments (e.g., 20 percent, 30 percent, and so on).27 By 2010, as shown in Table 2.1, researchers could see how many of the older interviewees—those born between 1931 and 1934—had made it to age 75.

A large share of people reported probabilities of 50 or 100 percent. The more optimistic one was, the likelier that one would live longer.28 Nevertheless, actual survival rates differed notably from anticipated survival rates. Among those who thought they had a low chance of living to 75, actual survival rates were consistently higher, sometimes by a lot. Roughly half of those who said they had no chance of living to 75 actually did. Among those who thought they had a 40 or 50 percent chance, the share living to 75 was considerably larger (69 percent and 75 percent, respectively).





Table 2.1 Chances of living to age 75, based on expectations: Weighted tabulation of actual survival to age 75 by response to question about subjective mortality expectation asked in 1992 of persons aged 58–61 years. Source: Abraham and Harris (2016).

   



	Subjective probability of living to age 75
	Actual probability of living to age 75
	Unweighted sample size





	0
	49.2
	218



	10
	59.9
	65



	20
	64.6
	107



	30
	71.2
	130



	40
	68.9
	110



	50
	75.1
	702



	60
	78.4
	168



	70
	80.9
	284



	80
	80.1
	434



	90
	82.5
	222



	100
	78.2
	664







Uncertainty over longevity and the difficulty of planning for it are even bigger for married (or cohabitating) couples. Because couples plan for the retirement of all household members, they must account for the probability that one or both will live to 80, or 90, or even older.

Uncertainty over longevity, of course, makes retirement planning exceptionally hard. Beyond that, unknown health costs, including for long-term care, can further complicate planning. Out-of-pocket spending for health services among 75- to 79-year-olds in 2003, for instance, averaged about $2,400, with those costs rising to nearly $22,000 for those who spent the most.29

Another uncertainty centers around healthcare costs. Nearly all those older than 65 are covered by Medicare or an employer-sponsored plan, but not all healthcare expenses are covered, and retirees must make co-payments. The biggest healthcare uncertainty arises for those who need full-time care in a nursing home or from a full-time, at-home care specialist. Those without significant assets, or who run through their assets, can be admitted to a Medicaid-funded nursing home. The quality of care in these homes is often not very good, so many families try to avoid them. As we noted earlier, upper middle-class families who have saved a substantial nest egg at retirement often do not use their savings for regular living expenses but instead hoard them, so they often have funds to help cover such healthcare costs and avoid a Medicaid-funded nursing home.

Another uncertainty is the return on investments. Stock returns can be especially volatile; over the past 20 years, the S&P 500 index has risen in 15 years and fallen in 5, with returns rising by as much as 29.6 percent and falling by as much as 38.5 percent, year over year. Interest rates matter, too, not just for holders of interest-bearing bonds but for retirees who want to convert their savings to annuities (whose price depends critically on interest rates). Interest rates also affect the costs that some retirees bear, including those who have incurred credit card debt or who hold a variable rate mortgage.

Tax policy adds an additional uncertainty. Its main source is changing tax rates, but other tax changes can affect retirement planning as well. Tax rates on both ordinary and investment income change the amount that a saver needs to save. Income tax rate cuts in 2001 and 2017, for instance, raised the after-tax value of retirement savings since contributions to retirement plans30 were typically exempt from income tax, but withdrawals will largely be taxed at individual income tax rates.31 Still more uncertainty comes from changes to the rules governing retirement plans, such as the 2019 change to annual required minimum distributions that let people draw down their retirement savings more slowly without facing a penalty.

One uncertainty that’s particularly hard to quantify is the potential for changes to two major public programs: Social Security and Medicare. The Social Security Trust Fund is currently projected to be exhausted in 2034, meaning that it won’t have sufficient funds to pay all the benefits owed to retirees. At that point, the government would have to cut benefits or raise new revenue, such as by increasing payroll taxes that finance Social Security or transferring funds from the Treasury. While a future president and Congress almost certainly will not let Social Security benefits for current retirees be cut without significant advance notice for retirees—the reforms that President Reagan and Congress enacted in 1983 are still phasing in today—there’s no guarantee that policymakers will preserve the full benefits that the law currently requires. Similarly, concerns over soaring health costs could prompt reforms to Medicare, which could affect out-of-pocket health spending for retirees.

Housing is an underappreciated uncertainty. Home ownership represents one of the largest investments of retirees, with housing comprising about a fifth of total assets for households aged 60 and older. A golden rule of investing is to diversify, which means to hold a range of different assets that do not all rise and fall together. An owner-occupied home is an undiversified investment, a single piece of property, which makes it a risky investment. On the other hand, housing prices historically have been far less volatile than stocks. That convinced many people that real estate was a very safe investment despite the lack of diversification. The housing price decline of 2007 and beyond shattered many beliefs about housing’s safety as an investment. There were sharp declines in home prices across many US markets, and prices remained depressed for some time. Housing risk does not just apply to homeowners. Roughly 22 percent of retirement-age households are renters, and, for these households, market rents comprise a large share of their spending. Rent increases can cut deeply into the standard of living of low- and moderate-income households.

Inflation poses a risk for retirees, particularly those who have purchased bonds as an important part of their retirement assets. Inflation erodes the value of most bonds, reducing their purchasing power. However, there are some mitigating factors that can reduce the effect of inflation on retirees. First, most older households get much of their income and in-kind benefits through Social Security checks and Medicare benefits, both of which are adjusted for inflation. Second, inflation has a marked impact on most debt, but relatively few older households are debtors since they’ve paid off their mortgages, student loans, and car loans. Third, some private sources of income, such as inflation-indexed Treasury bonds, are explicitly linked to prices. Nevertheless, for the small share of households that are either heavily invested in bonds or, conversely, that owe money through fixed-rate debt (like mortgages), inflation can be a meaningful risk to consider. Inflation had been very moderate for a number of years but in 2022 inflation jumped, causing distress to workers and retirees. This episode reminds us that inflation risk has not disappeared.

For older households, the various sources of uncertainty are compounded by the difficulty in mitigating their effects. Typically, younger households have more flexibility to increase their work hours if they need to address a shortfall in income; it’s usually very difficult or impossible for an 80-year-old retiree to return to work if he or she needs more income to maintain their standard of living. Also, cost increases or income declines are often related to an event that permanently changes a household’s financial outlook. A spouse’s death often can mean sharp declines in Social Security, pension, or annuity benefits, while the need for long-term care can mean prolonged higher costs for care.

Much of this book addresses sources of uncertainty and how to mitigate them. For example, we later discuss how annuities—contracts that pay a given amount for life—can help people handle uncertainty about lifespan. And long-term care insurance can help address uncertainty about illness and need for care. As a general matter, one of the biggest criticisms of the current retirement system is that, outside of Social Security and Medicare, it presents few options for addressing uncertainty. In the third section of the book, we suggest how to change that.

Summing Up

Many of the issues confronting our country—and planet—seem out of control, if not hopeless. Retirement presents a more hopeful picture. Today’s retirees are mostly doing well. Social Security has provided a reliable source of retirement income for 85 years, and Medicare provides essential health insurance to almost all older Americans. Some building blocks of a strong retirement system are in place, but it will take major changes to ensure that future retirement is secure. Social Security and Medicare’s preservations are a top priority to ensure that no retirees are forced into poverty. But Social Security provides only a minimum level of income, and it is just one piece of the retirement puzzle. To ensure a comfortable retirement for most Americans requires a new paradigm in which households learn to save consistently, manage their funds, and deal with the uncertainties that all of us face. Employers and policymakers will need to help because most people struggle to do this on their own. The rest of this book is devoted to outlining this new paradigm.

A new paradigm for retirement, however, would do more than ensure a comfortable retirement for millions of Americans. It also would help spur more economic growth, as we see in the next chapter.
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Retirement and Economic Growth

There is a profound connection between retirement and economic growth that moves in two directions. The rate of economic growth impacts retirement programs, while the retirement decisions of families influence the speed of economic growth.

The first of these effects is large, and we mention it at several points in this book. Specifically, economic stagnation due to slowing growth in the labor force and productivity puts a lot of stress on Social Security and Medicare finances. The second effect is smaller, though still important: rising household saving makes more funds available for investment, an important source of economic growth.1

We start by looking at the first of these effects: how the slowdown in economic growth has impacted the retirement landscape.

The Impact of Slow Economic Growth on Retirement Policies and Decisions

Strong population growth has been a US trend. In 1700, America’s population was an estimated 251,000, rising to 5.3 million by 1800, 76.2 million by 1900, and 331.4 million by April 2020.2 Each generation of Americans has been larger than its predecessor, and the belief that this would persist was a factor in how policymakers designed Social Security’s retirement program. In recent years, however, the population growth rate has slowed dramatically. Each generation is still larger than the one before, but not by much.

As discussed in greater detail in the next chapter, Social Security’s largest component by far is the retirement program from which Americans receive benefits monthly, with the benefit level depending on each individual’s work history and the age at which they choose to start collecting benefits (between ages 62 and 70). Workers pay payroll taxes on their wages to finance the retirement benefits of current retirees. For many years after the program started, tax contributions exceeded benefits paid, nourishing a substantial trust fund that reached $2.9 trillion in 2019.3

Over time, policymakers expanded benefits,4 retirees lived longer, and, importantly, the rate of increase in the population slowed. After World War II, families had more children, and this fertility boost continued into the 1950s. In 1960 the fertility rate—the number of children per woman—was 3.65, but this fell to 2.01 by 1972 and 1.71 by 2019.5 At this rate, the population would actually be declining over time, and it is only immigration that maintains population growth.6 COVID-19 has caused an additional decline in the fertility rate, with the number of births falling 4 percent between 2019 and 2020.7 With the pandemic continuing into 2021, we will have to wait and see whether births pick up once it is finally over.

The decline in fertility translated into a slowdown in the rate of labor force growth. The two do not move exactly together because of changes in the number of Americans who choose to work and the availability of jobs. The percent of the population that was working rose from 1960 to the mid-1990s with the influx of young people and the increase in women choosing to work. In 2008 and 2009 the Great Recession triggered a drop in employment, which then gradually recovered until 2019, although the aging of the population is causing a long-term decline in the ratio of employment to population and an increase in the number of people collecting Social Security benefits.8 These demographic changes, in turn, have caused big shifts in the ratio of workers contributing to the Social Security Trust Fund relative to the number of people drawing benefits. In 1960, there were 6.1 workers paying into the system for each beneficiary, a figure that fell to 3.2 by 1980 and 2.6 by 2020.9 In 2060, there will be only a projected 2.0 workers contributing for each beneficiary. (COVID-19 caused a sharp drop in employment, but we expect this will be mostly reversed by 2023.)

Largely due to the decline in the number of workers paying into Social Security relative to the number collecting benefits, the trust fund is now shrinking, and the Social Security Administration expects it to be exhausted by 2034. Of course, even after the fund is exhausted, there will be contributions coming into it and policymakers can supplement it with general revenues. Nevertheless, the demographic changes have put this key retirement program under stress.

Richer Than Their Parents?

Another important American belief has been that improvements in technology and productivity will drive income increases that make each generation richer than their parents. Over the long term, the economy has indeed brought affluence to millions, with living standards rising spectacularly especially in the decades after World War II. Recent years have seen a more mixed experience. Although technology seems to move with bewildering speed, productivity growth—the key driver of improvements in living standards—has been sluggish since the early 1970s, as we discuss later in this chapter. Furthermore, large increases in the cost of healthcare have meant that much of the improvement in worker compensation has been absorbed by the cost of health insurance premiums, leaving smaller increases in take-home pay. Also, the distribution of earnings has widened, so that workers at the top of the distribution have done very well but those lower down have seen only modest wage increases, if any. Most American households have had to adjust to a slow pace of improvements in living standards, and some have not been able to enjoy the lifestyles of their parents. What does this mean for retirement?

Slow growth in wages adds to the problem of slow growth in the workforce. As noted, Social Security is financed from the wages of workers, and wage growth across generations has made it easier to finance Social Security retirement benefits. Now that earnings for most workers are only growing slowly, that puts more of a burden on each generation as they pay payroll taxes to support beneficiaries.

How private retirement saving has been impacted by slower growth is not clear. Private saving rates have varied over time and are lower now than they were at peak periods in the past, but explaining these changes has proven hard. There are offsetting factors. Smaller families create less of a financial burden on the parents. But many people find it hard to accept that their incomes are not rising over time or that they cannot live as well as their parents. Medical bills and housing costs have risen enormously and so have college tuitions. Many families, we believe, find it hard to save adequately for retirement, and a slowly growing economy has made it harder.

The Potential Impact of Retirement Saving on Economic Growth

What is the best way to spur growth? In what is largely a two-sided debate, one side promotes more tax cuts so that individuals and businesses have more money to save or invest as they see fit. The other side promotes greater public investment in education and training, infrastructure, and other physical capital (such as equipment or software) so that people have the skills to do the increasingly sophisticated jobs of today and tomorrow, and businesses have thriving communities in which to locate.

Retirement policy can also help spur more economic growth. On its own, to be sure, it will not take sluggish growth and make it robust. But retirement policy can make a difference. That is because more saving—which a strong retirement policy would promote—makes more funds available in the economy for investment, and it reduces the need for foreign borrowing to secure investment dollars. In addition, the more years that Americans work—to increase their savings and better prepare for retirement—the larger the labor force will be. That is particularly important because a larger labor force is a key tool of higher economic growth, and the labor force is not expected to grow as quickly in the coming years as it did in the past, as we noted earlier.

In the rest of this chapter, we outline the connection between retirement policies and economic growth. Every other chapter focuses on individuals, in hopes of helping Americans achieve a more secure retirement. This chapter explains why more saving is helpful to the economy as well. We believe that this “macro” perspective is valuable because it offers additional motivation for creating sound retirement policies.

Strong Economic Growth Has Been Elusive

America’s economy has not grown at a consistently high rate in recent decades, in part due to slow population growth. Like other nations with advanced economies, the United States is experiencing lower birth rates, leading to slower growth in the population in general and in the labor force in particular. The labor force grew 1.7 percent a year between 1974 and 2001, but only 0.7 percent a year from 2001 to 2021; in the future, it is projected to grow only about 0.4 percent a year.10 As the share of Americans working or seeking a job fell, COVID-19 caused a sharp drop in the labor force in 2020 that is only slowly returning to normal.

Slower growth in productivity also has constrained economic growth over the past two decades. After growing strongly for a quarter-century after World War II, the growth in labor productivity (what workers on average produce in a given time period) fell sharply in the early 1970s and has remained sluggish ever since, except for about a decade starting in the mid-1990s.

Together, the slow growth of the labor force and of productivity drive the slow growth in our economy’s ability to produce. This concept, known as potential gross domestic product (GDP), measures the size of the economy if workers and capital are firing on all cylinders. (Economists use this measure to distinguish “ability to produce” from actual production, as the latter is influenced by the ups and downs of the business cycle.) Before COVID-19, potential GDP grew at only about 2 percent a year from 2002 to 2018, and the Congressional Budget Office (CBO) projected that it would grow by only 1.9 percent a year from 2019 through 2029 and would slow later in the decade. From 1950 to 2002, by contrast, growth averaged more than 3 percent a year.11

Slower growth has limited the rise in average living standards and made the nation’s long-term federal budget challenge—huge annual deficits and ever-rising debt—even larger. As the population ages, more people become eligible for Social Security, Medicare, and Medicaid, and spending on each of those programs rises as a share of the economy. The rise in that share would be smaller, of course, if the economy were growing faster and the economic pie were expanding more. Meanwhile, slow economic growth limited the financial health of households because wages and incomes have grown more slowly. With wages and incomes only creeping upward, and with the costs of healthcare, education, and other crucial needs growing substantially, middle-class families have experienced a decline in their net wealth since the late 1990s.12

Retirement policy is one way to increase national savings. An effective retirement strategy should help ensure that working-age Americans set aside enough money to live comfortably when they retire. Those savings, in turn, can provide the resources for investment that will fuel stronger economic growth—everything from more funding for infrastructure to additional capital for businesses to spend on research and development. In the absence of sufficient US saving, the private sector and government have only two options for financing promising new investments: borrowing from abroad or forgoing the project. Relying on foreign investment can certainly benefit Americans, all else being equal, but it also means that a share of the gains will flow outside our borders; forgoing promising investment is a worse option because, then, productive products never see the light of day.

Retirement policy also should encourage people to keep working rather than retire too early. Life expectancy has risen, and most people are staying healthy longer and can keep working. That would improve the financial status of older households and increase the size of the labor force. By working longer, older Americans can help both themselves and the economy. By reforming tax and benefit laws, changing workplace incentives, and mitigating discrimination against older workers, policymakers and business leaders can change the calculus around retirement so that it makes financial sense for workers to stay in the workforce.

Should Policymakers Foster Higher Economic Growth?

We think so, though the issue can be surprisingly controversial. For several decades, some experts have questioned the value of economic growth,13 arguing that the modern economy is unsustainable and we will soon run out of natural resources, such as oil and gas, raw materials, and agriculturally suitable land. With global climate change a more recent top concern, others have argued that by generating more pollution, economic growth has made that problem worse. Rather than promote growth, they argue, policymakers should promote a more balanced “sustainable development,” meaning a policy that promotes growth without extinguishing scarce natural resources or reducing environmental quality.

Well, the world did not run out of natural resources. The productivity of farming soared, and we produced previously unimaginable amounts of food from each acre. We used less water per day in 2015 than in 1970—and with a population that is more than 50 percent larger. And the shift toward a digital economy means that we simply consume less stuff. The concern about pollution has proved prophetic, however, with greenhouse gases now mounting a very serious threat to the planet.

Does the pollution threat weaken the argument for policies to increase the pool of investment funds or create new technologies? We do not think so. We strongly support policies to reduce emissions and other pollutants, even if that sacrifices some amount of economic growth. But, in shifting from traditional energy sources to cleaner alternatives, the nation will have an even greater need for higher saving and higher rates of productivity. That is because a massive shift in energy production requires an equally massive investment in research and a retooling of the energy infrastructure. Indeed, funds for investment are a necessary component in the critical transformation to renewable energy and away from fossil fuels.

Should Policymakers Encourage People to Work Longer?

In France, in late 2019, workers launched strikes to protest retirement policy reforms that included an increase, from 62 to 64, in the age at which retirees could get their full retirement benefits. French workers are famous for striking, but Americans might have reacted similarly because raising the normal retirement age is unpopular with Americans as well.

In this book, we do not propose policies to force anyone to work longer. In fact, we argue that Social Security reforms should ensure that no one ends up in poverty after a lifetime of work, even those who decide to stop working at 62 and begin drawing Social Security benefits. Nevertheless, the nation faces some tough arithmetic.

In prior decades, with a higher birth rate and a younger population in general, there were many more workers than retirees in the United States and, with workers funding Social Security and Medicare through payroll taxes, the financing burdens on those workers were not great. As America’s birth rate fell, however, the number of workers per retiree fell with it, raising the burden on the workers of today and tomorrow to support the retirees of their day.14 Their burden grew even more with the increase in life expectancy, which means that workers are supporting more retirees for a longer period of time. Those who retire today at 62 may live 25 or 30 more years in retirement.

Meanwhile, the federal government is already running very large deficits. This was true before COVID-19, and deficits have ballooned even more due to the crisis. Few politicians have expressed credible concern about long-term deficits in recent years, but that will likely change at some point.15 When it does, policymakers will seek to slow the growth of spending on all social programs—including Social Security, Medicare, and Medicaid, which do so much to cover the pension and health needs of retirees. Given these trends, we should seek ways to enable people to work longer as part of their retirement planning. That, in turn, will help a bit to offset the decline in labor force growth.

The rate of labor force participation (i.e., people who are either working or seeking work) is important because so much of economic growth is determined by the amount of labor that a country’s workforce supplies.16 Recent trends portend a steady decline in the share of Americans willing to work: labor force participation has fallen from 66.0 percent in December of 2007 to 62.2 percent in June of 2022—a 3.8 percentage-point decline overall and an annual decline of 0.4 percent.17 Put differently, that decline in participation means about 5 million fewer workers in the economy—more than enough to dampen economic growth. And the pandemic has pushed down participation even further, by 2.4 percentage points between March 2020 and April 2020, before an increase as the economy recovered.18 The medium-term trend is unknown.

Economist Jason Furman and his colleagues examined the sources of this decline since the end of 2007 and its modest recovery since around 2015.19 Almost all of the decline, they conclude, is due to the aging of the population since workers in older age brackets have lower participation rates than those in the prime age bracket, 25–54. In short, the aging of America is reducing economic growth by about 0.4 percent a year.20

In an encouraging sign, workers who are older than 55 are generally working longer. As illustrated by Figure 3.1, labor force participation among those 60–64 was 57.3 percent in 2018, compared to 44.2 percent in 1987. The upward shift is greatest for those older than 75, with participation more than doubling between 1987 and 2018. People are choosing to work longer, realizing they need to save more before they retire and postpone the age at which they start collecting Social Security benefits.

The aging of the workforce will dominate labor force growth in the coming years but raising both labor force participation and the employment of older workers will mitigate that trend, helping to grow potential GDP.
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Figure 3.1 Civilian US labor force participation rates for those ages 55 or older, by gender, 1975–2021.



Investment Benefits Both Workers and the Economy

When workers or their employers contribute to retirement accounts, and when these funds are invested in a sound portfolio of stocks, bonds, and other financial assets, workers become invested not only in companies but in the overall economy. Even if contributions are small at first, consistent retirement saving will grow over time to significant sums, giving households an ownership stake in productive assets and making them wealthier.

To the extent that workers can accumulate assets that grow over time, they will benefit more from economic growth and perhaps reduce dissatisfaction with the economy as more workers enjoy the fruits of economic growth. Realistically, low-wage workers will not become millionaires through their 401(k) plans, but, with the help of policy changes, they can accumulate retirement assets that will help them considerably.

Consider a worker who earns $30,000 a year ($2,500 a month) and puts 2.5 percent of his or her monthly earnings ($62.50) into a retirement account. Suppose, in turn, that some combination of an employer match and a tax incentive doubled that amount to boost the total monthly retirement saving to $125.

If the funds were invested at a 3 percent rate of return (after accounting for fees and inflation), the worker would retire at 70 with close to $138,00021—not as a millionaire, but with savings equal to 4.6 times annual earnings and enough to help meet unexpected retirement expenses or supplement Social Security benefits. Over time, that worker will see these retirement assets grow and recognize the payoff from investing in the economy.

Meanwhile, retirement policy can boost the economy as well by helping to increase labor supply and savings. The debate over how to spur greater economic growth has tended to ignore this important point since, as we have said, it has focused on either tax policy (with an emphasis on cutting taxes) or on public investment, such as improving roads, ports, or schools.

When economists think about the drivers of economic growth, they typically separate the effect of capital investment on labor productivity growth from the effect of other sources of growth, such as technological change, new products, or improved operating efficiencies. These other sources are grouped together under total factor productivity growth, or TFP growth.22 Figure 3.2 shows this breakdown for three periods starting in 1985.



• The first period, 1985–1995, shows slow growth of labor productivity, 1.28 percent a year, with contributions from capital deepening and from TFP split roughly equally between these two contributing factors.

• The second period, 1995–2004, shows much faster growth, 2.48 percent a year, with greater contributions from both TFP and capital. The larger contribution came from TFP growth, which is often associated with advances in information technology, but increased capital investment in this period was also important, adding nearly a percentage point a year to labor productivity growth.

• The third period, 2004–2017, shows very slow growth, with reduced contributions from both TFP and capital.
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Figure 3.2 The contributions of capital deepening and total factor productivity (TFP) growth to the growth of GDP per hour worked.

Source: OECD Productivity Statistics.



Figure 3.2 shows the contributions to growth over periods of a decade or more, which give us the best handle on longer-term trends. Economic growth from year to year can bounce around a good deal because of short-term booms and downturns. The past few years provide striking evidence. A large tax cut stimulated the economy in 2018 and 2019, generating very low unemployment and a modest boost to productivity. Whether this was a sign of a longer-term improvement in productivity growth we will likely never know, because 2020 brought COVID-19, and the economy tanked, with employment and output both falling dramatically. It will take a few years to restore normality, and only then will it be possible to determine the trend of productivity growth.

We do know that getting the economy back on track will require a return to greater contributions of capital and technological change. TFP’s future growth rate is uncertain, but we expect it to increase from its tepid pace of the past decade or so. The nation has witnessed extraordinary advances in biology, materials science, and information technology. Robots have massive productivity potential, and faster computers and new software also have the potential to improve business operations. Faster TFP growth is likely for some period in the future, and, to capitalize on it, the economy will need greater investment. Greater growth requires new capital spending, and new technologies will require new types of capital.

Funding and Investment Increase

For business investment to increase, where will the extra money come from? Savers want to get the best returns they can find, allowing for risk, and they generally put their money into banks, mutual funds, and other financial institutions that manage it for them. Those savings are then available for investment. Competing for those funds are businesses that are looking to invest and a federal government that has been borrowing very large amounts of money in recent years to finance its budget deficits. The federal government has been borrowing so much, in fact, that it would have absorbed most of the nation’s savings, crowding out business investment. That has not happened because America has tapped into another important source of funds—money from the global economy. Foreign governments, foreign companies, and other foreign investors have purchased US assets, including US Treasury bonds, corporate bonds and equities, American real estate, and companies of all kinds. One measure of that flow of money from overseas is called the current account deficit, which has been running at around $400 billion a year since 2010.

To fuel a sustained increase in US business investment, more investment funds must be available. One way to make more funds available is for policymakers to reduce budget deficits. With an aging population drawing on Social Security and Medicare, however, policymakers will find it hard just to keep deficits from growing larger. Reducing deficits by a significant amount would invariably force policymakers to raise taxes substantially, which may not be politically feasible.23 Borrowing more from the global economy may be possible, but it will impose costs on our economy.24 Moreover, likely there is a limit to how much foreigners will be willing to lend us. Interest rates have been very low for a number of years, making borrowing cheap, but that need not be true forever. In fact in 2022 interest rates increased substantially, suggesting we should not take low rates for granted.

That leaves private saving as a potential source of extra funds that could help finance an increase in investment.

We are under no illusions about how hard it is to increase saving, but it is worth trying. It is important for many families to increase their saving and, if they do, that will not only help these families, but it also will make more funds available for investment and, in turn, help drive more economic growth.

Boosting Personal Saving to Boost Overall National Saving

The personal savings rate has fluctuated greatly in the postwar period. Personal saving as a percent of disposable income totaled between 7 and 8 percent in the years preceding COVID-19, but in April 2020, the personal savings rate skyrocketed to 32 percent before falling again.25 Previously, it was 10–15 percent in the 1960s and ’70s but fell after that, dropping to 3–4 percent just before the Great Recession, when many people were borrowing to buy houses or converting their housing wealth to cash.26 Thus, there is not a constant rate of saving. Families are choosing different rates of saving, which means that it should be possible to increase personal saving, such as by making 401(k) plans available to everyone.

Fairly small changes in savings rates can make a big difference in the total pool of savings. If, for instance, the personal saving rate in 2019 were 10 percent instead of 7.5, that would have generated 30 percent more saving, adding about $400 billion to the funds available for investment, which would have represented a very substantial contribution. Changing the savings rate is hard, and we do not know how big an impact it would make if everyone had access to a savings plan, but any success would be a win-win—a win for families and a win for the economy.

At some point, policymakers who want to boost savings will turn their attention to addressing the nation’s rising budget deficits. And, when they do, they will invariably take a closer look at the fast-growing federal retirement and health programs that are so important to America’s retirement system but also so central to the deficit challenge. It is to those programs that we now turn.


4

Entitlements

The Cornerstone of Retirement

Social Security, Medicare, and, for some, Medicaid, form the foundation of American retirement. Social Security, created in 1935 as part of President Franklin D. Roosevelt’s New Deal, is one of America’s greatest success stories, dramatically improving the lives of tens of millions of retirees by helping many live a comfortable retirement and protecting many others from poverty. It has provided a dependable stream of income for the vast majority of retirement-age people, paid every dollar promised to retirees, enabled people to retire earlier, and empowered savers and investors to assume more risk than they otherwise might have. It has also delivered benefits with impressive efficiency, using less than 1 percent of its funds to administer the program, according to the Social Security Administration.

Medicare and Medicaid, created in 1965, are the biggest achievements of President Johnson’s Great Society. Medicare, a massive, federally run health insurance program, pays for a wide range of health-related services that include hospital care, physician care, certain long-term care, and prescription drug benefits. It is generally available to Americans at least 65 years old, along with some younger adults with disabilities. In recent years, it has provided health insurance coverage for roughly 60 million beneficiaries, including 14.7 percent of beneficiaries who are living with a disability.1

Medicaid is a means-tested program that Washington finances jointly with the states. Most of its funding goes for health coverage for children and working-age households. It provides support as well for low-income Medicare beneficiaries, covering the costs for standard services (e.g., premiums, deductibles, and co-payments) and of some services that Medicare does not cover. Medicaid is also an important part of America’s retirement landscape because one-third of its funds goes to provide long-term care to eligible beneficiaries, including retirement-age Americans.

Collectively, these programs proved invaluable during COVID-19, when tens of millions of seniors depended on them to provide income, healthcare, and other support in a period of unprecedented insecurity—especially for older Americans who experienced elevated health risks due to the nature of the virus. As painful as the virus was for this cohort, it is hard to imagine the breadth of suffering that would have occurred if these programs did not exist.

Their value notwithstanding, these programs are not cheap. Social Security, Medicare, and Medicaid are the largest federal “entitlement” programs—programs under which people receive benefits or services based on age, income, and other criteria. Entitlements in general comprise a little less than half of all federal spending, and, with budget deficits and debt both rising, the largest of them may prove almost irresistible targets for cuts if policymakers decide to try to reduce federal budget deficits or even slow their growth. At the same time, Social Security and Medicare have their own internal budget challenges, with trust funds that are projected in the coming years to run short of the funds required to finance their benefits. The trust fund shortfalls threaten not only these programs but the retirement of millions of Americans. Even small changes in these programs, however, would have outsized consequences for most older Americans. So, program beneficiaries have much at stake in the budget debates to come.

Social Security

While Social Security provides a variety of benefits, the most notable is an annuity (“old age benefit”) paid to almost all retired Americans. As we noted in Chapter 2, some past studies have suggested that about half of retirees rely on it for all or almost all their retirement income, and another quarter rely on it for about half of their income. Recent research from the Census Bureau, however, found that many families older than age 65 had been underreporting their incomes on the Current Population Survey, which has been a key source in past studies to estimate the incomes of older households. By using other government data sources, the researchers concluded that while Social Security is still a critical source of income, only about one-fifth of retirement-age families rely on it for most of their income.2 We would not discard the earlier research findings completely, but putting all the research together, our reading is that about a third rely on it for all or almost all of their income, another third relies on it for a sizable portion, and another third relies on it to supplement income from other sources.3

Because Social Security covers people with vastly different lifetime earnings and those earnings represent different shares of retirement income, we need to take a closer look at the drivers of benefits received. The size of the benefit is largely a function of three factors: the age at which a retiree begins to claim benefits, the retiree’s earning history, and the spouse’s lifetime earnings (if the retiree is married or was for at least a decade). Under program rules, Social Security determines a beneficiary’s basic benefit in two steps. It first calculates the average monthly wage, indexed to inflation, over one’s 35 highest earnings years.4 It then applies that monthly wage to a formula that replaces a greater share of low-wage work than high-wage work.5 It also adjusts that amount for a variety of factors, two of which are worth noting:



• The benefit is adjusted up or down depending on the age at which a retiree begins to claim benefits (relative to the full, or “normal,” retirement age, when he or she would get 100 percent of the benefit). In the 1983 Social Security Act, policymakers gradually raised the full retirement age from 65 for workers born in 1937 or earlier to 67 for workers born in 1960 or later. So, for instance, a worker who was born in 1955 (and reached 65 in 2020) has a full retirement age of 66 and 2 months. Workers who claim their benefit before their full retirement age receive a smaller benefit every month, while those who delay claiming their benefits beyond the full retirement age receive a larger monthly benefit.

• The benefit is also adjusted by an “earnings test” which applies to workers who have not yet reached the full retirement age and are still working, but who have begun to take their Social Security benefits. Social Security limits their benefits, with $1 in benefits eliminated for every $2 in earnings above a certain threshold.6 Say, for example, a worker had not reached the full retirement age, claimed an early benefit, and had $20,240 in earnings. This worker would see his or her annual benefit (regardless of the benefit amount) reduced by $1,000—or by half of the $2,000 in earnings over the threshold. Once that person reaches the full retirement age, Social Security adds the foregone earnings back to the benefit, making the retiree whole in terms of the lifetime benefits he or she receives.7



While providing benefits for retirees, Social Security also provides spousal, survivor, and disability benefits. The spousal benefit is generally based on the spouse’s age and the benefits owed to both members of the couple. Specifically, the maximum spousal benefit equals half the benefits of the main beneficiary (though adjusted if either member claimed benefits before the full retirement age). Consider a worker who claims $2,000 per month at full retirement; the spouse can claim $1,000 at full retirement age as well. The spouse also can claim early (lower) benefits but would not receive a higher benefit for waiting to claim benefits beyond the full retirement age. A spouse can receive benefits after divorce if the marriage lasted at least a decade. Widows and widowers can receive benefits promised to a deceased worker and can receive early (lower) benefits as early as age 60. Minor dependents or dependents with disabilities can claim other benefits.

A separate Social Security benefit goes to workers with a disability. To be eligible, workers must have worked for a decade and for 5 of the 10 years before the disability’s onset, though younger workers can qualify after working fewer years. In addition to these Social Security benefits, people 65 and older, or those with a disability, can qualify for Supplemental Security Income (SSI) if their income and resources are low enough. Whereas both old age and disability benefits are delivered through Social Security and are based on work history, SSI is a separate program that is designed to help those who lack sufficient income or assets to qualify for these programs.8

Social Security benefits are modest for many households. While, in 2021, the maximum old age benefit was about $47,000 per year for a retiree with a high lifetime income who waits until 70 to start collecting benefits,9 the average benefit for Social Security’s 46 million beneficiaries was just $18,528. Also in 2021, another 8 million workers received an average of $15,360 in disability benefits, 3.8 million widows and widowers received an average survivors’ benefit of $17,050,10 and 8 million people (two-thirds of whom were working-age adults with a disability) received an average SSI benefit of only about $6,600. SSI recipients who do not have a disability must be older than 65 and have minimal alternative income and assets.

Nevertheless, not all older Americans receive Social Security. For most of its history, Social Security let state and local government employees participate, although it did not require that they do so and the rules by which they could participate varied over time. In the most recent significant change, President George H. W. Bush and Congress in 1990 made the program mandatory for public-sector workers unless they were covered by an alternative arrangement. Consequently, Social Security participation for such workers varies greatly by state, from states like Arizona, New York, and Vermont, where more than 90 percent participate, to states like Massachusetts and Ohio, where less than 5 percent do. All told, about three-quarters of public-sector workers are covered by Social Security.

Medicare and Medicaid

Medicare and Medicaid are broad programs that, together, provide comprehensive health benefits to beneficiaries, although older Americans are expected to pay a significant share of the cost. For example, in 2016, the typical Medicare beneficiary spent about $5,500 on health costs, including around $2,300 on premiums and $3,200 on services such as long-term care facility costs, prescription drugs, and co-pays for medical services.11 Medicare has four main parts:



• Part A is for inpatient hospital services, including nursing facilities and hospice care. For hospital stays of up to 60 days, beneficiaries pay a flat deductible of about $1,500. In any given year, about a fifth of Medicare beneficiaries will stay in a hospital and tap into Part A.

• Part B covers physician services, including outpatient hospital services and durable medical equipment. Around 90 percent of eligible Americans enroll in Part B, and, of those, about 90 percent use services in any given year. After reaching a low deductible, beneficiaries pay 20 percent of costs, as determined by a pre-set fee schedule. They also pay a monthly premium; the standard was $145 in 2020, although some paid less and high-income beneficiaries pay more.

• Part C, known as Medicare Advantage, is an alternative to Parts A and B. Beneficiaries can voluntarily choose to receive “bundled” services through a private insurance company. Under Medicare Advantage, Medicare pays private health companies a per-beneficiary amount to provide services to beneficiaries, and these companies have discretion in how they deliver the services and whether to charge beneficiaries additional premiums. Sometimes, they deliver these services as a health maintenance organization (HMO); at other times, as fee for service. About one-third of Medicare beneficiaries enroll in Part C.

• Part D provides prescription drug coverage, which is optional and which beneficiaries get through private insurance companies that must offer a minimum level of benefits but have discretion over premiums and certain drug coverage. Generally, beneficiaries have a deductible ($435 in 2020), then pay 25 percent in co-insurance up to a certain level ($4,020 in 2020), after which the cost for the benefit declines until catastrophic coverage kicks in (at $6,350 in 2020). In recent years, around three-fourths of eligible individuals enrolled in Part D.



About one of every five Medicare beneficiaries is also eligible for Medicaid, although the share of these “dual eligibles” in Medicare varies considerably by state. Some 34 percent of Medicare beneficiaries in Maine are also eligible for Medicaid, compared to just 10 percent in Colorado.12 We have given a rather detailed description here of the Medicare program, which illustrates what a complicated plan it is. The program has been changed many times since its inception, sometimes to expand coverage (the prescription drug provision) and sometimes to control costs. A simpler program would likely be better from a policy viewpoint but may be hard to accomplish in the fractious political environment in which decisions are made. Despite its flaws, it is a lifesaver for older Americans. It is very costly, just as all medical insurance is in the United States.

Trust Fund Woes

The challenge for Social Security lies mainly in its projected solvency, an oft-misunderstood issue. Social Security’s old-age program is funded through a payroll tax on wages. Every worker’s earnings are subject to a 12.4 percent payroll tax—with the worker and the employer each paying 6.2 percent of it—up to a cap that rises each year with the rise in average wages across the society. In 2021, the cap was $142,800, meaning that workers and their employers paid the 12.4 percent tax on all earnings up to that level and then no taxes on earnings above it.

The Treasury receives the payroll tax receipts and credits them to the Old-Age Social Insurance (OASI) Trust Fund and the Disability Insurance (DI) Trust Fund. Traditionally, 10.6 percent of the 12.4 percent payroll went to the OASI Trust Fund and the remaining 1.8 percent for the DI Trust Fund, although policymakers have revised those proportions slightly in recent years.

For much of Social Security’s history, the trust fund balances grew, meaning they were receiving more in tax revenue than they were paying in benefits. But with the retirement of baby boomers—the huge group of Americans born between 1946 and 1964—coupled with growing life expectancy and a shrinking share of wages subject to the payroll tax,13 Social Security’s trust funds in recent years have been paying more in benefits than they have been receiving in taxes. Under the latest projections, the old age trust fund will be exhausted in 2034. The disability trust fund, which typically has a more volatile exhaustion date, is now projected to be solvent for the whole 75-year projection period—1 year after the fund was projected to run dry in 2057.

Medicare’s trust fund finances Part A, the part that covers hospital stays. It receives about 90 percent of its funding through a 2.9 percent payroll tax on all wages that, like the Social Security payroll tax, is split evenly between employers and workers but that, unlike Social Security payroll tax, has no cap and thus applies to all earnings.14 The remaining trust fund revenues comes from a tax on the Social Security benefits of middle-income families and from interest payments on the trust fund balance. (Medicare Parts B and D are mainly funded through general revenue, like most government programs, while Part C is funded through premiums that beneficiaries pay.15) Medicare’s trust fund will be exhausted in 2028, according to the most recent program estimates (see Figure 4.1 for the change in reserves as a share of costs over time).16



[image: image]

Figure 4.1 Old-age social insurance (OASI), disability insurance (DI), and health insurance (HI) trust fund ratios (asset reserves as a percentage of annual cost).

Source: Social Security Administration.



Medicaid has no trust fund; the federal government shares program costs with the states. For each state, the federal share is generally determined by a formula that accounts for state per-capita income, with the federal government paying a higher share of costs for poorer states. (In recent years, the federal “matching rate” has ranged between 50 percent for high-income states to about 75 percent for low-income states.) All told, the federal government covers about 60 percent of Medicaid costs.

So, what happens when the Social Security and Medicare trust funds are exhausted? For Social Security, the impact is unclear. Even if its old age trust fund is exhausted in 2034, the incoming payroll taxes would still be enough to pay roughly 75 percent of the promised benefits of that time—so, in a worse-case scenario, most beneficiaries would get most of their benefits. Whether, under the law, the federal government could pay less than the promised level is unclear. As a Congressional Research Service report notes,


It is unclear what specific actions the Social Security Administration (SSA) would take if a trust fund were insolvent. After depletion, the trust funds would continue to receive tax revenues, from which a majority of scheduled benefits could be paid. One option would be to pay full benefits on a delayed schedule; another would be to make timely but reduced payments. Social Security beneficiaries would remain legally entitled to full, timely benefits and could take legal action to claim the balance of their benefits.17

xs

The situation is similar with Medicare’s Part A. In the initial years after the trust fund is exhausted, incoming revenues would cover about 90 percent of program costs, so Medicare could still provide much of its hospital services.

Politically, trust fund solvency is likely a sideshow. A future president and Congress almost certainly would never let Social Security benefits go unpaid—and raise the wrath of tens of millions of current and future beneficiaries—and it can transfer funds from the general budget to the trust fund to prevent the problem. The same is true of Medicare Part A. The more relevant issue is whether, at some point, policymakers will seek to slow the growth in Social Security and Medicare costs as part of a broader effort to rein-in rising budget deficits and debt.

Entitlements in the Larger Budget Discussion

Our country is in the midst of a profound fiscal experiment. In light of the massive health and economic risks posed by COVID-19, the president and Congress appropriated trillions of dollars in relief while tax receipts plummeted—likely driving the steepest increase in debt that our country has seen since World War II. To be clear, this statement is not a critique: one of the federal government’s most important roles is to stabilize the economy and backstop state governments in times of crises. Yet this does not change the fact that our fiscal outlook has deteriorated sharply due to COVID-19, exacerbating long-term budget pressures, followed by the war in Ukraine.

The timing of the recovery effort, which will occur throughout 2023 and beyond, means that our statements on the US fiscal standing will be incomplete. As of this writing, the president and Congress are debating relief efforts and contemplating major spending bills—largely financed through tax changes—aimed at addressing long-standing concerns like unaffordable child care and climate change.

Yet, whatever the plans that policymakers ultimately enact, we suffer from the same long-term budget pressures that were present before the pandemic. From the long-term perspective, three trends concerning future debt and deficits stand out:



• First, government debt is rising rapidly. The debt (the sum of all annual deficits, minus surpluses, since the nation’s founding) has grown from 33.7 percent of GDP in 2000 to 80.2 percent in the first quarter of 2020. Some of that rise is due to the Great Recession of 2008 and 2009, which reduced tax revenues as businesses made less money and more people were out of work, and to the tax cuts and higher spending that policymakers enacted at the time to revive the economy. But it also reflects a long-standing mismatch between what government spends and what it receives in taxes. Exacerbating the problem, the 2017 tax law sharply cut business tax rates, and the 2018 Bipartisan Budget Act paved the way for more than $320 billion in spending above that year’s spending caps that were previously set for non-entitlement programs. Together, those two measures raised the 2020 deficit by about 1 percent of GDP.18 The decline in the economy and in tax revenues due to COVID-19, plus the additional spending to help families and boost the economy, pushed the debt to almost 100 percent of GDP in the first quarter of 2022.19

• Second, even in the pre-COVID “full employment” economy, the gap between spending and revenues was about 5 percent of GDP—one of the highest persistent gaps in the postwar period.20 In prior decades, the federal government has only run such large deficits during the Great Recession and in the mid-1980s—in the aftermath of recessions earlier in the decade, President Reagan’s huge tax cuts of 1981, and his massive defense build-up. Today’s deficits are largely due to the COVID response but, over the long term, they are driven by increased spending on entitlements and inadequate tax revenue. See Figure 4.2 showing deficits and surpluses from 1970 through an estimate for 2030.21

• Third, and most troubling, virtually every official government projection for future years shows the gap between spending and revenues widening, deficits rising, and debt soaring to unprecedented levels. Under current tax and spending policies, the Congressional Budget Office (CBO) projects, the debt will reach 202 percent of GDP by 2051.
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Figure 4.2 Total deficits and surpluses (percentage of gross domestic product [GDP]).

Source: Congressional Budget Office.



The debt build-up is largely attributable to the rising costs of Social Security and, even more, health-related entitlement programs. In 2020, Social Security spending equaled 4.9 percent of GDP, and federal spending on major health programs equaled 5.4 percent. By 2049, those figures are projected to grow to 6.4 and 9.0 percent, respectively. Over the next 30 years, rising deficits are projected by the CBO to send interest payments soaring, from 1.7 percent of GDP today to 5.7 percent of GDP in 2049. In short, as rising costs for healthcare and Social Security increase deficits, debt is expected to accumulate and push up interest payments. After 30 years, the share of GDP devoted to Social Security, federal health programs, and net interest payments is projected to rise from 12.0 to 21.2 percent. Interest rates have remained low for several years, but spiked up in 2022 with the Federal Reserve’s policy response to the surge in inflation. It is hard to predict how this will impact budget pressures—we talk more about this in the next section.

While these projections are sensitive to various factors, the most important is the growth in healthcare costs. One of us (Harris) studied the issue with Alan Auerbach and William Gale and found that, by 2040, the debt would equal about 110 percent of GDP if health costs grow at the same rate as the economy. If, however, health costs grow 2.5 percentage points faster than the economy—a rate that is not out of line with recent experience—the debt would grow to almost 190 percent of GDP by 2040.22 While projections about how quick the population will age, how much immigration we’ll have, and how much incomes will grow all matter in determining the size of future deficits, the elephant in the room is the trajectory of healthcare costs.

Entitlement spending that pushes the debt to well over 100 percent of GDP would raise three big concerns. One is that entitlements will “crowd out” non-entitlement spending so that almost all spending goes to entitlements and interest payments on the debt, leaving little for education, training, criminal justice, defense, energy, and other priorities. Already, this “discretionary” spending—which, unlike entitlements, the president and Congress must fund each year—has shrunk from a peak of 13.1 percent of GDP in 1968 to 6.3 percent today. (Defense, which traditionally comprised about half of discretionary spending, shrunk over this period from 9.2 percent of GDP to 3.2 percent.) Further cuts in this type of spending could severely hamstring the government’s ability to provide needed services.

A second concern is that future debt levels will violate notions of “generational fairness.” A child born in 2030, for example, could enter adulthood, at least on paper, owing hundreds of thousands of dollars of debt (i.e., that person’s share of the total debt) before receiving any substantial benefit from major federal entitlement programs that overwhelmingly benefit elderly Americans. Already, federal spending that is devoted to children has fallen from 11 percent in 2010 to about 9 percent today and is expected to fall to 7 percent by 2030, according to a KidsShare report. Tomorrow’s adults, who are paying the payroll taxes to support today’s retirees, may, when they retire, be the first generation to see their Social Security and health benefits curtailed.

A final concern is that high government debt will push up interest rates. An increase in the projected deficit of 1 percent of GDP23 will raise long-term interest rates by 25–35 basis points, says a 2004 study by William Gale and Peter Orszag. These higher interest rates would mean higher borrowing costs for businesses looking to invest, couples looking to buy homes or cars, students seeking loans to pay for their higher education, and anyone using a credit card. A related concern is that excess debt may eventually prompt the government to default on a federal interest payment on government securities, which would send interest rates soaring and could shake global markets.

Worrying, or Not, About Deficits and Debt

Unfortunately, we do not fully understand the economic consequences of high public debt. All else being equal, debt, deficits, and projected deficits raise interest rates and can undermine financial stability, according to high-quality academic papers. Recent experience, however, suggests a different relationship. In 2021, 10-year Treasury bonds were trading at around 1.5 percent and the 30-year yield was hovering around 2 percent. That meant that the federal government could borrow money at very low interest rates that were below the rate of inflation, largely because investors desperately want the safety of US government securities.

In a situation when rates are so low: Do deficits and debt even matter? Twenty years ago, the question alone would have raised eyebrows. Today, however, mainstream economists are debating how current debt levels are linked to interest rates and financial stability. In a piece for Foreign Affairs in the spring of 2019, influential economists Jason Furman and Lawrence Summers, who both served as White House advisers to Presidents Clinton and Obama, argued that while debt was still a long-term concern, deficits in the short term were not a major concern and their costs and benefits had changed. They noted that, in 2000, the debt as a share of GDP was expected to plummet while interest rates rose, but the exact opposite has occurred over the past two decades.24 In a follow-up paper, they noted that if the focus were shifted from the level of debt to the costs of servicing the debt, the United States could at least reasonably accommodate a debt-to-GDP level that was roughly 50 percent higher than the current level.25

Across the ideological spectrum, concerns about deficits and debt appear to be fading. The recent experience with COVID-19, in which the federal government enacted an unprecedented increase in government spending, is a perfect case in point. Indeed, the question isn’t whether to borrow during economic downturns—economists have long supported that idea—but rather whether to run persistently high deficits during times of relative economic strength. If we run deficits of 5 percent or more of GDP indefinitely with a healthy economy, the debt could exceed 150 percent of GDP in a few decades. Pro-deficit economists acknowledge that interest payments on the debt will comprise a growing share of the budget but argue that this won’t matter because with low interest rates the federal government can borrow at relatively little cost. The major retirement programs will continue unabated, they reason, and future retirees will receive all the benefits they are expecting.

In 2022, interest rates have increased, with the 10-year Treasury hitting 2.8 percent in July. This is not because of rising debt levels, however; instead, it is the response to a surge in inflation. Inflation cuts both ways in terms of the debt burden. Higher interest rates increase the burden but inflation also reduces the burden by eroding the value of debt relative to GDP. In short, inflation is bad for the economy, but higher interest rates combined with higher inflation do not impact the burden of the debt much either way. What of the future? The dollar remains the world’s reserve currency as global conditions continue to make America the preferred risk-free place to invest. Cryptocurrencies are not yet a legitimate contender with the dollar. The world’s financial markets remain relatively connected. We expect that low inflation and low interest rates will return in coming years. There is uncertainty, however, and this all could change if debt levels grow too fast for too long.

What’s to Come for Entitlement Programs

Asked why he robbed banks, the famed Willie Sutton said, “Because that’s where the money is.” When it comes to federal spending, entitlements represent the bank. In the coming decades, as we have noted, entitlements and interest payments together will represent roughly three-quarters of all spending, and we have to pay the interest owed to avoid a federal default. So, if we find ourselves concerned again with fiscal prolificacy, entitlements will likely top the list for cuts, and the biggest targets will be the three biggest entitlements: Social Security, Medicare, and Medicaid.

What might Social Security cuts look like? The CBO in 2018 outlined options to close Social Security’s shortfall. Pegging the 75-year shortfall at 1.7 percent of GDP, the CBO provided 36 different ways to help eliminate it, including tax increases and benefit cuts.26 As the options make clear, policymakers can close much or all of the gap with moderate changes on both sides. Raising the full retirement age, for instance, to 70 (from 67, where it is now headed) would reduce the long-term shortfall by 0.4 percentage points of GDP. Letting benefits vary with population-wide longevity so that benefits decrease when Americans start living longer would shave another 0.3 percentage points. Changing the way taxes fund Social Security could close the rest of the shortfall. For instance, raising the cap on earnings subject to the payroll tax so that 90 percent of economy-wide earnings are taxed, as they were decades ago, would slice the shortfall by another 0.3 percentage points.

To be clear, these changes would have a marked impact on those affected, raising their taxes, cutting their benefits, or both throughout their lifetimes. Indexing lifetime benefits to longevity would cut lifetime benefits by about 10 percentage points for those born in 1980. Raising the retirement age would cause big problems for those who have trouble working. While Social Security’s disability benefits might be an option for them, program requirements are strict, beneficiaries often wait a half-year to get benefits, and benefits are often inadequate to keep recipients out of poverty.

With Medicare, future cuts are less clear. Letting the federal government fully negotiate Medicare drug prices is a popular option, often with bipartisan support. President Biden, for example, has proposed to let the federal government negotiate prices down to a cap based on international costs. Conservatives occasionally take a different route by backing cuts in reimbursement rates: in his 2021 budget, President Trump proposed $845 billion in cuts to Medicare, mostly by cutting reimbursement payments to hospitals and physicians.

Rather than cut Medicare, conservative policymakers often favor cuts to Medicaid. For example, Trump’s budget called for $1.5 trillion in cuts over 10 years, mainly by lowering federal reimbursements to states that expanded their Medicaid programs under the Affordable Care Act (ACA). Similarly, then-House Speaker Paul Ryan called for steep Medicaid cuts, including $800 billion in cuts by repealing the ACA. Rather than backing programmatic cuts, progressive lawmakers often favor approaches that “bend the cost curve” by creating more competition in the healthcare industry. In his first year, President Biden backed policies to control consolidation in the hospital industry and limit surprise medical billing.

As with Social Security, Medicare and Medicaid cuts would have real impacts—in this case on physicians, hospitals, patients, medical device producers, drug companies, health insurers, and beneficiaries. Consider Speaker Ryan’s proposal, in his “Better Way” plan, to introduce “premium support” into Medicare. The federal government would give eligible households a voucher with which to buy health insurance either through a private employer or through a traditional Medicare fee-for-service program. Some analysts believe that would drive steep premium increases for many beneficiaries, including low-income beneficiaries who might have to forego care.

Policymakers who want to address rising deficits and debt but, at the same time, avoid or limit cuts to entitlements have one more option: raise taxes. In the context of Social Security, that could mean raising the payroll tax rate or, as we have discussed, the share of wages subject to it. Beyond Social Security, tax increases could include increases in corporate tax rates, individual tax rates, or estate or other taxes, and it could include reductions in tax credits, deductions, and other preferences, including those designed to spur retirement saving and investing. Improving tax administration so that more Americans pay the taxes they owe is another powerful, but often overlooked, option.

For would-be tax raisers, we offer two observations. First, our economic counterparts—namely, other countries of the Organisation for Economic Cooperation and Development (OECD)—have moved in this direction. From 2000 to 2017, 21 of the 35 non-US OECD nations raised their taxes as a share of GDP, with the OECD average rising by 0.4 percent points of GDP.27 Second, policymakers cannot realistically address the federal fiscal challenge solely on the tax side. In 2010, Roseanne Altshuler, Katharine Lim, and Roberton Williams simulated the tax increases needed to close the budget gap (which has worsened since then) and found that stabilizing deficits at 2 percent of GDP would require a 30 percent increase in the top three income tax rates. As a practical matter, we will probably need to pair tax increases with budget cuts.

Addressing the fiscal challenge does not portend well for economic growth. Tax increases, especially of the magnitude needed to help address the budget shortfall, are typically associated with lower economic growth. Higher taxes on investment income can reduce savings and investment, which tends to depress growth over time. Higher taxes on wages, including payroll taxes or taxes assessed on earnings, tend to reduce the number of hours that people work. (Other tax increases, like eliminating tax incentives for homeownership, are usually more growth-neutral.)

On the other hand, benefit changes can spur more economic growth. If, for instance, policymakers raise the eligibility age for either Social Security or Medicare, workers will spend more years in the labor market, which may burden workers but will spur higher economic growth due to a greater supply of labor. Longer lifespans and the end of company pensions will probably mean longer working lives anyway. Either way, the days of widespread retirement at age 60 or 65 may be long gone.

The nation’s fiscal and retirement challenges have been mounting for many years, and they will mean more constraints on any expansion of government programs to help older households. That puts more responsibility on individuals and families, and one way they can face that challenge is by finding ways to work longer. We examine the opportunities and challenges involved in working longer in Chapter 5.


5

Working Longer

Americans must decide when and how to retire in a new retirement landscape that includes the shift away from pensions and toward 401(k) plans or similar retirement savings vehicles.

For a worker with a pension, the decision is often dictated by program rules. When a worker can retire and receive a full pension, continued work often makes little sense from a financial standpoint, given that the worker continues paying into a retirement system but receives no additional benefit on the back end. With a 401(k), however, workers have an added incentive to work beyond the standard retirement date because they can continue contributing to their plans, receive employer contributions, and, as a result, watch their retirement savings grow even larger.

Until COVID-19, Americans were already working longer; that is to say, they were continuing to work more years, until they were older. Whereas labor force participation overall has declined in recent decades, participation by older workers, both men and women, was rising through 2019.1 Some of the increase was surely due to the shift from the certainty of employer pensions to the insecurity of wondering whether, with a 401(k) and other savings that could shrink in value if the market dropped, one has enough money to retire. But some of the increase was likely driven by positive factors, such as expanded lifespans, employers’ trust in older workers, and those workers’ ability to offer a lifetime of experience and a willingness to train younger colleagues. The pandemic, of course, has greatly complicated this story of people working longer. We will talk about the impact of the pandemic shortly in this chapter.

One central conclusion to our study of retirement is that workers should consider the option of working longer, employers should give their employees the opportunity to work longer, and policymakers should support longer working lives. We recognize, though, that working longer is not for everyone and will not by itself solve America’s retirement challenge.

The contribution of longer working lives is only one part of meeting the retirement challenge, however. The shift to 401(k) type plans has transferred longevity and investment risk to households while providing unequal saving incentives to lower-income workers. Government programs, particularly Social Security, remain the foundation of America’s retirement system, but benefits are not especially generous for those in the middle or at the bottom in terms of wages, and Medicare retirees must allocate some of those benefits to cover the premiums and out-of-pocket health costs that they pay. Medicaid provides nursing home care for low-income seniors, but these may not have the same quality as facilities where residents pay for themselves.2 In addition, long-term budget challenges at some point may prompt lawmakers to cut “entitlement” programs, the largest of which are Social Security, Medicare, and Medicaid. Such cuts could include a rise in the full retirement age in Social Security—the age at which retirees can get full benefits. In short, Americans who are looking ahead to a retirement that may last 20 or 30 years face uncertainty and other formidable challenges.

As we said in Chapter 2, economists have theorized how a rational family should prepare for retirement. Families should look at their income over their working lives, decide when they expect to retire, and assess the uncertainties that they will face in retirement. The family should then save during their working years and invest in a retirement account, home, or other investment vehicle. Another important way in which families face the challenge of retirement planning is by adjusting the age at which they retire, depending on how their circumstances change.

We also noted that some Americans make short-sighted or even irrational decisions, even if they start with good intentions. They know they need to save for retirement but did not do so. Many of them retire with inadequate assets, perhaps because they have lost a job or their health has deteriorated. Behavioral economists have found that people are hard-pressed to visualize what their lives will be like 50 years into the future, or even 20, and make decisions today that they hope will prepare them well for their old age.

In this chapter we focus on one important aspect of retirement planning: When do people retire? We observe that Americans are responding to an altered retirement landscape by working longer, but, unfortunately, they still face barriers and disincentives to staying at work, and sometimes they make decisions they may later regret.

How Do People Decide When to Retire?

The framework for rational saving and retirement decisions that we summarized above (and discussed in more detail in Chapter 2) is called the life cycle model.3 It examines how people choose to work and consume over the cycle of their lives: youth, middle age, and retirement. At the time it was developed, many middle-class families had pensions through their employers, so pension rules strongly affected their decisions about when to retire. Retirement age was usually influenced, and perhaps determined, by their employers. Age 65 was a common retirement benchmark, although under union contracts blue-collar workers often retired earlier, reflecting the physical stress and impact of factory work. Workers with good company pensions did not need to make the most important retirement, saving, and investment decisions themselves; they could rely mainly on their pensions plus Social Security benefits. People with good company pensions probably had less freedom over their working lives but also faced fewer tough retirement planning decisions and less risk than people do today. Employers assumed the responsibility for life cycle saving and retirement planning, and they guaranteed retirement income.

Not all workers had traditional pensions, even in the “good old days” of the 1950s and 1960s. Now, since the introduction of 401(k) plans in the late 1970s, traditional private-sector pensions have largely disappeared. Meanwhile, life expectancy has increased over time, so the number of years for which people need their retirement income has increased. Workers now need to plan their own retirement and decide the age at which they stop working or reduce their hours at work.

Given that people are now making their own retirement decisions, what will they consider when deciding when to quit working? If there are jobs available, workers can weigh the benefit of more months or years of income if they keep working against the loss of time that they could spend with family and friends as retirees. Retirement becomes more attractive as people age because they accumulate enough assets to cover their retirement and because life expectancy shrinks for them, reducing the chance they will grow much older and have low income. That’s the answer that the life cycle model gives: people retire when the benefit of more work (i.e., more income) equals the cost of more work (i.e., forgone leisure in retirement). People’s choices vary, of course. Some enjoy work and the companionship it brings and never retire voluntarily, while others retire as soon as they find it financially feasible.

The world, of course, is more complex than this simplified description. Some share of people will experience bad health and cannot work or cannot work at a job with heavy physical demands or lots of stress. Some will suffer involuntary layoffs from a late-career job, and some will face discrimination against older workers. Meanwhile, many people do not make an abrupt retirement decision but choose instead to keep working part-time, continuing to generate income but avoiding the stress of full-time employment.

Public policy choices and the state of the economy affect retirement decisions. For those in jobs with health insurance, that benefit encourages people to work until 65, when they can enroll in Medicare. The option to collect Social Security seems to encourage retirement.4 As recently as 2013, 42 percent of men and 48 percent of women started collecting benefits at age 62, and only about 2 percent of people waited until 70. That is very surprising because, as noted, the structure of Social Security benefits provides a large financial incentive for people to wait to collect them until they reach 70. Each year that they postpone from 62 to the full retirement age adds about 5 percent to the monthly benefit level. Each year after the full retirement age up to age 70 adds 8 percent to what they receive. The percentage of people that start drawing benefits at the earliest possible age is declining as families learn the value of waiting. As of 2020, 23.5 percent of men and 25.7 percent of women started collecting benefits at 62, while the number waiting until 70 has risen (though it remains small at 5.9 percent of men and 7.5 percent of women).5

The business cycle affects retirement decisions as well. The Great Recession had two offsetting impacts. Many older workers lost their jobs and had trouble finding new jobs to replace them. This prevented many people from working longer. At the same time, the stock market plunged and home values declined sharply, leaving older families with a smaller pool of assets and a lower net worth. That encouraged those who kept their jobs to postpone retirement in order to rebuild their retirement assets. While both effects were at work, the weakness in the labor market and the loss of jobs had the greater impact, and, on net, older workers left the labor force.6

As shown by retirement patterns during the pandemic, economists have discovered that public health emergencies can also affect retirement decisions. One unexpected feature of the pandemic was an increase in the share of workers in retirement relative to pre-pandemic expectations, which is perhaps not surprising in light of the pandemic’s disproportionate health impact on older workers. A survey by the Pew Research Center reported that 50.3 percent of those older than 55 had retired in the third quarter of 2021 compared with 48.1 percent just two years prior, a big change over such a short period.7 As the pandemic eases, many older workers have returned to the workforce—over a million between May 2021 and May 2022.8

Taxes also affect retirement decisions, and conventional wisdom says that taxes on wages will discourage people from working and encourage them to retire. If people compare their take-home pay against their wish to retire, then taxes will encourage them to retire early (this is called the substitution effect, comparing additional cash income to the pleasures of retirement). If, however, people work until they have enough assets to live in retirement, then the taxes they pay while working can, instead, encourage them to work longer and keep saving to achieve a target level of retirement wealth (this is called the wealth effect or income effect).9 So, in theory, the effect of taxes on when people choose to retire is ambiguous.

Moreover, the tax system is complex. Income tax rates vary with the amount of income earned. Payroll taxes are substantial, and many households pay more in payroll taxes than other kinds of taxes.10 Both Social Security benefits and withdrawals from 401(k)-type plans are subject to tax, so people do not escape all taxes after they retire. On balance, taxes probably encourage people to retire earlier, although the impact is not large.

Some workers go directly from full-time work to full retirement, but many scale back gradually. Often, people do not want to—or cannot—keep working full time but do not have enough money to last if they or their spouse lives to a very old age. Perhaps they are concerned about needing part- or full-time nursing care at some point. Some employers welcome part-time work and value the experience that older workers bring to the job, but others use various incentives to encourage older workers to leave. Even if an employer does not allow part-time work, some older workers find part-time work elsewhere. Skilled workers—like carpenters, plumbers, teachers, and nurses—remain in demand for part-time work. Realistically, however, most workers who retire from their main employer find it hard to work part-time except at lower wage rates than they were earning.

Are People Making Good Retirement Decisions?

In Chapter 2, we reviewed saving behavior, pointing to studies suggesting that some families are saving enough on which to retire, and, by implication, they are working long enough to support their retirement without deprivation. Poverty is low among current retirees. At the same time, other studies suggest that many families are not saving enough and have not built up enough retirement wealth. Behavioral economists particularly stress how hard it is to save enough.

One way to overcome a shortfall in retirement saving is to keep working, and some families do indeed follow this path. They would like to retire at age 60 or 65 but they keep working, perhaps part-time. The increase in the number of older workers is one possible sign that some may be reaching normal retirement ages and realizing they must either pinch pennies or keep working.

Many are left short of funds for retirement in part because the retirement landscape has changed enough that even if peoples’ retirement decisions were on target in the past, when pensions were common, they may not be now or in the future. Not everyone has adapted to the new reality of a world in which they must manage their own retirement planning.

Many families also rely too heavily on Social Security for their retirement. In 2021, the Social Security Administration reported that the average benefit paid was $1,543 per month for retired workers, $801 per month for spouses of retired workers, and $1,455 for older widows or widowers receiving survivor’s benefits. These amounts are often not enough to enable someone to maintain the same standard of living in retirement as during working years. Even if two people in a household collect benefits, the household income from those benefits may be modest. As noted, those recipients must use part of the benefits to pay for Medicare coverage and out-of-pocket health costs. Many, of course, receive higher benefits than the average but, for all those who receive above-average benefits, many others have been low-wage workers, experienced spells of unemployment, or stayed home to care for children, and their benefits are below the average. That is particularly a problem for those who start collecting benefits early, around age 62.

One clear sign that families do not all decide when to retire based on a well-thought-out plan comes from the ages at which most people choose to start collecting Social Security benefits. People generally start collecting at one of two different times. One spike is at age 62, when over a third of people claim benefits even though their benefit level will be low. Their decisions may not be irrational because their financial circumstances and health status may explain them, but, given the financial incentives, it is nevertheless surprising. A second spike comes at the “full retirement age”—the age specified in law, which has risen over time in 2-month increments. For someone born in 1941, the full retirement age was 65 years and 8 months. It rose to 65 years and 10 months for those born in 1942 and to 66 years for those born in 1943 and later years.

When the full retirement age rose from 65 years and 10 months to 66, peoples’ behavior changed markedly. The percentage of men first claiming their benefits at 65 fell from 29.4 percent to 13.3 percent. When people visit the Social Security Administration to sign up for benefits and Medicare, they are informed of their full retirement age and many choose to start claiming benefits at that age. The so-called full retirement age, however, has no special significance compared to any other age when people can begin claiming. Between ages 62 and 70, the monthly benefit level rises with each month that a person delays taking benefits. Another possibility is that many households are not well-informed about their best option for taking benefits and, if a government official suggests the full retirement age is appropriate, many make that choice.

Finally, and perhaps most importantly, one sign that many families have trouble planning their retirement needs is that many run out of money in their 80s.11 Say, for instance, that someone reaches age 65 and is tired of working. They have saved some money, or they own a home and can collect Social Security, so they retire. For several years they do fine, enjoying their retirement and perhaps making a little extra money on the side. Over time, however, they run into health problems, and co-payments and prescriptions mount up. Their home needs repairs, and they can no longer make the repairs themselves. Their savings are gone, and Social Security is not covering their living costs. When the family made their retirement decision, they found it hard to visualize how the future would play out and how expensive it could be. If they had it to do over, they would save more or work longer.

Lots of families, of course, are well-prepared when they choose to retire, but the costs of a mistake are high and that is why we support efforts to encourage people to work longer if they need to do so. How many years are Americans now working, and what may be driving changes in the age at which they are retiring?

How Much Are Adults Working, and Why?

The labor force participation rate (LFPR) measures the share of Americans who are working or looking for work, and it has assumed a hump-shaped pattern over the past half-century. It grew steadily from the early 1960s to the late 1990s, when it peaked at 67 percent, then fell gradually until it reached 62.7 percent in 2015; it has since risen slowly and reached 63.1 percent in 2019.12 Understanding these longer-run trends is important, and we discuss them now. The pandemic, however, has derailed these trends at least temporarily, and we will discuss that shortly.

Looking behind this national trend, the LFPR for men aged 25–54 has declined steadily over the past six decades, from 97 percent in 1960 to about 88 percent by 2013 before stabilizing since then. Many adult men chose to leave the workforce in their 50s, and some even earlier. By contrast, the LFPR for women in the same age range rose between 1960 and 1990, stagnated, and then fell modestly before rising over the past several years.13

While participation rates for those 25–54 moved in opposite directions for men and women, older Americans of both genders have been working more; for adults 55 and older, the LFPR has been rising since the mid-1990s after falling slowly throughout the 1970s and early ’80s.14 After stabilizing at about 30 percent in the mid-80s, it rose to about 40 percent just before the Great Recession and has remained mostly constant ever since. The decline of the 1970s and early 1980s was driven largely by men, whose LFPR fell roughly 10 percentage points, while older women stayed in the labor force at roughly the same rate. The subsequent increase was driven by both men and women, starting in about 1995. Between the mid-1990s and the Great Recession, participation rates rose by about 13 percentage points for women and about 10 percentage points for men. The increase put the men’s rate roughly where it was in 1975, while the rate for women reached its highest level in modern history. (Women, of course, have always worked hard in the home and on farms. Here, we are referring only to women working for pay outside the home.)

For those 55 and older, participation rates fall steadily with age, with an especially stark drop starting at about age 65. By 2017, nearly 60 percent of Americans in their early 60s were in the labor force, compared to just over 30 percent of those in their late 60s. About one in five adults in their early 70s is still in the labor market, including 16 percent of women and 24 percent of men. But participation is extremely uncommon for those in their late 70s, at just 8 percent for those over 75.

Although participation remains uncommon for those over 65, their participation rates have been rising. The run-up in overall labor force participation from the mid-1990s to late 2000s was also witnessed by older Americans, with participation rates for those 55–74 rising by about 10 percentage points for most 5-year age groups. The increase was moderately less for older workers, with participation rising from about 5 percent to about 8 percent over this period.15

Older workers who work tend to be those who are in management or professional services. More than 40 percent of them—or roughly 15 million people—work in management, professional, or related services, the Bureau of Labor Statistics reports. Another 8 million work in sales, while fewer than 5 million more work in the remaining occupational categories, including service; production and transportation; and natural resources, construction, and maintenance (see Figure 5.1). Older workers are also self-employed at high rates—about 16 percent of those older than 65, which is higher than the rate of prime-age workers (see Figure 5.2).
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Figure 5.1 Employment of workers ages 55 and older, by occupation group, 2016.

Source: Bureau of Labor Statistics.
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Figure 5.2 Percent self-employment (unincorporated) by age, 2016.

Source: Bureau of Labor Statistics.



Labor force participation among older workers is expected to be higher in the future than previously, once the pandemic’s effects are gone. As we noted, the pandemic appears to have driven down the share of retired workers who did not return to the labor market, thereby driving down the LFPR for older workers. For those 65 and older, their LFPR had been above 20 percent for over a year by February 2020, the first time that had occurred since the early 1960s.16 From February to June of 2020, however, this figure dropped from 20.8 to 18.6 percent due to the pandemic. This trend already shows signs of partially reversing, and we may well see a near-complete reversal after the pandemic ends. As of yet, we simply don’t know the long-term impact of COVID-19 on work by older Americans.

Over the next decade, the Bureau of Labor Statistics has projected that, for those 65 to 74, LFPR is expected to rise from 26.6 to 32.0 percent between 2020 and 2030, and for those 75 and older, LFPR is expected to rise from 8.9 to 11.7 percent.17 Participation would rise slightly more for women than men in the 65 to 74 category. For men 65–74, participation is projected to rise by 4.8 percentage points (from 31.5 to 36.3 percent), compared to 2.6 percentage points (from 11.8 to 14.4 percent) for those 75 and older. For women 65–74, participation is projected to rise by 5.7 percentage points (from 22.4 to 28.1 percent), compared to 1.5 percentage points (from 5.3 to 6.8 percent) for those 75 and older. We do expect that more older workers will remain in the labor market.

Economists do not agree on what is driving these longer-run labor force trends, but a few factors seem clear. One reason that overall labor force participation is falling is that America’s population is aging;18 with people less likely to work as they pass 65, a larger share of Americans in retirement means lower overall labor force participation, all else being equal. One study found that nearly 80 percent of the decline in labor force participation from 2007 to 2017 was simply due to an aging population.19

For men, labor force participation also may be falling because they’re relying more on their spouse’s income, they’re receiving more disability benefits, they’ve served time in prison (which can be a stubborn barrier to future employment), or they’re facing a dearth of good jobs due to automation and trade liberalization.20

For women, similar factors to some extent also may be driving lower labor force participation, including automation and the decline in manufacturing jobs. But women’s job opportunities have improved as jobs and professions that once were exclusively male have opened up to them. Many women work in healthcare, a sector in which employment has steadily expanded. Women’s labor force participation is likely limited by a scarcity of family-friendly workplace policies, but, at the same time, it is bolstered by public policies that provide support for working parents—namely, the continued expansion of the federal Earned Income Tax Credit as well as state Earned Income Tax Credits. In addition, some researchers have found that lower fertility rates and marriage rates among prime-age women have helped to increase women’s labor force participation.21

The pandemic lowered LFPR in meaningful ways, especially for older workers. The aging of the population meant that, even before the pandemic, millions of Americans were expected to retire each year, but the pandemic sharply accelerated the number of workers who were in retirement by more than 2 million.

These unexpected retirements were driven more by a drop in the workers who were expected to come out of retirement, rather than the share of workers who left the workforce. Older workers often cycle between different ways of engaging in the labor market, sometimes jumping back and forth between retirement in their later years. Kansas City Fed economists Jun Nie and Shu-Kuei X. Yang found that workers moving from working to retirement during the pandemic stayed mostly constant, at around 0.6 percent each month. What changed was a sharp drop in the share who went from retirement back into the labor market. Before the pandemic, around 2 percent of retirees rejoined the labor market each month, but this rate was roughly halved during the pandemic. It appears that once older people were out of the labor market, the pandemic was a sufficient disincentive to keep them out.

This increase in retirement accounted for more than half the decline in Americans who are engaged in the labor market during the pandemic. The LFPR fell from 63.4 percent to 60.4 percent over the first few months of the pandemic, a truly stunning drop for a rate that usually only shifts by a tenth of a percent or so each month. The rate climbed in the middle part of 2020, but, as of this writing, only about a third of the drop was recaptured. We simply don’t know whether this means that workers are returning to the labor force, and the pandemic has gone on long enough that many speculate that it was sufficient to keep older workers out of the labor market for good.

Do Changing Incentives Help Explain the Labor Force Trends of Older Workers?

Do taxes, pensions, Social Security, and other public policies or private-sector factors help explain rising labor force participation by older workers? As noted, labor force participation seems likely to rise with a strong economy, when the demand for labor is strong and wages are rising. In such a situation, adults in general and prime-age workers in particular seem likelier to join the workforce than engage in other activities, such as raising children or attending college. Also, job seekers are likelier to find suitable jobs, and fewer workers drop out of the labor market altogether.

In practice, however, the impact of the business cycle on labor force participation by workers older than 55 is not strong. We noted earlier that the Great Recession had a negative impact on older workers, but the effect was not huge. Participation was 40.2 percent in May of 2009 and dropped to 39.9 percent in December, as the impact of the Great Recession grew. It peaked at 40.7 percent in December of 2012 and sat at 40.3 percent in January of 2020. The population of Americans over 55 is trending older, with a rising share of them in older age groups (e.g., 75 or older), and that drives down participation for that population group.22

As for Social Security, the gradual increase in the full retirement age from 65 to 67 likely has persuaded people to work longer before claiming benefits. As Giovanni Mastrobuoni found, every increase of 2 months per year in the full retirement age raises the average retirement age of affected workers by about a month for that year. Because Social Security benefits are based on a worker’s earnings history, an extra year of work can boost one’s benefits in retirement.23 Benefit levels are based on one’s 35 years of highest earnings, relative to an earnings maximum, so an extra year of work does not necessarily boost benefits—and it always means an extra year of paying payroll taxes.

Some workers are subject to an earnings test—a complicated set of restrictions that effectively force some working seniors to defer some of their benefits. Because these seniors eventually get their benefits, the deferral is more like a forced saving plan than a tax, but the delay in benefits is often viewed as a high tax on work. Thus, Social Security can dissuade older Americans from working an extra year.

The penalties to working longer have been shrinking over time, however. In 1983, President Reagan and Congress enacted three important reforms as part of an effort to prevent Social Security from going bankrupt in the months to come. First, they boosted the benefit that retirees would get in waiting longer to claim their benefits, giving an extra boost to older Americans who—whether working or not—waited before receiving benefits. (The legislation gradually raised the benefit from each additional year of delay to around 8 percent, from 3 percent.) Second, they raised the full retirement age, so that workers had to wait longer before receiving their entire benefit amount. And third, in the 1983 law and subsequent legislation, they gradually scaled back the earnings test, providing relief for workers who viewed that test as a tax on their earnings.24

As we have said, Medicare provides an incentive for workers to work until age 65 if their employer provides health insurance. Most employers take away benefits for those who work part-time, so the incentive to keep working full-time is strong. Once someone reaches 65, Medicare kicks in and enables people who had wanted to retire to do so without losing their health insurance coverage.

Medicare rules affect employers and may influence their hiring decisions. By law, employer health plans must offer the same coverage to all employees regardless of age. That means that an employee who is older than 65 does not have to move onto Medicare but can stay on an employer’s health plan, which can prove expensive for employers and discourage them from hiring or retaining older workers.

In the past, workers with strong pension plans often also had retiree health plans. They could retire with health insurance before they were eligible for Medicare, which encouraged them to retire before 65. Some employers viewed these retiree plans as a good way to encourage older workers to retire, and they were not too expensive when health costs were much lower. Some union workers have such plans, and some firms still have them for those employed under old rules. More recently, employers have moved away from health insurance for retirees, however, and that has played a key role in convincing workers in their late 50s and early 60s to keep working.25

Another factor in the rising labor force participation of older workers may be greater longevity. Workers seeking to smooth their consumption across their lives must respond to longer lifespans by working longer or consuming less. The link between greater longevity and rising labor force participation by older workers remains unresolved. Though studies have demonstrated the link between more years of life and a greater capacity to work,26 we don’t know the extent to which workers choose to work longer for that reason.27 As long as workers believe that the benefits of capitalizing on higher longevity by working more years outweigh the dissatisfaction that delayed retirement can bring, one set of researchers found, workers will work longer.28

Making the Right Retirement Decisions

Some retirement decisions result from job losses. A worker is laid off if a plant closes or a company imposes a reduction in force (RIF). Perhaps the worker looks hard for a new job but cannot find one except at a very low wage. Perhaps employers want younger people or those with technical skills. After several applications and rejections, the worker gives up searching and decides to retire. In the policy section of this book, we will discuss the steps that might be taken to provide older workers who have lost jobs with more options for a second career.

Those who have jobs and can keep working have to decide how much they want to retire, how much they like or dislike their jobs, whether their health is good or bad, and whether their financial resources are adequate. For those who have the option to work, deciding to work a bit longer may be a good choice. And, before the pandemic, there is clear evidence that many older workers were agreeing with that and choosing to keep working longer than their parents did.

Those who work longer may also need to save more. For many Americans, however, that is no easy challenge. The obstacles that they face can seem insurmountable, as we explore in the next chapter.
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 Why Is Saving So Hard?

In terms of preparing for their own retirement, almost every worker in America pays Social Security’s payroll tax, which promises eventual benefits throughout retirement. Millions of Americans also save by contributing to retirement accounts and other investment vehicles, by buying homes and accumulating equity through them, and by growing small businesses that they can then sell to help finance a more prosperous retirement.

Nevertheless, as we have discussed, millions of households do not have the assets to enjoy a comfortable retirement where they can maintain the standard of living they are used to. Too many retirees, especially older women, are poor. Too many people rely on Social Security for all or nearly all their retirement income. Too many are not prepared for the risks they may face in retirement, which include living more years than their financial assets can support and developing health problems that force them to tap their savings to pay for long-term care. The problem has grown worse over the past two decades, with more Americans lacking the assets for an adequate retirement.

How did we get here? The challenges to retirement saving come in many forms. Some Americans are myopic, focused far more on consuming today than saving for tomorrow. Many workers lack access to a workplace retirement program run by their employer. Some may lack the financial literacy to set up and manage a retirement savings account. In this chapter, we look at these and other barriers to saving, and we then analyze our current system of tax breaks for saving, which we find deeply flawed.

Barriers to Saving

To look at the barriers to saving, we first have to define “saving.” Certain behavior, like putting money into a 401(k) or a savings account, clearly qualifies. But what about paying off a mortgage? Or investing in a small business venture?

Economists classify income as either saving or consumption. Consumption is spending on things that don’t generate income in the future, and saving is what’s left over. Most saving is invested, so a person can reasonably think of saving and investment as anything that leads to more income in the future. For example, buying a car for personal use is consumption, while buying one to operate a ride-sharing service is an investment and would be classified as saving. Paying down debt, too, is a form of saving.

This classification leaves further questions about saving. If a stock increases in value by $5,000, but the investor never sells it, does that constitute saving? If a house increases in value by $10,000, and the homeowner keeps the equity in the home rather than taking out a home equity line of credit, is that saving? In both cases, the answer is yes. These are both examples of income in the form of unrealized gains, or income that accrues to an investment that the investor has not “realized” (i.e., sold). While the IRS doesn’t count (or tax) that income until the investor sells the asset, we should count the income as saving from an economic perspective.1 Similarly, other types of increases in net worth, such as gains in the value of an art collection or a small business, also count as saving.

The first barrier to saving lies within human nature. For many, it is easier and more gratifying in the short run to spend than to save. Dining out or shopping on Amazon is very easy, whereas directing money from a paycheck into a retirement savings account on a consistent basis is hard. The behavioral bias against saving is strong, largely because humans can’t seem to help themselves. As one group of behavioralists put it:


Our preferences for the long run tend to conflict with our short-run behavior. When planning for the long run, we intend to meet our deadlines, exercise regularly, and eat healthfully. But in the short run, we have little interest in revising manuscripts, jogging on the StairMaster, and skipping the chocolate soufflé á la mode. Delay of gratification is a nice long-term goal, but instant gratification is disconcertingly tempting.2



The bias is never stronger than in saving for retirement. Workers often know that they should save for retirement, but their urge not to do so is too strong. In one survey of workers with access to a workplace saving plan, two-thirds acknowledged that they were not saving enough—no one said they were saving too much—and, while more than a third of the self-described undersavers said that they planned to start saving in the next few months, none of them actually did so.3

We will talk more about solutions to encourage saving in the final policy section of this book, but an important development in economics is worth describing here. While many Americans find it very hard to save in certain ways, they find it easier to save in others. For what appear to be psychological reasons, Americans often find it harder to engage in active saving (taking the initiative to move an asset, like cash, into a saving vehicle), but they struggle much less when it comes to passive saving (in which part of their pay is moved into a retirement account every pay period). This development in behavioral economics has encouraged a promising approach to encouraging saving: automatic enrollment. This is where companies introduce a system of automatic enrollment for employees in a 401(k)-type retirement plan. The company deducts a percentage of each worker’s paycheck each month (say, 3 or 5 percent) and automatically directs the contributions to a designated investment. A worker can change any of that at any stage in the process, but it remains in place if the worker takes no action. Automatic enrollment can dramatically change saving behavior. In one company that switched from voluntary to automatic enrollment, the share of workers participating in the company plan immediately rose from 37.4 to 85.9 percent.4

The second barrier to retirement saving is access. Roughly half of the workforce lacks access to a 401(k)-type savings plan. They may be self-employed, for instance, or they may work for a small employer that has not set up such a plan. In principle, workers can set up their own retirement savings program by creating an individual retirement account or IRA, but that requires a real commitment by the worker to contact a financial institution, do the paperwork, and arrange for regular contributions to the account. Automatic enrollment in a company retirement plan makes it much easier to save. Having to set up one’s own IRA account and keep contributing regularly makes it hard to save, and lots of workers who do not have access to a company plan also do not have IRAs or do not contribute consistently.

The third barrier to saving is poor financial literacy. Americans often score poorly on financial literacy assessments, according to many studies that typically focus on whether respondents can correctly answer questions on financial-related material—in particular the power of compounding, the role of inflation, and the value of portfolio diversification.5 Economist Annamaria Lusardi, who has written extensively on this topic, found that only one-third of baby boomers could correctly answer three simple questions about financial literacy.6

If workers don’t understand the value of saving, they won’t save; indeed, Lusardi found a connection between literacy and financial planning. Across the economic literature, however, the link between financial knowledge and behavior is more tenuous, as several studies revealed that financial education in high school has little or no impact on saving behavior as an adult.7 Discovering ways in which more knowledge can conclusively change financial behavior remains a major challenge for policymakers.

Financial literacy can also include functional literacy, as well as theoretical literacy. In a Wall Street Journal op-ed, one of us (Harris) described a situation in which a group of research assistants sought advice on how to establish IRAs. This was not a case of financial illiteracy; these young workers became PhDs in economics and MBAs from some of the nation’s top programs and well understood economic theory. They did not, however, know the mechanics of how to set up a retirement account. As with the difference between understanding the principles of how a combustion engine works and knowing how to fix a problem in one’s car, so, too, is there a difference between knowing the value of compounding interest and how to set up an Ameritrade account. Proper saving often requires understanding both the value of saving and how to set up an account.

Some economists are skeptical that the behavioral biases we have described are important. Many people have a rational perspective on saving, and their behavior is described by a neoclassical approach, which assumes that people act in whatever way enables them to maximize their welfare or well-being over the course of their lifetimes. This approach pinpoints saving incentives and investment returns as factors that will affect saving. Saving incentives can come from the tax code, which we discuss at length below, but programs intended to help poor families can also create savings incentives.

A barrier to saving for those at the lower end in terms of income and wealth comes from asset tests in public programs, which can discourage saving. The tests affect eligibility for programs like Medicaid (the major program that provides health coverage for lower-income families) and Supplemental Security Income (SSI, which provides modest cash to low-income seniors or people with disabilities). Individuals are ineligible for these programs if they have more than a certain amount of saving. With SSI, the limit is $2,000 for individuals and $3,000 for couples, and that limit has been in place since 1989, with no increase since then to account for inflation. While some assets, such as homes, home furniture, and cars, don’t count for the test, the low asset limit means that most types of saving disqualify potential beneficiaries from SSI. Assets tests seem to shape how much, and what, low-income households save, but the evidence is not conclusive.8

Even the most rational family that realizes the need for retirement saving may struggle to save if they have substantial debts. The debt that people assume early in their lives—mainly student loans and mortgage debt but also credit card balances, medical debt, and auto loans—can also depress saving. This type of debt has been rising for young people who have to devote large shares of their earnings to pay it off rather than save for the future. On the other hand, higher student loan debt is associated with higher levels of education, which drive substantially higher lifetime wages. Bigger mortgages are associated with more home equity, which is a major source of wealth for older Americans. To assess whether debt-financed investment (including borrowing to nourish skills or buy a house) affects lifetime saving, we need to evaluate both the costs and returns to the investment.

Student loan debt is clearly a rising burden for young people; it exploded over the past three decades, rising in inflation-adjusted terms from $64 billion in 1985 to $1.7 trillion in 2021 (and tripling since just 2007).9 A complex combination of factors is driving the increase, including rising tuition (both before and after accounting for student loans and grants), the changing composition of education that includes higher attendance at for-profit schools and in graduate programs, and the changing composition of student borrowers.10 The student debt increase is hampering retirement saving, some studies suggest. One found that, among graduates with a bachelor’s degree, those with student loans had accumulated roughly half the retirement assets by age 30 as their counterparts without loans.11 Another found that holders of student debt were about 10 percentage points likelier to be at risk for inadequate saving, although this study did not control for differences between groups.12

Student loan debt may influence decisions about home buying. That is, student debt could “crowd out” mortgage debt by reducing the income available for mortgage payments, reducing the assets available for down payments, or lowering credit scores, which in turn would raise borrowing costs associated with a mortgage. Experts have not reached a consensus on these issues. We, the authors, suspect that college attendance raises homeownership rates over time because college graduates tend to make more money than non-graduates, but that student loan debt tends to delay homeownership as people may choose to pay off their loans before assuming a mortgage.

Even those who try to make rational saving decisions can struggle with how to invest, especially in an environment in which the rate of return on safe investments is so low. Another barrier to saving may be persistently low returns to investment. Theoretically, as we have said, the relationship between investment returns and saving rates could move in either direction. That is, low expected returns could depress saving because saving a dollar today buys less tomorrow, but low returns could boost saving if workers decide they need to save more today to reach a given level of saving down the road. We think the evidence supports the view that higher interest rates encourage saving, but the responsiveness of saving is not great. The path of investment returns is, of course, uncertain. Currently, the “equity premium”—the additional expected return on stocks relative to bonds—is high (it compensates for the additional risk in holding equities). It may get lower in the future due to increased ease of diversification, lower trading costs, and a wider pool of capital.13

Choosing the “optimal” mix of investments is a further challenge, especially as savers increasingly must decide how to invest. While workers have improved upon past mistakes, such as overinvesting in the stock of their employer, other opportunities for missteps have arisen, such as investing in complex exchange-traded funds intended for professionals. And while the ongoing cost of owning funds (“expense ratios”) has fallen with the advent of low-cost index funds and trading fees have plummeted, many investors also may not recognize the costs in terms of bid-ask spreads (i.e., the difference between the price at which an investor can sell or buy a stock). These complex decisions can both dissuade workers from investing at all and make it increasingly difficult for them to pinpoint the most appropriate portfolio given their age, wealth, and taste for risk. Employers are now required to make sure their employees have access to advice in their 401(k)-type plans.

Social Security may also be a barrier to saving as workers must pay the payroll tax that finances the program but only benefit upon retirement. Social Security offers a lifetime annuity, with a progressive benefit formula that provides more benefits per dollar of saving to lower-income workers. With this program in place, households can save much less, whether in retirement accounts or elsewhere, to achieve a given standard of living, and some don’t need to save at all. Households have far less need to stockpile a large share of assets in case retirees live to advanced ages, so they have more income to spend during their working lives.

In the 1970s and ’80s, economists worried much more that Social Security’s impact on saving, along with program restrictions that prohibited Social Security from investing its trust funds in anything but Treasury securities, would hurt economic growth. By reducing the need for households to save as much in private accounts, economists reasoned, Social Security would reduce the amount of capital available for investment, which ultimately would mean a smaller economy because available capital is a major factor in determining the pace of economic growth. The large global “glut” of capital that developed in subsequent years has largely assuaged those fears, as we discussed in Chapter 3.

Ironically, efforts to force people to save more can become a barrier to saving. Consider what happens with “leakage,” which occurs when working-age savers dip into their retirement accounts, including 401(k)-type accounts and IRAs. Outside of a few unique circumstances, those younger than 59-and-a-half can only access their retirement assets if they pay taxes and a 10 percent penalty on their withdrawals. Policymakers enacted this provision to discourage savers from using their retirement accounts for other purposes.

Savers have ways to avoid the tax and penalty, however. At the employer’s discretion, some plans let savers take out loans against their assets, though the amount is limited, the loan must be tied to a financial need, and the account holder typically must repay the loans over 5 years with interest. Plans also can allow for hardship withdrawals—penalty-free withdrawals in the event of “immediate and heavy financial need”—and savers must pay only the income taxes due and don’t need to repay the withdrawals. (Not all plans offer the option of loans or hardship withdrawals.)

Leakage can occur in other ways. Roughly 10 million workers with retirement accounts each year change employers and, at that point, can “roll over” their balances into a new plan, keep their assets with their old employer, or—in an example of leakage—“cash out” their balances, paying taxes and penalties. In 2013, the Government Accountability Office found that retirement accounts lost $69 billion from leakage14: $40 billion from early withdrawals, $19 billion from hardship withdrawals, $10 billion from cash-outs upon leaving a job, and less than $1 billion from unpaid loans from 401(k)s.

The combination of leakage options and tax penalties represents an attempt to balance incentives to keep retirement funds in accounts against steps that would discourage saving in the first place. The taxes and penalties make it less likely that people will succumb to the temptation to keep up with the Joneses at the expense of their retirement security, reduce dependence on Social Security, and help ensure that tax breaks for retirement saving do not become loopholes for well-informed savers. On the flipside, if people can never dip into their 401(k)s, even as their home is foreclosed or they face steep medical bills, such restrictions would impose undue costs on them and perhaps prove a disincentive to retirement saving in the first place.

A complicating factor for saving, which is too complex to qualify as a “barrier,” is wealth transfers: either as inheritances or as gifts while the giver is alive. Wealth transfers between individuals are massive and widespread.15 An estimated 51 percent of wealth accumulation occurred through intergenerational transfers, one study found, while another found that 30 percent of households expect to receive a gift or inheritance and that the transfer will comprise about 40 percent of the household’s wealth at the end of their lives.16

Wealth transfers seem to influence saving in only limited ways, however, for three reasons. First, uncertainty surrounds the timing and amount of inheritances, and risk-adverse people choose to save in the face of such uncertainty. Second, transfers typically happen later in life, most often around age 60, and people likely have accumulated nest eggs by then. And third, the desire to leave an inheritance is a strong incentive to save, offsetting the disincentive among those who have received inheritances or gifts themselves. And while expected wealth transfers may reduce saving for some, the transfer of wealth can be an important contribution to retirement assets for others.

For low- and middle-income workers, the last major obstacle to saving is the inadequate and unequal set of tax incentives to encourage it. That’s an important and complicated enough subject to deserve its own section, which follows.

Unequal Tax Breaks for Saving

The tax code promotes saving through a series of tax preferences. The largest relate to contributions to retirement accounts, but they also include lower tax rates on investments in stocks, tax breaks for owning a home (which is a form of saving), and tax breaks for holding investments until death. Collectively, these tax breaks are hugely expensive, exceeding $300 billion a year in lost federal revenue.

Workers and employers generally pay no income or payroll taxes on the income they use to contribute to retirement accounts. The contributions also can grow tax-free in these accounts, and the money is taxed only when account holders withdraw it. Workers benefit because they don’t have to pay tax as their retirement accounts grow and because they pay tax only in retirement, when they will likely pay a lower tax rate than during their working years.

If, for example, a 35-year-old puts $1,000 into a 401(k), he pays no tax on that $1,000. Then, assume that the $1,000 grows by 7 percent a year. In the first year, it would have generated $70 in returns, and a taxpayer in the 20 percent bracket would have otherwise owed $14. As the returns on that initial contribution grow each year, so does the value of the tax benefit.17 After the worker retires and begins withdrawing funds, the distributions are taxed at income tax rates that, for most people, are lower in retirement than in their working years.

An alternative, but less popular vehicle for retirement saving is a “Roth” type account, including Roth 401(k)s or Roth IRAs. Contributions to them are not tax free, but the funds in them can grow tax free and account holders do not pay tax on their withdrawals. Whether the benefits of a Roth-type account are greater or less than those of a traditional retirement account depends heavily on the account holders’ tax rates during their working years as compared to their retirement.

Both traditional and Roth-type retirement accounts are highly regressive, with their tax benefits flowing overwhelmingly to those at the top.18 As shown in Table 6.1, just 2.0 percent of households in the lowest fifth in terms of income benefit in any given year, compared to 24.9 percent of households in the middle fifth and 61.0 percent in the top fifth. The distribution of benefits is even more skewed, with 69.7 percent going to the top fifth, 7.9 percent to the middle fifth, and just 0.2 percent to the bottom fifth.19



Table 6.1 Tax benefits of defined-contribution plans and IRAs by cash income percentile, 2004.a,b

   



	Cash income percentilec
	Percent of tax units with benefitd
	Benefit as percent of after-tax incomee
	Share of total benefits
	Average benefit ($)





	Lowest quintile
	2.0
	0.1
	0.2
	−6



	Second quintile
	12.7
	0.4
	2.9
	−77



	Middle quintile
	24.9
	0.7
	7.9
	−208



	Fourth quintile
	43.0
	1.1
	19.3
	−509



	Top quintile
	61.0
	1.4
	69.7
	−1838



	All
	28.7
	1.2
	100.0
	−528
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	Top 10 percent
	63.8
	1.4
	48.6
	−2566



	Top 5 percent
	61.9
	1.2
	30.4
	−3211



	Top 1 percent
	53.3
	0.6
	7.8
	−4111



	Top 0.5 percent
	51.6
	0.4
	4.0
	−4252



	Top 0.1 percent
	51.4
	0.2
	0.9
	−4645





a Source: Urban-Brookings Tax Policy Center Microsimulation Model.

b Distribution of the present value of lifetime tax benefits for new contributions made in 2004.

c Tax units with negative cash income are excluded from the lowest income class but are included in the totals.

See http://www.taxpolicycenter.org/TaxModel/income.cfm for a description of cash income.

d Both filing and non-filing units are included. Filers who can be claimed as dependents by other filers are excluded from the analysis.

e After-tax income is cash income less individual income tax net of refundable credits, payroll and estate tax liability, and imputed burden from corporate taxes.



President George W. Bush and Congress created the Saver’s Credit in 2001 to incentivize lower-income households to save. It provides a tax credit for contributions to retirement accounts, with larger credits offered to those with the lowest incomes. A worker with very low income, for instance, might receive a $500 credit for investing $1,000 in a retirement account. Unfortunately, the credit has done little to boost saving probably because it is complicated, it does little for those with the greatest means to save, and it provides no benefit to those who make too little to owe any income taxes.20

Retirement saving incentives are far from the only tax subsidies for saving. Taxpayers pay substantially lower tax rates on investment income (capital gains and dividends) than on ordinary income, such as wages. Tax rates on ordinary income range from 12 to 37 percent, while rates on long-term capital gains and dividends (investments held for at least a year) range from 0 to 20 percent (though investors with especially high incomes pay a 3.8 percent surcharge on their investment income to help fund Medicare). With respect to capital gains, investors also can choose when to sell an asset and realize a gain, which lets them do so when tax rates are low.

Whether these lower rates boost investment is among the most contentious issues in public finance. Some economists believe that lower rates incentivize substantially more investment, driving higher rates of capital, more economic growth, and, some believe, greater benefits to workers in the form of higher wages. Other are skeptical, finding limited benefits for anyone other than the wealthiest taxpayers. Several studies have found that every $100 in tax-based saving incentives only raises saving by about $1.21

When it comes to capital gains, investors benefit from more than low tax rates. When someone holds an asset until death, the heir pays no tax on its increase in value over the years. That produces a massive tax benefit to the heirs of investors with the means to invest large sums of money and the flexibility to hold assets until death. Some economists criticize this provision on equity grounds, arguing that it preserves wealth across generations and limits economic mobility, while others say that by incentivizing investors to hold assets to escape capital gains taxes, it starves the economy of capital needed for more productive investments.

The tax code also provides savings incentives to spur home ownership. Homeowners who itemize their deductions can deduct their mortgage interest and property taxes. They don’t pay capital gains tax on the first $250,000 (per person) in gains on the value of their homes or on any gains if they hold their homes until death.22 Overall, however, economic research has shown that these incentives for home ownership have not boosted home ownership rates.23 At best, these tax incentives prompt people to buy more expensive homes and assume more mortgage debt, rather than pay off their homes and invest more in financial vehicles.24

Having said that, tax incentives for home ownership have been shrinking. In particular, the 2017 Tax Cuts and Jobs Act sharply reduced deductions for home ownership by greatly increasing the standard deduction (thus discouraging itemized deductions), limiting deductions for state and local taxes to $10,000 (thus limiting the amount of deductible property taxes), lowering tax rates (thus reducing the value of every dollar of deduction), and limiting the size of mortgages from which interest is deducted (to $750,000). These limits reduced the share of taxpayers who claim the mortgage interest deduction from 20 to 8 percent—with almost no one earning less than $50,000 claiming the benefit.25

Aside from the meager Saver’s Credit, then, tax incentives to spur saving are worth far more to upper-income taxpayers. So, while the federal government allocates hundreds of billions of dollars to subsidize retirement saving and home ownership each year, these tax breaks are largely wasteful, are worth little to anyone but the wealthiest families, and reward investors for holding on to poorly performing investments and assuming more mortgage debt than they otherwise would.

While those who want to prepare for retirement face barriers to savings as well as savings incentives through the tax code that overwhelmingly favors upper-income taxpayers, they must navigate a changing labor market that presents both new challenges and new opportunities. That is where we turn next.
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Transitioning to Retirement in a Changing Labor Market

As we discussed in Chapter 5, one way for families to prepare for retirement is to work longer and not retire until they have a secure base of financial assets. That does not necessarily mean working full time up to the day of retirement. By phasing down work over a period of years, individuals can enjoy less stress and more opportunity to develop retirement hobbies and activities while still earning income. Workers can choose part-time work and a phased retirement.

The labor market is changing, and that presents both challenges and opportunities to those approaching retirement. Change is hardly new, and, as the economy evolves, the plentiful jobs of one era often disappear a few years or decades later. Still, change today seems bewilderingly rapid. For some older employees, the skills that were valued when they started working are no longer prized, or they must supplement those skills with new technological savvy. If we expect workers to keep working, they must be able to remain qualified for good jobs. As a result, retooling skills can be an important part of phased retirement.

Self-employment is one way for older workers to keep working. In many cases, that occurs when a worker retires from a company but does contract work for that same company after retirement. Alternative approaches to self-employment are open to those with professions—such as lawyers, carpenters, or healthcare workers—who can often work freelance after they retire from their regular jobs. Self-employment is an important avenue for older workers to keep working, perhaps part-time.

Have online work platforms provided opportunities for older people to work in new ways? Those with technical expertise can offer their services through internet platforms that are designed to support “gig” work (where people work on a single job or gig rather than in regular employment). Rather than work for a taxi company, for instance, they can work for Uber or Lyft. Realistically, however, most older workers should not expect to make steady income from these platforms, although they can serve as a supplement to other forms of income.

Older workers are often at the mercy of changing workforce trends that raise the demand for some jobs over others, while macroeconomic trends can affect the demand for work more generally. The shock that COVID-19 inflicted on the labor market is one prime example, for the pandemic made it much harder for all workers to keep working and it accelerated some technological trends already under way.

The pandemic was especially hard on service workers, such as those in restaurants and bars, retail, tourism, and customer-facing services where people could easily postpone their purchases or find an online alternative. Companies that had been looking at automating positions over several years found ways to accelerate the technology and reduce the number of workers they needed. Workers in stable higher-paying jobs were protected and could often work from home, but the young and old were very hard hit. Young people starting out on the job ladder initially found that few companies were hiring. Older workers who were laid off found it hard or impossible to get their jobs back or find a good alternative position. And, of course, older workers were much more vulnerable to the disease and often decided to forgo employment rather than face exposure to COVID. As of this writing, it remains unsettled whether these trends will become permanent.

Phased retirement can help offset the social and cognitive challenges that older Americans face, and it can extend their lifespans. Theoretically, the social aspect of work can partially mitigate the loneliness epidemic that has gripped so many older individuals. Similarly, the intellectual stimulation that part-time work offers can forestall the cognitive decline of many in old age. These benefits are helpful reminders that the gains from work can extend beyond a paycheck. Similarly, while retirement does not always drive unhealthy habits, staying in the workforce may be the “nudge” that some people need to remain physically active or eat healthier foods.

All told, phased retirement in all its forms offers many potential benefits for older Americans. A strengthened system of phased retirement is an important part of any modern retirement landscape.

Part-Time Work Among Older Workers

To assess the merits of phased retirement, an important consideration is the share of older workers who choose part-time work. As Figure 7.1 shows, around 10 percent of employees in their 50s are working part-time, but the share rises to about 30 percent for those in their 60s and to about 40–45 percent for those in their 70s. Part-time workers as a share of all workers have remained mostly constant among those in their 50s and fell for the older groups.1 In short, working part-time is common among older workers, but it has become less common over time.



[image: image]

Figure 7.1 Shares of older employees working part-time.

Source: Bureau of Labor Statistics.



Do the many older workers who are working part time do so because they cannot find full-time work? When the Bureau of Labor Statistics surveys a sample of Americans each month about whether they are working full or part time, it asks part-time workers why they are working part time. Overwhelmingly, the reason is that they wanted to do so. In 2019, only 8.8 percent of part-time workers older than 55 said they wanted to work full time but could find only part-time work.2 Since then, the COVID-19 pandemic has resulted in enormous disruptions to the labor market, disruptions that will likely take several years to work through. Some older workers who lost their jobs as a result of the pandemic may never return to full-time employment with the wages and seniority that they achieved beforehand. And, as we discussed earlier, the share of workers exiting retirement to rejoin the labor market fell sharply.

It is worth putting the long-term trends that emerged before the pandemic into perspective. The older workforce doubled in size from around 19 million in 2000 to 38 million in 2019 as both the number of older people and their labor force participation rose. The labor market absorbed a massive influx of older workers and did so while the unemployment rate was low (before COVID-19 struck in 2020) and while the great majority of workers could choose whether to work part or full time. Among those who kept working into their 60s and 70s, many chose to work part time and have a phased retirement. Thus, working part time seems an important option for those approaching retirement and who want to keep making money but also scale back from full-time work.3

Paths to Retirement

Based on a survey that followed workers over time, the path to retirement is quite complicated.4 One might have expected workers to go from full-time work straight into full retirement or to work part time for a while before retiring. As it turns out, people retire and then un-retire, or they shift to part-time work and then back to full-time work. That’s an important consideration for policymakers as they develop retirement policies and for individuals and families that are considering their options. On the way to a secure retirement, people change their minds or their circumstances may change, giving them new choices. Recognizing this may be especially important as the economy emerges from the pandemic.

How many people take an unconventional route to retirement? The following results came from a survey in which respondents from a sample of those born between 1931 and 1941 were followed for 6 years, with interviews that extended through 2002:5



• Just over half (52.2 percent) left a full-time job, completely retired, and stayed retired. This is what we call the “traditional view of retirement,” and most respondents followed that path.

• Nearly a fifth (19.2 percent) retired and stopped working completely but returned to work later. Some returned to full-time work, while others worked part time. They later said they had retired but then changed their minds. (Perhaps they had lost a job or left a job they did not like and then looked for a new job, either full or part time.) Apparently, their decision was not driven by economic necessity. More than 80 percent said they chose to return to work; they were not forced to do so.

• The rest (28.6 percent) transitioned from full- to part-time work or reduced their hours of work substantially in their existing job. Most of this group transitioned to complete retirement, but a small portion moved from partial retirement back to full-time work.



All told, nearly half of the respondents followed a nontraditional retirement path, with some even retiring and then un-retiring. Partial or phased retirement is an option that many people take, letting them earn money for a longer time. With phased retirement, people move in and out of retirement. Those crafting retirement policy and those advising retirees must recognize that the path to retirement often involves part-time work and that the decision to retire is not irrevocable. We cannot know as this is written how the labor market recovery from COVID-19 will ultimately play out, but we think it likely that even more older workers will take nontraditional paths to retirement, especially as telework has become more common and more established. This involves less commuting and less physical strain and perhaps a greater willingness among employers to accommodate more flexible work schedules. Ultimately, this will lead to an improved outlook for workers overall, as older Americans will have more agency to tailor their work effort to their specific preferences and circumstances.

Self-Employment at Older Ages

If we expect people to work longer, what jobs do we think they will fill in those additional years of work? One recent study, based on an extensive Gallup telephone survey, provided a very helpful picture.6 The survey covered those aged 18–79 and included detailed questions to determine whether people worked for an employer or for themselves. What did it reveal?

First, more people work for themselves than previous surveys estimated. Lots of people, especially older workers, are independent contractors who take assignments (providing services directly to customers or, often, to companies). When older workers retire from their regular jobs, they may continue to work—even for the same company—but on assignment, under which they are paid for a specific task. Independent contractors have more freedom to control their work hours, but they don’t receive fringe benefits, such as health insurance and contributions to a retirement fund.7 For Medicare-eligible workers who are 65 or older, however, the absence of health insurance benefits may be a less important factor than for younger workers.

Second, self-employment of all kinds comprises a much greater share of work as people grow older. Among those 18–79, 67 percent said they have done some paid work. Of that group, 23.6 percent are self-employed. Self-employment rises steadily with age, reaching 45.5 percent for those 65–69 and 67.5 percent for those 75–79.8 So, about a half to two-thirds of those who work into their 60s and 70s are self-employed. Some retire and then do contract work for their old employer, while others find clients that are willing to pay them for their services.

Not everyone has the qualifications or skills for self-employment. People’s level of education has a big impact on the jobs they secure. Workers with higher education are likelier to be in career positions in which they like their jobs and are well paid. The Gallup survey confirmed a pattern from previous studies: workers with a college degree remain in the workforce much longer than those with a high school education or less. Nevertheless, among those who keep working at older ages, self-employment is common among those without a college degree. Just as a lawyer can keep practicing law as she gets older, so, too, can a carpenter or painter.

Can Internet Platforms Help Older People Find Work?

New platforms on the internet enable people to offer their services and may help older people who want to be self-employed and work part time but are unable to find clients.

Two of the best-known mobile apps are Lyft and Uber, which let people provide what are known as peer-to-peer services, in this case taxi service. Another important example of peer-to-peer services is Airbnb, through which people offer “hotel” services, renting out rooms or homes. Upwork and TaskRabbit let individuals select or bid for one-off tasks. Marketplaces such as Etsy allow for the sale of art or craft-made products. Amazon, of course, provides a market for millions of retailers, small and large, to sell their products, even though these retailers often do not have retail premises.

Given media coverage of the gig economy, one could expect the emerging new economy to provide an important source of jobs and revenue for older people looking for part- or even full-time work. That is not the case, however. From the Gallup survey cited above, just 3.1 percent of employment by all ages (based on a person’s main job) was work performed using internet platforms. As Figure 7.2 shows, for those older than 60, it’s more like 2 percent.
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Figure 7.2 Share of workers participating in online platform work, by age group (percent of group).

Source: Authors, using data from Abraham, Hershbein, and Houseman (2020).



Similarly, the JP Morgan Chase Institute mined its enormous dataset of millions of checking account and credit card customers to identify income generated from work conducted through online platforms. In 2017–2018, the Institute reported that just 4.5 percent of its sample of bank customers had income from online platforms over a 12-month period. That figure had risen from less than 2 percent in 2012–2013. On the other hand, the percent of customers reporting income in any given month was much lower, at 1.6 percent in 2017–2018, indicating that most people using these platforms did so sporadically rather than consistently.

Moreover, the money collected through online work platforms was low and fell over the 5-year period. Monthly earnings averaged $762 for all users in the months of 2017–2018 when they were working. Transportation (think Uber and Lyft) was the most frequent area of work, while Airbnb had the greatest monthly earnings. Among those 65 and older, only 0.5 percent used online platforms for work.

While the labor market is changing in important ways, online platforms have not significantly changed opportunities for older workers. Perhaps that will change in the future. Through 2018, however, online platforms did not represent a sizable share of the work of older workers, and we are almost certain this remains true to the present.

Older Workers Must Understand the Changing Labor Market

For older workers to work long enough to support themselves in retirement, they must understand how a changing labor market affects them. Three main forces are driving labor market change and shaping the job prospects of older workers: demographics, trade, and technology.

Demographics

After World War II, the combination of a baby boom and greater labor market participation by women drove a young, rapidly growing workforce. Today, the opposite is occurring.

The birth rate has slowed sharply. In 2020, America’s fertility rate was just 1.64 births per woman, well-below the 2.1 rate required to keep the population stable in the absence of immigration, and the lowest level in US history.9,10,11 Historically, the combination of steady immigration and a fertility rate above 2.1—the rate was 3.7 in the post-war baby boom—has meant a steadily rising population. Meanwhile, America’s population is aging and will continue to do so, women’s labor force participation is peaking, and life expectancy has increased. Due to all these factors, the rate of labor force growth has fallen considerably, while the average age of the population has risen. With the labor force of older workers (55 and older) doubling in size since 2000 and the labor force of younger workers (25–54) remaining flat, the ratio of older to younger workers has increased dramatically, as has the number of baby boomers moving into retirement.

What do these changing demographics mean for today’s older workers? In modern labor markets, older workers who seek to keep working often face stiff competition for jobs. Recessions, including the most recent one in 2020, often devastate the job market for everyone, but rebuilding a career is much harder for older workers who have lost their jobs. This is particularly bad for low-income workers who may have preexisting financial retirement challenges that compound in downturns. We hope to see policymakers launch a major initiative to help older and disadvantaged workers navigate the impact of changing demographics. But workers also will need to make a major effort themselves to remain productive if they have not saved enough to retire early.

The Decline in Manufacturing Jobs

The number of manufacturing jobs peaked in 1979 at about 19.5 million. After the Great Recession, it reached a low in early 2010 of just under 11.5 million and then rose modestly to around 12.9 million before COVID-19. Blue-collar jobs declined as a share of all manufacturing jobs, with only 9 million production worker jobs in manufacturing in 2019.12 In April of 2020, manufacturing employment fell to 11.4 million; it has been gradually recovering since then, but, as of this writing, employment remains well below its 2019 peak.

Liberals and conservatives alike blame international trade, and trade with China in particular, for the decline. Trade with China surely has played a role, but manufacturing output and employment have been declining steadily as a share of the economy for more than 50 years. Trade is not the only, or even the main, reason for this long-term trend, which is common to all industrial countries and driven heavily by technology. It took 10.1 worker-hours to produce 1 ton of steel in 1980, but just 1.5 hours in 2017.13 Manufacturing jobs are only about a tenth of all jobs today, and that share will likely remain flat or keep declining, regardless of whether politicians keep promising to reverse the trend.

In the past, manufacturing played an outsized role in the labor market, providing well-paid jobs to millions of workers who lacked a college degree. Many of the jobs were unionized, with good benefits and pension programs.14 Although the wages of men without advanced degrees have stagnated for several reasons, the loss of manufacturing jobs has been an important factor. Exacerbating the problem has been the decline in unionization because unions were instrumental in protecting worker interests. Facing the competitive pressure of imports, US companies resisted union demands and often built new factories in states that make it hard for workers to unionize.

What does this mean for older workers? Many workers reached their 40s and 50s as part of a unionized workforce, making good wages and expecting a pension, but they later lost their jobs, perhaps because the plant or company that employed them closed or went bankrupt. These workers face a tough road ahead in the job market because, while they have skills and experience, their skills are now less economically valuable. They may find new jobs, but they will not likely regain their previous salaries and benefits.

Blue-collar workers who have lost their jobs in manufacturing or related fields face a particularly tough road. In the last section of this book, we propose ways to help older Americans who want to remain in the labor market, but the specific problems of blue-collar workers demand proposals that are tailored to them.



• Retraining can help blue-collar workers fill jobs as plumbers, carpenters, auto mechanics, and welders, for which the pay is good and positions are available.

• We should follow the example of countries such as Denmark, France, Germany, and Sweden, which have committed relatively larger shares of the economy to retraining while also embracing data-oriented approaches to job matching and identifying labor shortages.

• Policymakers and the courts must protect pension benefits even when companies go through bankruptcy or when pension liabilities fall short of their promised benefits.



Technology and Tomorrow’s Labor Market

Manufacturing jobs shrank so much in part because manufacturing adopted automation more than other economic sectors. With promised advances in robots, self-driving vehicles, and artificial intelligence, many more types of jobs beyond manufacturing may disappear as well. In addition, the need for digital skills will only increase, especially if workers incorporate working from home as a strategy for phasing into retirement. (One recent Urban Institute study15 showed that roughly one-third of workers older than 65 lacked any digital skills, compared to less than 10 percent for younger workers.) These inevitable advances in technology will increase the challenges for Americans as they plan retirement and consider working longer.

Some fears about the job market of the future—specifically, that it will offer too few jobs for tomorrow’s workforce—are generally not justified. While some jobs disappear, others will remain in demand and the economy will create new ones as well. These fears may be exacerbated when the economy slows, but we expect the historical trend of strong job growth during economic recoveries to continue. Over the past 30 years, in fact, recoveries have been stronger than in the prior 30 years. While the economy of the 1970s and early ’80s was plagued by high inflation and persistent unemployment, unemployment fell below 4 percent in 2000, to about 4 percent in 2007, and to below 4 percent again in 2019. Technological advances are not limiting the availability of jobs.

The problem, instead, is a shortage of good jobs. As we have seen, good manufacturing jobs are in short supply. Beyond manufacturing, jobs that once paid well have been “deskilled”—that is, they require less skill and training to accomplish the tasks in question—and, as a result, they pay less. Meanwhile, income inequality has grown wider; those at the top enjoyed sizable income gains in recent decades, while most workers experienced only modest gains or even declines in inflation-adjusted wages.16

A shortage of good jobs emerged as technology evolved. Some of the same forces that eliminated many blue-collar jobs in manufacturing emerged in the service sector. Banks, for example, programmed their computers so they can hire low-skill workers as bank tellers and pay them low wages. Experts on emerging digital technologies worry that this technology trend will continue, if not accelerate.

Nevertheless, technology futurists foresee faster productivity and economic growth down the road, and they believe that new digital technologies will make things better overall, enabling more healthcare, more education, and more entertainment. Not everyone will enjoy the benefits, however. Mid-level jobs will shrink, and wages will stagnate for many workers. Compared to technological change historically, the new digital technologies will likelier create winner-take-all markets, with some growing rich, others falling behind, and many jobs eliminated. Those with special technological skills or education will prosper, while those with only ordinary skills may not. The most successful of all will be entrepreneurs and senior executives, as well as those who work in the financial sector.17

As we discuss in later chapters, policymakers will need to address the shortage of good jobs and stagnant incomes for all-too-many workers by strengthening core social insurance programs like Social Security and Medicare. They should make the tax system more progressive so that it takes less and offers more to those in the middle and at the bottom. They should make sure that giant companies do not exploit their size to squeeze workers or crush unions. At the same time, workers will need to make sure they have the right skills and acquire new skills as they get older.

Fears that the pandemic would initiate widespread changes in the labor market appear to be generally unfounded. Instead, long-term trends in the labor force will persist. Even before the pandemic, “brick and mortar” retailers were losing ground to online shopping—and that trend will likely continue. Businesses providing certain services, like dry cleaning and nursing home care, closed at rapid rates during the pandemic and have been slow to recover—which is bad news for workers employed in those industries. Not all these developments will be bad for jobs, however. The pandemic exposed the dangers created by value chains that are spread across the world. Some goods became unavailable and others took weeks to get. As a result, companies are rethinking where to locate production and where to source parts. That will not mean iPhones will be assembled in America, but we may see some increase in manufacturing jobs at home, spurred in part by policies to encourage companies to keep vital activities in the United States.

Can Phased Retirement Improve Health?

By working longer, older workers will do more than earn more money. They also may forestall their cognitive decline and increase their social interaction.

“[I]n our rush to leave the office,” retirement expert Richard Johnson wrote in a Wall Street Journal op-ed of April 2019, “we don’t realize that retirement also has a downside, especially over the long term. Many retirees indulge in unhealthy behaviors. They become sedentary and watch too much television. They eat too much. They drink too much. They smoke too much. Without the purpose of fulfilling work, retirees can feel adrift and become depressed. Without the camaraderie of their co-workers, retirees risk becoming socially isolated. Without the intellectual stimulation that work can provide, retirement can accelerate cognitive decline.”18

Johnson cited a paper by Maria Fitzpatrick and Timothy Moore, who studied the impact on mortality of people beginning to take their Social Security benefits at age 62, which is the first year of eligibility. They found a link between Social Security eligibility and a 2 percent increase in mortality for men and much larger increases for men who retire at that age. This study builds on a growing literature suggesting that retirement can lead to greater mortality, especially for male blue-collar workers.19

We don’t know why retirement can boost mortality, but loneliness and the lack of a strong social network may play a role. Over a quarter of retirement-age Americans are considered “socially isolated,” and several studies show a connection between social isolation and health.20 The Centers for Disease Control (CDC) notes a link between social isolation and such indicators of poor health as higher rates of hospitalization, heart disease, and stroke. The CDC characterized the health impacts of loneliness as similar to those of obesity, smoking, and inactivity.21

A related concern is the impact of retirement on cognitive decline. A handful of studies suggest that cognition falls more for individuals who have been retired longer.22 That is consistent with other research showing a link between intellectual challenges and higher levels of cognition. On average, staying in the workforce probably improves cognition over time, although the impacts vary for different populations, occupations, and dates of retirement.

The challenge of convincing people to keep working to maintain their health and cognitive abilities is, of course, that many people enjoy retirement. After all, there is more to retirement than staying healthy and being intellectually stimulated. Many workers report post-retirement improvements in “subjective well-being”—a fancy term for happiness. Also, if leaving work means less healthy and engaged lifestyles, then finding strategies to improve retiree health is an alternative to recommending that they keep working.

Nevertheless, phased retirement offers workers real promise—at least for some years—to remain engaged while retaining substantially more time for whatever activity makes them happy. While we do not know of any research that links numbers of hours worked to changes in health and cognition, it appears likely that the positive impacts decelerate with each additional hour worked. That is, the 1st hour spent at a job each week is probably more important to one’s health than the 40th hour.

All told, phased retirement offers the triple benefit of higher wages, improved health, and more social interaction. For people with sufficient retirement income, with the discipline to avoid unhealthy habits, and with plenty of friends and family to enjoy, the benefits of phased retirement may not be worth the costs of less time for other pursuits. But for those who need the income or who suspect that retirement means a descent into a less healthy lifestyle, phased retirement may offer the best of both worlds.

As Americans consider how much to work in their later years and when to retire, they need the savings vehicles through which they can ensure themselves a comfortable retirement. One vehicle that gets far too little attention and that holds particular promise is a longevity annuity—the subject of our next chapter.
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How Annuities Can Mitigate Uncertainty and Improve Retirement

In its purest form, an annuity is a contract between an individual and a life insurance company in which the individual pays a premium in exchange for guaranteed payments from the insurance company until the individual dies. With these guaranteed payments, annuities reduce the financial risk associated with unknown lifespans. In essence, the risk shifts from the individual to the insurer because the insurer pays the individual no matter how long the person lives. For the individual, “de-risking” the longevity risk in retirement brings important benefits, such as reducing the need to stockpile savings to protect against an especially long lifespan.

De-risked retirement products were once popular. Under the retirement paradigm of decades ago, many workers had company pensions, received guaranteed income for life, and enjoyed comfortable retirements free of financial anxiety. Today, workers who still have pensions, such as union members and public-sector workers, value them highly and fight efforts to end or cut their benefits.

The new de facto paradigm, however, has shifted to one characterized by risk. As we have emphasized throughout this book, many workers reach retirement with little or no financial assets, while even those with sizable savings rarely have protection against long lifespans. Middle-class families that reach retirement with ample retirement nest eggs rarely buy annuities to ensure lifetime income. Few employer retirement plans offer annuities, and annuities that an individual would buy remain unpopular. In fact, longevity annuities—a product (as we explain later) that specifically targets longevity risk and that, according to economists, should provide substantial value to retirees—have not yet achieved even modest acceptance by households. Retirees are largely choosing to weather retirement with more risk and uncertainty than they need to face.

Tax accountants, asset managers, and even some researchers note problems with the annuity market as it now operates: the market often features confusing products that are labeled as annuities but do little to “de-risk” retirement, those who put too much money in an annuity can find themselves without enough cash, and fees can be extraordinarily high. These problems, however, do not apply equally to all annuities—especially the types of annuities that economists favor and that we describe in this chapter.

Financial advisors are often reluctant to recommend annuities to their clients for many reasons: advisers may see better value in financial investments, they are often not licensed to sell annuities, and they traditionally have not been able to accept the commission that insurance companies pay when an annuity is sold. Also, since financial advisors’ compensation is often directly tied to the size of their clients’ investment portfolios, allocating retirement funds to annuities can reduce the share of stocks and bonds in portfolios and thus siphon fees from the advisers who manage them.

Expanding the market for annuities is critical for the retirement landscape for two reasons. To start, if more life insurance companies offered annuity products, that would mean more competition among these companies, which can then lower fees for the products. More importantly, in a landscape without pensions, there is practically no way, other than annuities, for retirees to reduce longevity risk in their portfolio.

The most promising way to expand the annuity market is to involve employers. Encouraging employers to make annuities available to employees as part of their retirement plans would enable employers to negotiate fees downward and help alleviate the confusion that their employees may have. Under this system, employers would not only help workers build up their nest eggs, but they also would help workers settle on a strategy for turning their nest eggs into streams of income payments. Employers can also establish strategies for providing employees unbiased information about the benefits of annuities (and other retirement products).

The market for annuities depends in part on the state of the economy. All else equal, low interest rates make annuities more expensive for consumers, because lower interest rates mean a lower return for the annuity and life insurance companies that buy bonds with the premiums used to purchase annuities. Because annuity providers earn a lower interest return, they will charge higher fees or offer lower payouts to customers in order to maintain their profitability.

We expect low interest rates to be a common feature of the economy moving forward. As of this writing, rates have moved higher but are likely to return to low levels once inflation subsides, although this trend might reverse if the rise in government indebtedness we described earlier continues and boosts interest rates in the future. To offer protection against interest rate risk, some, but not all, annuities adjust their payouts depending on changes in interest rates. That can be helpful when retirees benefit from higher rates, but adds risk if interest rates decline.

Annuity Products

Annuities are complicated products, with a perplexing array of features and add-ons—all obscured further by complex industry jargon. All told, individuals have a dizzying array of options from which to choose as they compare products, making it hard if not impossible to sort through them. In fact, one annuity sales and education website, annuityguys.org, recently listed thirty-seven different types of annuity products. In this section, we boil down the main features of annuities and discuss their relative merits.

In broad strokes, annuities can be either variable annuities or income annuities. (Indexed annuities are a third category but share many of the characteristics of variable annuities.) Income annuities are products that do not have a built-in investment component and simply involve a consumer paying a set amount—called a premium—in exchange for a stream of payments in the future. These types of annuities can pay benefits on different schedules, with some starting immediately (within a year of purchase) and others (called deferred annuities) starting after a deferral period that lasts years or even decades; a longevity annuity is one with a deferral period of roughly two decades. Purchasers can pay the premiums for income annuities either in a lump sum or over time.

A popular example of an income annuity is a single-premium income annuity, or SPIA. A buyer of a SPIA will pay a one-time premium in exchange for a series of payments, usually beginning shortly after the premium is paid and often only ending when the policyholder dies. Similarly, Social Security can be considered an income annuity for which workers pay by paying payroll taxes throughout their working careers.

From an economic perspective, income annuities are similar to an insurance product. With other insurance policies, like auto or home insurance, consumers pay into the same pot of money, and some collect if they face some type of event—like a car crash or house fire. The key feature of insurance is that everyone pays premiums into the same pool of money, and some collect more than others based on life events. In short, the essence of insurance is sharing risk among a pool of policyholders.

Likewise with income annuities, everyone pays into the same pool—but the amount they collect generally depends on how long the policyholder lives. Two policyholders might buy an identical product, but one could die after 5 years and the other could live for another 30. The longer-living individual collects more, just as the person who gets into a car crash collects more from auto insurance.

Variable annuities are the alternative to income annuities. (Indexed annuities are usually a special class of variable annuities, in which the investment component is tied to a stock market index like the S&P 500.) These products function like a supplemental 401(k) account, in which contributions are invested in stocks or bonds and receive preferential tax treatment. High-income individuals buy variable annuities with their after-tax income (i.e., they do not exclude their contribution from taxes), but their earnings on investments are not subject to tax until the individuals withdraw the money from them. Individuals can buy variable annuities within the account without paying capital gains taxes on each transaction. In practice, variable annuities mainly help high-income individuals shield more of that income from taxation once they have exhausted the contribution limit on their 401(k)s. For this reason, variable annuities are different from income annuities and are more like a financial product (such as a mutual fund) than an insurance product.

Unlike a standard 401(k), the individual may buy an insurance guarantee to protect against low investment returns. Also unlike a 401(k), the individual may leave all the accumulated earnings in the account past age 72 without having to make withdrawals. Individuals can withdraw funds through a lump-sum payout, periodic distributions (likely monthly), or a lifetime income stream—with policyholders rarely choosing to annuitize their investments by selecting a regular distribution option. For most owners who never annuitize their investments, the annuity serves a similar purpose as a 401(k), but with no contribution limit or required minimum distribution rules.

Annuities can offer different options that guarantee various levels of income and returns on investments. Many annuities with an investment component, for instance, offer minimum guaranteed returns on part of the premiums and caps on how much the investments can earn. Many annuities offer other guarantees and options that can reduce the link between longevity risk and annuity payouts. For example, some annuities guarantee the return of principal (i.e., a “cash refund”) to beneficiaries if an owner dies before receiving the full principal. Other annuities guarantee payouts over a set period, such as 10 or 15 years, regardless of whether an annuitant dies during that period, with beneficiaries receiving the payouts if the annuitant dies.1 Naturally, the consumer ultimately pays for the benefit of these guarantees in the form of lower payout rates or higher fees.

One of the risks people face as they retire is inflation risk. In the 1970s and early 1980s, inflation rates were very high, and fear of inflation was very common. Since then, inflation has been much less of a problem, with consumer prices growing only slowly for many years. Still, for someone looking at 20 or 30 years of future retirement, inflation is a concern. Even a 2 percent rate of increase over 20 years will cumulate to a nearly 50 percent increase in the price level. Further, as we have said, inflation has suddenly become more of a problem in 2022 and it may persist for a while. Annuities can provide inflation protection. Some annuity products have explicit inflation protection, adjusting the payout each year based on the increase in the consumer price index. Annuities that adjust with the rate of interest also can provide protection because interest rates will rise if inflation increases.

Individuals can also buy riders, such as for long-term care insurance, that supplement basic benefits. These riders, not surprisingly, add to the cost. Importantly, too, consumers can elect varying frequencies for receiving their benefits, ranging from a one-time payment to monthly checks for life. Since annuities offer an insurance component and a contract to make payments for many years into the future, the creditworthiness of the company selling the annuity is an important issue for the purchaser.

Annuities of all stripes can carry high commissions, although that depends very much on the product. Determining the typical fees for various types of annuities is exceptionally difficult. Our best guess is that fees are trending lower but are still substantially higher than for comparable products: the weighted commission on annuities has fallen over the past decade, from around 8 percent before the Great Recession to less than 6 percent today, according to the market research firm Wink. But commissions vary substantially among sellers and types of annuities, with “plain vanilla” immediate annuities (such as SPIAs) carrying sales commissions of just 1–3 percent and deferred income annuities or longevity annuities carrying commissions of 2–4 percent. Variable annuities appear to have commissions of 5 percent or higher.2

Economists Value Annuities; Consumers Do Not

If it were up to economists, annuities would be widely popular. Economic models of rational behavior predict that households that are planning their retirement will buy annuities to protect themselves against the risk of running out of money. In practice, relatively few households do so. Economists dub this conundrum the “annuity puzzle.”

Running out of money can have severe consequences, forcing a sharp drop in consumption that typically causes a substantial decline in welfare or well-being. Although individuals vary in how well they adjust to less income and consumption, people tend to value consumption more at lower income levels. A hundred dollars, for instance, can boost a person’s happiness more if they are poor than if they are wealthy. Similarly, declines in consumption are more painful for those with lower income.

Falling into poverty, or suffering a precipitous drop in income, can be particularly disastrous for older individuals. A 40-year-old person who runs out of money can look for a job, but someone at 75 or 80 would find it very hard (and in many cases impossible) to secure a job that gives them continued financial support. That is especially true for those with health problems. Most retirees have Social Security and Medicare to support them, and those programs provide some protection against poverty, but Social Security is not very generous for the average recipient and is even less generous after accounting for the Medicare premiums and other health costs that retirees pay. Older people who exhaust their assets have other options, such as living with relatives or securing a slot in a Medicaid-funded nursing home, but these options do not eliminate their potential hardship. In short, running out of money in old age is a bad idea.

The human desire to avoid steep declines in income is why economic models typically assume that people are risk averse. People will pay an insurance premium each year to avoid the loss if their house burned down or thieves ransacked it. While people also buy lottery tickets that offer a miniscule chance of winning and go to casinos where the odds favor the house, they view these risky behaviors as entertainment for which they will happily pay small amounts. When it comes to insuring against a severe hardship, we expect sensible people to avoid assuming the risk of a costly event when they can avoid it. In the context of retirement, we would expect rational consumers to mitigate longevity risk—the risk posed by living longer than expected and exhausting one’s savings.

As previously discussed, lifespans are inherently uncertain. While averages across different groups of individuals based on age are well known, averages tell us little about the distribution of possible lifespans. Vanguard’s life expectancy tool, for instance, indicates that a 65-year-old man has an 80 percent chance of living at least another decade, a 41 percent chance of living two more decades, and a 6 percent chance of living three more decades. For a woman of the same age, the probabilities are 85 percent for one more decade, 53 percent for two more, and 13 percent for three more.3 That 65-year-olds have a good chance of living for many more years is unequivocally a good thing, but the longevity uncertainty brings significant risk when people retire at a given age with a fixed amount of assets.

We have discussed the role that company pensions used to have in mitigating various types of risk for workers, and how this lower risk made the products a popular benefit for many workers. While workers regret their demise, and some labor leaders would like to restore widespread coverage, a significant comeback for pensions is unlikely. Even the federal government is moving its employees away from its traditional pension plan (the Federal Employees Retirement System) and toward a defined-contribution plan (the Thrift Savings Plan). Given the popularity of defined-benefit pensions, one might expect their decline to spur a widespread demand for income annuities since the latter offer similar benefits in the form of life-long payments.

That has not occurred, perhaps because people do not see the connection between annuities and pensions.4 Annual sales of income annuities—which are most akin to the products that economists favor—are low and falling. In the first quarter of 2020, sales of SPIAs were just $1.9 billion and had fallen by nearly one-third relative to 1 year earlier. Sales of deferred-income annuities were just $470 million in the same quarter, a decrease of more than one-quarter over the year.5

Annuities also have yet to gain traction within employer-sponsored retirement accounts.6 Of the $1.6 trillion in variable annuities reserves, just 17 percent is in employer-sponsored retirement accounts and 12 percent is in IRAs. That may be due in part to the limited benefit to individuals of holding variable annuities in tax-preferred accounts, but it also may be due to the low availability of annuity products in employer-based accounts and the little interest from those eligible for them. In a Deloitte 2017 survey of 148 plan sponsors, just 6 percent said they offered annuities as part of their retirement plans. Meanwhile, the Labor Department found that, in 2002, only 6.1 percent of defined-contribution plans were directly converted to annuities within a year of the account holders’ retirement, and the figure fell to just 4.1 percent by 2008 (though some savers likely converted their accounts after more than a year of retirement).7

Ultimately, the current market for income annuities—including those that pay out immediately and those that pay out with a lag—has yet to fulfill the promise that economists envisioned. Given the historical experience, we suspect that until annuities are widely available in workplace retirement accounts, and until the products can overcome their reputation as high-fee endeavors, savers will continue to avoid them.

Behavioral Biases Against Annuities

In economic models of rational decision-making, people assess their well-being under possible future scenarios, weighing alternatives by the probability that each will occur (which is called the expected utility framework). Needless to say, what actually ensues often does not match predictions. People find it hard to assess the likelihood of events they do not understand well and cannot control, and they may overestimate how well they can influence events. People, for instance, hear news stories, on the one hand, that the risk of floods and hurricanes has risen or, on the other hand, that global warming is a hoax. How do they make rational judgments about the value of flood or hurricane insurance? A large majority of people judge themselves above average in driving skills (which, mathematically at least, cannot be true), so they likely underestimate the chances that they will crash their vehicles, which is one reason why most states make liability insurance compulsory.

Behavioral economists are exploring the ways in which people make decisions that do not reflect the economic model of expected utility. Behavioral economics pioneers Amos Tversky and Daniel Kahneman developed “prospect theory” as a formal model that differs from expected utility theory,8 and their work has opened the door to alternative ways of thinking about retirement decisions.9 People have trouble making retirement decisions because they cannot visualize their lives in the future and see how the decisions they make today will alter that future. That is particularly true if they are forced to think about unpleasant options, such as being unable to care for themselves. By contrast, people like to visualize their lives under happier scenarios, such as winning the lottery.

Workers seem to feel differently about a benefit from an employer than about a benefit they buy for themselves. That is important because retirees view the funds in their 401(k) plan as their own money, and they want to control it. Retirees who put all their retirement funds into an annuity would surrender access to it and lose control over it. An employer-provided pension feels different from an annuity: the employer provides it for its workers, rather than the worker buying it. In addition, people may overestimate their ability to invest wisely, making them more likely to want to control their assets.10

Similarly, people may worry that if they buy an annuity, they will receive benefits only for a limited time or not receive any benefits at all. Those nearing retirement commonly say that they eschew annuities out of concern that they will die before the annuity has paid enough in benefits to make the investment worthwhile. These near-retirees are—wrongly, in our opinion—comparing annuities, which are insurance products, to financial products that offer a rate of return. If, instead, people view annuities as the insurance products that they are, they will see that their value lies in the financial stability they offer. Insurance companies have tried to address the concern about dying before the annuity has paid off by offering ways to provide a guaranteed minimum “payout.” That raises the cost of the annuity, however, which can reduce the effectiveness of the insurance provided.

As behavioral economics has found, and as we noted earlier in this book, small changes in the way decisions are structured can make a big difference to how people behave. In Nudge, their book of 2009, Richard Thaler and Cass Sunstein show that if workers are automatically enrolled in a contributory retirement plan, they will very likely continue contributing. If, however, they must choose to enroll, a smaller share of them do so. These findings suggest an important reason why few people buy annuities. Most employer retirement plans (such as 401(k) plans) do not provide any option to contribute to an annuity, and almost no plans include the automatic purchase of an annuity as the default option within the plan—that is, as a provision that takes effect unless workers take steps to change it.

In essence, behavioral economics suggests that it is worth nudging people toward decisions that lead to greater retirement security but not forcing people to behave in any particular way.

Longevity Annuities

Economists increasingly favor one type of annuity—a longevity annuity—because it can address a person’s risk of outliving assets. As noted, a longevity annuity is a kind of deferred annuity—an annuity with a lag time between when an individual pays a premium and starts receiving benefits. (Longevity annuities go by several names, including deferred-income annuities and advanced life deferred annuities. In this chapter, we refer to them all as longevity annuities.) While most deferred annuities function as investment products, longevity annuities are more like standard annuities with a lag of several decades between the premium and the first benefit.

A person might buy a longevity annuity at, say, age 60 and receive nothing until reaching 75 or 80, at which point the person begins to receive a fixed amount each month or quarter. That means that individuals in their 60s or 70s can plan their spending knowing that if they live into their 80s or 90s, they will be covered financially by the checks from their longevity annuity and their continuing Social Security benefits.

It has proven hard to explain to people why they should buy a longevity annuity, which is perhaps why such annuities remain a niche product. Nevertheless, consider how a family with money in a retirement account could benefit from the lifetime protection that a longevity annuity, in particular, would offer.



• The family could draw money from their retirement account to supplement their Social Security benefits, hoping they can manage their investments and withdrawals so they have enough to live comfortably and not run out of money.

• Or, they could use all or most of their assets to buy a regular annuity that provides payments every month or quarter until they die. Unless they have a large nest egg at retirement, however, the payment from a regular annuity will not be very large and they will have only a small cash reserve to finance unexpected expenses.

• Or, they could buy a longevity annuity. The family maintains control over most of their retirement assets, investing as they want and drawing money as they need. They use part of their retirement assets to buy a longevity annuity that pays benefits to either partner in the family if they live into their 80s and beyond. If neither family member lives that long, of course, they get nothing. If, however, one or both live a long time, they are protected to the end of their lives and will receive a substantial supplement to their Social Security benefits.



The longevity annuity is a much cheaper way for individuals to secure a guaranteed income supplement late in life. The insurance company can profitably provide it because (1) the up-front money it receives when individuals pay their premiums will earn interest for, say, 20 years before the company must begin making payments to the individuals, and (2) some people will die before receiving any benefits, which enables the insurance company to provide a more generous benefit to those who live.11 Thus, like other types of income annuities, longevity annuities are insurance policies, not investments. Not everyone gets a payout, but the annuity is worthwhile for the insurance it provides.

We can see the insurance value of a longevity annuity from an example with actual sample quotes. In 2020, a 65-year-old man seeking $3,000 a month in benefits, beginning immediately and without inflation protection, would pay a one-time premium of $619,016 for the annuity. The same benefit ($3,000 per month without inflation protection) that begins at age 80 would cost just $191,358. For a woman seeking the same benefits, the immediate annuity would cost $653,680, while the deferred annuity would cost $222,723.12

The Tax Implications

The federal tax code provided about $250 billion in tax benefits for saving, typically through the concept of deferral. We discussed the details of these accounts in Chapter 6 and elsewhere, but briefly recount them here. Retirement savers (and their employers) can deduct contributions to retirement plans, up to a limit, from their taxable income. The plans then invest these contributions, and they can grow tax free until the plan holder withdraws money from the plan, at which time that “distribution” is taxed at ordinary income tax rates. The tax benefit derives from two factors: (1) the investments grow tax free and (2) one’s income tax rate in retirement is typically lower than in one’s working years. Unfortunately, the vast majority of tax benefits for saving go to those with both the means to contribute to retirement accounts and with tax rates that are high during their working years and lower during retirement—in other words, overwhelmingly upper-income households.

Tax laws limit how much workers can contribute each year to these types of accounts. In 2021, the limit on employee contributions was $19,500 and the limit on total contributions (employee plus employer) was $58,000. Deductions for contributions to IRAs, which are similar to employer-sponsored accounts but are not sponsored by a company, were limited to $6,000 in 2021. Workers older than 50 can make “catch up” contributions of an additional $6,500 to employer-sponsored accounts and $1,000 to IRAs. Individuals can start withdrawing money from their tax-preferred retirement savings accounts starting at age 59-and-a-half without facing a tax penalty. Starting at age 72, they must withdraw minimum amounts each year to avoid a tax penalty.13 Annuities held in these tax-preferred accounts face the same tax treatment as other investments, except for certain types of qualified annuities that are exempt from standard minimum distribution rules.14

Accumulation annuities that are held outside of retirement accounts offer tax advantages as well. Individuals who hold annuities with an investment component can defer taxes on investment earnings until they take a distribution from them—that is, they pay no tax on the “inside build-up” within the account. And, while individuals face penalties for early withdrawals, as with 401(k)s, they typically can keep their funds in an annuity without penalty until age 90. A 40-year-old, for example, can contribute to an annuity and let it grow for 50 years without paying any taxes. Unlike with retirement accounts, individuals can contribute to annuities without limit, providing a substantial advantage for high-income households that want to shield substantial funds from taxes.

Another difference between annuities inside employment-sponsored accounts and annuities outside of them are the rules on pricing based on gender. In 1983, the Supreme Court ruled that all employer-sponsored retirement accounts must use unisex pricing.15 Now, pension payments have to be equal in nominal terms for men and women, providing a higher lifetime benefit for women overall due to longer life expectancy. But the Supreme Court ruling also affected annuities in employer-sponsored saving accounts, giving female workers a roughly 3 percent cost saving relative to purchases outside employer accounts, which can (and usually do) offer gender-specific pricing.

A handful of factors may be driving down demand for annuities. As we have noted, the low interest rates environment drives up the cost of annuities because insurance companies earn less on premium payments. (Interest rates have risen in 2022 but so has inflation and the combination of the two will not make annuities necessarily more attractive—returns are higher in dollar amounts but not in inflation-adjusted terms.) We also speculate that the pandemic could hurt demand for longevity annuities as people may increasingly adopt a “life is short” approach, choosing to spend their retirement savings rather than devote their assets to an annuity premium.

Conversely, the demand for annuities may be rising for other reasons. First, to the extent that annuities are a form of insurance, people may seek the stability of annuity payments to address their uncertainty about the future and the uncertainty of the stock market. Second, to the extent that people buy long-term care insurance as a rider to an annuity policy, higher demand for long-term care may also drive up the demand for annuities. Third, some older Americans may increasingly view living with their offspring as an untenable backup option, perhaps increasing interest in the guaranteed income associated with annuities.

To think correctly about annuities, we should recall the days when defined-benefit pension plans were common. Employers promised their workers lifetime income through pension plans after enough years of service. People loved having these pensions even though the workers themselves financed them, with employers passing along the costs to workers in the form of lower wages than otherwise.16 In short, we think that annuities were tried and they worked.

Unfortunately, fewer companies in recent years offered defined-benefit plans and workers—left with the responsibility to save for their own retirement—wanted to control their own money and were unwilling to convert it to annuities. If workers once again see guaranteed lifetime income as an important part of their retirement strategy, then annuities will become a vital part of the retirement toolkit.

Finances, of course, are not the only issue that Americans must consider as they plan for retirement. They also must think hard about the chances that their health will fail, and how they might cover the costs of end-of-life care. It is a big issue, and one that we explore in the next chapter.
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How Are Families Planning for End-of-Life Care?

Most families are not preparing adequately for the care they may need at the end of their lives.1 Some think that relatives will care for them or that they can go on Medicaid, which pays for nursing home care and some in-home care. People often do not know that Medicaid requires that people exhaust almost all of their assets and turn over their incomes to contribute to the cost of care and that the quality of care in some Medicaid nursing homes is not very good. Many families may also think, incorrectly, that Medicare covers long-term care starting at age 65; in fact, it only covers post-acute care for up to 90 days after hospitalization.

Families can buy private insurance for private nursing home care or in-home support, but these policies are expensive, have coverage limits, and may not always cover the types of care that people want. Typically, insurance does not pay the full cost and will run out after a few years. Perhaps as a result, the market for private long-term care insurance has waned over the past decade.

COVID-19 and cost increases for long-term care have raised the urgency of solving the problem. Tragic and widespread COVID-related fatalities in nursing homes—which numbered about 135,000 through the fall of 2021, according to the Center for Medicare and Medicaid services—have exposed the health threat that older Americans face in institutional settings. That threat may accelerate the shift away from nursing homes and toward in-home care.

A longer-term increase in the number of older Americans also makes the long-term care challenge more urgent than ever. The number of elderly people in America is rapidly growing: between 2010 and 2019, the number of Americans who were 65 or older increased by 34 percent. The share of Americans who were 65 and older rose from 13 percent in 2010 to 17 percent in 2019, and will continue to rise.2 That increase will drive an explosion in projected government funding for care, coupled with ever-increasing costs for private facilities and in-home care.

Solutions to the long-term care challenge are not obvious. For the most part, neither families nor policymakers want to deal with the challenge—the former because their possible need for long-term care is a hard reality to face, the latter because such care is already straining federal and state budgets. Americans should plan better for the possibility that they will need long-term care as they age. In addition, because, realistically, many families will not plan adequately, and because the private market does not work very well in this area, policymakers should consider creating incentives to grow the private long-term care market and perhaps expand Medicaid so that it provides such care to a broader cross-section of families.

Long-Term Care and the Population That Needs It

Who needs long-term care? People of any age may require long-term care, either from family members if their illness or health impairment is mild, or in an institution if the impairment is serious or personal circumstances dictate it. Individuals may require assistance with everyday functions such as eating and bathing, medical help including physiotherapy or administering injections, and emotional support. Though impairments can occur at any age, the need for care rises precipitously at older ages.

In 2018, about 14 million people required long-term care, and, of them, 56 percent were older than 65.3 This older population may require long-term care for, say, arthritis, heart conditions, diabetes, or strokes. The length of care tends to be short, with one study finding that only about a quarter of older adults will receive more than 2 years of paid care and only 15 percent will spend more than 2 years in a nursing home.4
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Figure 9.1 Projected lifetime long-term services and support (LTSS) need for persons turning 65 in 2015, by duration of need.

Source: AARP Public Policy Institute (2017).



Some 53 percent of those who turn 65 will require long-term care at some point, as shown in Figure 9.1, and more than one-quarter will require long-term services and support (LTSS) for at least 2 years. The probability of needing care is higher for women than men, with 58 percent of women needing care at some point compared to 47 percent of men. Compared to men, nearly twice as many women will require care for 5 years or more.

These probabilities translate into large populations of people needing care. Among those over 65 in 2018, 7.9 million people required some form of long-term care. Of these, 1.2 million received such care in nursing homes, while the remaining 6.7 million received care in their communities, usually by family members.5 Women are likelier to need care than men because they live longer and have higher rates of disability; as such, they made up 58.2 percent of all long-term care recipients in 2016. Given the rapid rise in the number of elderly people as baby boomers age, the demand for long-term care will also rise rapidly, posing a significant challenge to policymakers and families.6 The private market is also responding to the increased need for long-term care, such as the growth of assisted-living and guaranteed-care communities. Policymakers can look for ways to push the private market forward.

Dementia is a major source of impairment, and its rising prevalence has increased the need for long-term care. Severe dementia requires very intensive care. Some 11 percent of Americans aged 65 and over have some form of dementia, according to one major study.7 Alzheimer’s disease is the most common form of dementia, accounting for 60–80 percent of all cases, and it almost always requires long-term care. By 2050, the number of people with Alzheimer’s age 65 and over is projected to be 12.7 million.8 Alzheimer’s disease can require many years of care. Those 65 and older live an average of 4–8 years after an Alzheimer’s diagnosis, but as long as 20 years for some patients. On average, lifetime care for someone with Alzheimer’s dementia costs an estimated $387,442 in 2021 dollars.9

Options for Long-Term Care

Most long-term care is provided at home rather than in an institution. At any given time, 53 million Americans are serving as long-term caregivers, a number that has risen dramatically over the past decade.10 Half of unpaid caregivers of adults provided care for a parent, while 12 percent provided care for a spouse or partner, 14 percent for another relative, and 10 percent for a non-relative.11

Unpaid caregivers are obviously a cheaper option for patients, but the care that they provide can carry steep and lasting consequences for caregivers. They suffer diminished wages, financial instability, worsened physical and mental health outcomes, and even worsened preparation for retirement, studies find. While providing unpaid care may bring intrinsic rewards, its financial and health costs can be overwhelming for the millions, mainly women, who provide it.

Nursing homes and other assisted-living facilities offer other options.12 Only 1 in 10 Americans who received care in 2018 lived in a nursing home, and, among those living in the community, the vast majority received some unpaid assistance from family or friends.13 As per Figure 9.2, 34 percent of those receiving care hire paid assistance but, of this group, only 5 percent relied solely on paid assistance.14
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Figure 9.2 How long-term services and support (LTSS) are provided.

Source: Authors, using information reported in Freedman and Spillman (2014).



Many individuals prefer to receive care at home. The AARP found that about 76 percent of Americans over the age of 50 preferred to remain in their homes as they grew older (a concept dubbed “aging in place”).15 And, in fact, individuals increasingly receive long-term services at home, although the trend is much stronger for younger people than those of retirement age. Among Americans who receive long-term care from Medicaid, roughly 80 percent of those people under 65 get their care at home, compared to less than half of seniors.16

Providing long-term care in the home is not without its downsides. Some individuals require more intensive care than caregivers can reasonably provide outside of an institution, and there is at least some evidence that at-home care leads to higher rates of hospitalization and can lead to greater burdens on unpaid caregivers.17 And the labor market for in-home care has traditionally been characterized by low-wage jobs with high turnover rates,18 which can lead to subpar outcomes for both the providers and recipients of care.

Despite these shortfalls, developing better ways to provide care to seniors in their homes is a promising strategy for improving long-term care. That could come in part by changing rules for public programs and in part through higher subsidies for private long-term care insurance, which often provides for in-home care.

Long-Term Care: Its Costs and Financing

Health insurance covers most of the cost for acute illnesses, and even those who lack insurance can get hospital care if their need is urgent and serious. Health insurance, however, does not pay for long-term care beyond 90 days after hospitalization. Hospitals are not set up to provide long-term care, and they require patients with chronic health issues to go a nursing home or other medical facility or they will return patients to their families. Long-term care costs in 2017 totaled an estimated $235 billion, an amount that includes only the dollars spent on formal care. Private long-term care insurance only covered 4 percent of these expenses.19 The cost of informal care that family and friends provide totaled an estimated $470 billion in 2017.20

In 2021, the median annual cost of nursing home care with a private room was $108,405 according to the Genworth 2022 Cost of Care Survey. Assisted-living cost $54,000, and a home health aid cost $61,776 for 44 hours a week of care.21 Prices vary substantially by region, with Oklahoma having the lowest cost and Connecticut the highest.

Long-Term Care Insurance

The cost of long-term care would seem to make insurance a compelling need, and, from 1998 until 2005, the number of people buying long-term care insurance policies grew 12 percent a year. Growth slowed after that, however, and, from 2005 to 2011, growth was not much higher than growth in the population at large. Among seniors receiving long-term care in 2010, 11 percent had private insurance, down from 14 percent in 2008.22 Only 7.2 million Americans had long-term care insurance in 2018, a number that has been trending downward.23

Insurance policies also are very unevenly distributed among different groups. About a quarter of the wealthiest 20 percent of Americans are insured, while very few in the bottom 20 percent are. Women are a bit likelier to be insured than men, and married people more than singles.24 Although most private health insurance policies are sold as group policies, generally through an employer, most long-term care policies are sold as individual policies.25

Long-term care policies often cover in-home care as well as nursing home care, but they come with limits or restrictions. A person must be receiving care for 30–90 days before insurance payments begin, and policies usually limit the duration of benefits to between 1 and 8 years (though about a quarter of policies are not limited). Typically, policies set maximum daily reimbursements that do not cover the full cost of a nursing home. The maximum rate is often fixed in dollar terms or rises over time at a low fixed rate. Thus, coverage is usually incomplete. A typical policy that someone buys at age 65 on average would cover about two-thirds of the cost of care.

Even with limits and deductibles, policies are expensive. The 2020 average cost of a policy for a 55-year-old male was $1,700 a year, according to the American Association for Long-Term Care Insurance. The equivalent for a female was $2,675 because women live longer and are more likely to go into long-term care. A combined policy for a couple cost $4,826 a year. The policy benefit amount (the maximum that is paid under the policy) was $164,000, the amount payable for care was $150 a day, and the policy would pay out for a maximum of 3 years. The annual premiums will rise with the age of the policyholder and can be substantially more expensive for individuals seeking more expansive coverage. And, due to underwriting, a large fraction of individuals—between 20 and 40 percent—can expect to see their applications for insurance rejected.26

Taxpayers can get a range of tax breaks for buying long-term care insurance, thus mitigating its cost. Employers that offer policies to their employees can deduct their full cost as a business expense, and employees do not pay income or payroll taxes on the value of the policy. People who buy policies on their own can theoretically include part of the cost of premiums as a medical expense, which they can then count as an itemized deduction to the extent that their combined medical expenses exceed 7.5 percent of their income. These limitations, coupled with the 2017 tax law which reduced itemization, means that almost no taxpayers claim this benefit.27 For both employer-provided and individual policies, the benefits are not taxable. Overall, the tax benefits from employer-provided insurance are substantially more generous than those from policies that people buy on their own. As with all tax deductions, the effective subsidy for buying insurance policies is greater for those who pay higher income tax rates.28

President Reagan and Congress created the Partnership for Long-Term Care as a demonstration project to encourage more people to buy long-term care insurance policies, and President George W. Bush and Congress later expanded the program. Under it, policyholders could qualify for Medicaid nursing home coverage once their private insurance reached its maximum payout, and they could retain more of their assets than Medicaid normally allows. In 2011, private long-term care policies under this program accounted for 10 percent of all policies issued. Whether the program helped to increase long-term care insurance coverage coverall or merely prompted people to shift their existing policies to the program, however, is an open question.

Concerned about the rising costs of care and uncertain about the liability they will incur, insurance companies are leaving the long-term care market. The market was thin to begin with; most people do not buy policies, costs rise, and insurers leave. Whether the private market will survive is an open question.

Medicare and Medicaid Costs for Long-Term Care

Medicare and Medicaid pay a much higher share of long-term care costs than does private insurance. Medicare is not intended to pay for long-term care, but, as we have said, it covers some post-acute care (care outside of a hospital), providing skilled nursing facility care and home health care visits for a limited time. Medicare provided about $80 billion in post-acute care in 2019.29

State and federal Medicaid spending covers institutional care for those older than 65, such as nursing homes, residences with supportive services, and other facility-based care, and it also provides some community-based long-term care, including in private homes. Such Medicaid spending also comprised $80 billion in 2019. Both Medicare and Medicaid spending for such purposes are expected to rise rapidly in the years ahead, at about 5.5 percent a year for Medicare and 8 percent a year for Medicaid for those over 65.

The Cost of Informal Care

The most important source of long-term care for seniors is from relatives and friends. The estimated dollar value of long-term care from such unpaid caregivers was $470 billion in 2013.30 The average number of hours that these unpaid caregivers, many of whom have paying jobs in addition to caregiving, worked each week was 24.31 Surprisingly, those who provide long-term care are almost as likely to work in other jobs as those not providing it. Some 59 percent of women who provided care to their parents work, compared to 61 percent of a comparable group who did not provide care.32

Not surprisingly, providing long-term care takes a toll on the providers whether they continue to work or not. Those who work are absent from work more often and may have to take more days off. Some may choose less demanding, lower paid jobs to manage their combination of work and care. Those providing care are likelier to fall into poverty and require public assistance, while the mental and emotional strains of providing care are considerable.33

Paying Long-Term Care’s Out-of-Pocket Costs

Out-of-pocket spending on formal long-term care is substantial. In 2017, out-of-pocket spending comprised 23 percent, or $54 billion, of the $235 billion spent in total on long-term care.34

The cost of long-term care provides a very compelling reason why many families hoard their retirement savings rather than spend more of it in retirement. If one spouse is healthy but the other requires long-term care, the care often occurs within the family. Caring for a spouse with dementia is very hard, requiring special skills and round-the-clock care. If a spouse dies, the remaining spouse has a greater need for formal care. Upper-middle-income families with a retirement nest egg of $300,000–400,000 may decide that they cannot afford to spend it down because they may need all of it to pay for a nursing home. They could spend their money and then opt for a spot in a Medicaid nursing home, but many will prefer to finance a higher quality option. Parents may decide to keep enough to pay for a nursing home or extensive in-home care and then, if they do not need the money, leave it to their children.

With data from the asset management company Vanguard, researchers from the Vanguard Research Initiative studied 1,241 individuals, 55 and older, with average assets of $808,000 but ranging from $101,000 to $1,602,000. After asking them about such factors as their risk preferences and their views on their healthcare needs, researchers concluded that an important reason why people hold their wealth into retirement is that they are taking precautions against the need for more healthcare spending late in life.

Many families hedge against future healthcare spending needs by building equity in their homes. Although, as we have seen, many families do not invest much of their income in 401(k)-type accounts, many accumulate substantial net worth by paying off their mortgages, making their homes a valuable asset. In 2018, roughly 78 percent of households over the age of 65 owned their home, and the median homeowner household had accumulated home equity of $143,500.35 Home ownership gives retirees another way to finance end-of-life care and avoid a Medicaid nursing home. If need be, they can sell their house and use the proceeds to finance their health needs. And, as with cash retirement accounts, if they do not need expensive long-term care, they can leave their house to their heirs.

How COVID-19 Changed the Long-Term Care Environment

By the fall of 2021, there had been 686,000 cases of COVID-19 among residents of nursing home facilities and an additional 630,000 cases among staff. As we noted earlier, there had been 135,000 deaths among residents and an additional 2,000 staff deaths at this time.36 Even before COVID-19, Americans did not want to go into a nursing home unless there was no choice, and the additional threat of a disease sweeping through a facility made that prospect even less attractive.

The experience of the pandemic will likely increase the demands on Medicaid to provide additional in-home care, but the average waiting time to gain approval is around 3 years.

Market Failures and Distortions

The market for long-term care has several sources of failure. Here are the most important ones.

Medicaid’s incentive effect. In the economics classroom, a market failure occurs when a market price does not reflect the true social cost of a product—if there is pollution as a result of its manufacture, for example. In practice, market failures often occur when a government program changes human incentives and behavior. In some cases, the policy is badly designed, while in others, the policy responds to an important social need but then has the side effect of distorting market incentives. Medicaid provides long-term care to older people who cannot afford their own care, but this has the side effect of reducing the incentive for young people to buy a long-term care policy to pay for private care when they age. And it may reduce the incentive to save and accumulate enough assets to pay for long-term care if it is needed. Medicaid is an “entitlement program,” and those wishing to cut the cost of entitlements look at the adverse incentives that the Medicaid long-term care program created as a reason to eliminate it or scale it back. Certainly, if there were no Medicaid nursing homes, more people would buy long-term care insurance. Given Medicaid’s incentive effects, one could argue, that with more people buying insurance, the market could be healthier and more competitive, and the insurance could become a better deal that more companies offer in their employee benefit packages.

We are skeptical of this argument. We certainly do not think long-term care insurance would become universal or even widespread without further changes in the long-term care insurance market.37 And even with a much more developed market in this area, we doubt everyone or even most people would buy policies. After all, even with the option of Medicaid nursing homes, relatives are the largest source of long-term care, so people are relying much more on intergenerational support for their needed care than on Medicaid. Middle-class families are holding assets in retirement to avoid winding up in a Medicaid nursing home. And low-income families would find it impossible to pay the premiums for long-term care insurance even if Medicaid nursing homes were unavailable. Furthermore, Medicaid is designed to reduce adverse incentives by limiting its funding of Medicaid facilities and requiring families to exhaust their assets before they can secure a place in a Medicaid nursing home.

In short, while Medicaid does discourage some families from buying long-term care insurance, even if Medicaid nursing homes were eliminated millions of Americans still would reach an advanced age no longer able to care for themselves and unable to afford a private nursing facility or adequate in-home care. Some have relatives to care for them, but many do not. A humane society cannot leave seniors alone trying to look after themselves if they cannot do so. There must be a program to step in and help. Church or community groups can provide some support, but charity alone cannot address the large number of seniors who need full-time care.

Medicaid’s long-term care plan for services like nursing homes was designed to provide end-of-life care for seniors who lack the necessary financial resources. It has grown to about a $130 billion-a-year commitment.38 It is an expensive program and it has an adverse impact on the private market for care, but it is an essential program. As one way to offset its impact on market solutions, policymakers should look for ways to revive and expand the private insurance market, even in the presence of Medicaid nursing homes, as we discuss in the next section.

Inadequate planning for old-age care. One reason why few young families plan for long-term care once they get older is that many, perhaps most, people have more than enough present-day issues to worry about and are reluctant to worry too much about what happens 30 years in the future. Median household income in 2019 was $68,703, a level at which a household would struggle to pay all its old-age care expenses.39 Long-term care policies demand substantial premiums, and most families would need to plan seriously and make a financial sacrifice today to secure the necessary funds for the premiums.

Behavioral economists doubt that individuals and families can plan rationally for their needs at age 80 or 90. Their inability to do so creates a major market failure. Nobel Prize winner Richard Thaler considers himself a “libertarian paternalist,” meaning that he does not want to force people to save more or buy insurance, but he sees the need to nudge people toward better decisions about retirement and long-term care. Another leading behavioral economist, David Laibson, takes a much stronger position that is more pessimistic about people’s ability to plan, arguing that the siren call of today’s consumption will overwhelm rational plans to provide for the distant future.

Planning for long-term care raises many of the same issues as the decision to save for retirement, with the additional concern that some are reluctant to imagine a future when they are frail and need full-time care. The market for long-term care policies is in danger of disappearing because not enough policies are purchased.

Care by family members. Another reason why people do not plan for long-term care is that they expect to live with their children or other family member rather than in a nursing home. And, as we have said, that is in fact the most common way that long-term care is provided. For many families, however, it is far from an ideal solution.

Though caring for children is very time-consuming and costly, our society assumes that people who bear children choose to do so and will care for them. Caring for older relatives is more problematic. Some children, usually daughters, find it satisfying to care for their parents, sustaining fulfilling relationships with them as they age. For others, the care is burdensome, especially for those seniors who can no longer manage basic functions or recognize those around them. It is a tough challenge for a 60-year-old to care for a 90-year-old parent who may be incontinent or unable to feed themselves. Caring for those with Alzheimer’s disease is even harder and requires specialized training. Some patients’ behaviors change, making them difficult to care for or even violent.

Some who care for spouses or older relatives have trouble paying their bills. Due to the many hours required to care for someone else, the caregiver may find it hard to hold a job or to keep a demanding and well-paid one. Working full-time and caring for a relative can impose stress on a family.

This nation’s system of old-age care, and that of many other countries, expects younger people to volunteer to provide care. This is fine for some, but a big problem for others. Providing paid care to replace all the care that relatives are providing would put a severe strain on household or government budgets. Policymakers must look for ways to help families when elder care is an excessive burden.

Wealth and home equity hoarding. Although, as we have said, many people are reluctant to plan for their old age, that is not true for everyone. Many middle- and upper-income families think ahead and plan for a possible stay in a nursing home. As noted earlier, the Vanguard Research Initiative found that such families often hoard their retirement assets rather than spend them down. They want to make sure they have enough in financial assets or home equity to pay for a private nursing home if they need one. Given the weak state of the long-term care insurance market, that is a rational approach. An unfortunate cycle has emerged in which few people buy insurance policies, and it becomes a thin market with little competition and high prices. As the market thins, even fewer people buy policies, and the available insurance policies become even more expensive and restricted.

There is a different possible market outcome in which long-term care policies are included in employee benefit packages, more people opt to buy them, prices are lower, and coverage is better. Only a small percentage of people will need expensive long-term care, and a well-functioning insurance market would cover that eventuality and enable families to use the assets they have saved to live more comfortably in retirement, plan what they want to leave to their heirs, and protect themselves against the huge costs of institutional care.40 That many families hoard their assets, whether financial assets or home equity, rather than tapping the long-term care insurance market is a sign of market failure. A better outcome would be possible if the insurance market worked better.

Adverse selection in the individual market. Another market failure that is often found in insurance markets is called adverse selection. Suppose someone goes to a life insurance company and wants to buy a policy. Perhaps that person has a family background that makes them more likely than the average person to die at an early age. If the company knows that, they would refuse to insure the person or charge a high premium. If they do not know, they charge insurance premiums to everyone to cover the high-risk policies, factoring into their calculation of insurance premiums the fact that high-risk people are more likely to buy insurance policies. This is adverse selection.

The people who buy insurance policies are more likely to collect on the policy than the average person. This pushes up the cost of insurance policies and will discourage people without unusually high risks from buying policies. While adverse selection is a concern for virtually all insurance markets, the problem appears to be especially acute for long-term care.41 To take one example, a study found that people with Huntington’s disease—a degenerative genetic disorder that typically leads to disability—were five times more likely to purchase long-term care insurance.42 More generally, the insurance premiums for long-term care insurance policies are increased by the fact that the people who buy the policies anticipate that they are likely to need long-term care.

Insurers push back against adverse selection not just by raising prices, but also by imposing stringent underwriting standards that disqualify large swaths of people. One study found that only 60 percent of people aged 50–71 would qualify for life insurance at all and that applicants who were African American, older, or less wealthy would all see significantly lower approval rates.43

Group insurance, such as that purchased through an employer, helps to mitigate this problem. These programs offer either less stringent underwriting or “guaranteed-issue” plans with no underwriting at all. Because these programs offer larger applicant pools with risks that average out over time, insurers feel less need to select who they insure. Unfortunately, the group insurance market has shrunk over time.

Toward Solutions

In Chapter 13, which focuses on reforming insurance markets, we provide a deeper look at the options for improving long-term care. In this chapter, we conclude with a brief outline of how to mitigate the problems.44 Our approach is to promote private long-term care insurance while maintaining Medicaid as a backstop. Policymakers could encourage or require employers to offer insurance as an option in their retirement packages and perhaps even include it as a default option that employees would have to choose to overturn. Employers also would need to educate employees about the value of such insurance.

More people buying long-term care insurance would mean fewer people in Medicaid nursing home care, helping federal and state budgets. So, taxpayers have an incentive to improve this insurance market. Also, if many more people bought insurance and employers negotiated with insurance companies, costs would fall substantially. Policymakers should consider creating a program of catastrophic insurance coverage that kicks in once people have spent more than a fixed sum or percent of their assets or income on long-term care, and it could include financial protections for low-income households.

Medicaid’s funding of nursing home and in-home care does discourage people from buying private insurance, but that is a side effect well worth accepting. Medicaid provides an enormous value to those elderly who might otherwise have no viable alternative way to get care. If anything, policymakers should expand Medicaid eligibility to more Americans while upgrading the quality of care. We do not expect that to happen, however, due to concerns about federal and state budget costs.

While boosting their saving and preparing for their long-term care needs, Americans often accumulate wealth in the form of home ownership. In many cases, they would be wise to tap that wealth to help them address their retirement challenges. One way is through reverse mortgages, as we explore next.
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 Reverse Mortgages

Reverse mortgages are complex products that are often poorly understood. At their essence, reverse mortgages are simply consumer loans that homeowners take out against the value of their home. Unlike home equity loans, homeowners do not have to pay back the loans as long as they maintain and live in their home. They only repay them when they sell or vacate their home (often when the homeowner dies), and the amount they must pay back is capped by the value of the equity in the home. Combined, these two characteristics would seem to make the product uniquely suitable for many retirement-age households, enabling them to access the equity in their homes while still living there. Nevertheless, less than 1 percent of eligible households take out reverse mortgages,1 and some financial advisors and consumer advocates consider them a dangerous way to exploit older people.

Many older households own substantial equity in their homes but have very few financial assets, suggesting that accessing housing wealth could materially improve their standards of living. Moreover, reverse mortgages reflect the idea that households should accumulate wealth during their working years and spend it down in retirement. Reverse mortgages are pretty much the only way for households to access home equity without paying it back while still living in the home.

Economic recessions enhance the need for homeowners to access their housing wealth, and the pandemic-driven recession in 2020 was no different. For a short period, the recession drove unemployment sharply higher, especially for older workers, while housing prices remained mostly stable and mortgage forbearance programs provided broad support for homeowners. Older workers lost incomes but maintained their housing wealth, suggesting that better opportunities to access home equity would have been useful to older families coping with income shortfalls.

Reverse mortgages could prove very useful for homeowners as part of a retirement strategy, but barriers are preventing most older households from choosing them. Reforms could expand the market considerably, and while reverse mortgages will remain the choice of a minority of older households, they are a valuable addition to the financial market instruments that contribute to retirement security—especially if policymakers improved the regulatory framework for them.

The Reverse Mortgage Market

With a reverse mortgage, homeowners borrow a fixed amount from a bank or take out a line of credit they can draw down if they choose. They must remain in the home as their main residence, maintain it, and pay their homeowner’s insurance and property taxes. They pay fees upon taking out the loan, and interest on the loan balance accumulates at a rate to which the homeowner agrees at the start. Banks charge higher interest rates on reverse mortgages than on regular mortgages because the risks are greater. At the same time, reverse mortgages enable homeowners to avoid the fees and costs that come from selling a home and that—depending on the location of the home and the amount that a realtor receives—can approach 10 percent of its value.2

Homeowners can access the equity in the family home, of course, by selling it and using the proceeds to cover day-to-day expenses in retirement, pay off a regular mortgage loan and non-mortgage debt (such as credit card debt), or create a fund for health costs or other major expenses.3 Many families, however, strongly prefer to keep living in their family homes, near family and friends. Another alternative is a home equity line of credit, but, with this financial vehicle, homeowners must immediately begin making regular repayments from what could be their limited retirement income.

The biggest difference between a reverse mortgage and a traditional mortgage is that, with the former, borrowers do not make out-of-pocket payments during the life of the loan. Instead, they take periodic distributions (or often a single lump-sum distribution) that add to the loan, which then grows with interest.4 When the loan is due (after the borrower dies or sells the home), borrowers or their heirs can pay off the balance and keep the home, sell the home to settle the balance, or let the lender sell the home. Reverse mortgages are usually created as “non-recourse” loans, meaning that neither borrowers nor heirs are responsible for shortfalls if the loan balance exceeds the sale of the property.

Figure 10.1 illustrates the potential appeal of reverse mortgages. It takes a large sample of households aged 55–64 from the Survey of Consumer Finances and looks at their financial assets and home equity. As we can see, many households have substantial home equity (the vertical axis) and few financial assets (the horizontal axis). Indeed, some families have $200,000 to $1 million of home equity but much less than $200,000 in financial assets. The home equity that a reverse mortgage could tap is less than the amounts shown in this figure and is subject to regulatory limits. Still, the figure shows the potential benefit of reverse mortgages and explains why successive presidents and Congresses saw home equity as a possible way for older families to live more comfortably in retirement.
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Figure 10.1 Total financial assets versus housing equity.

Source: Survey of Consumer Finances.



Reverse mortgages are also a form of insurance in two ways. First, they provide longevity insurance—that is, protection against outliving one’s assets. Someone who takes out a reverse mortgage at age 65 and stays in their home to, say, age 90 will likely accumulate interest costs to the point that the loan balance exceeds the value of the home. The lender (or, in the case of federally backed mortgage insurance, the federal government) then must cover the loss when the person dies and the home is sold. Second, if home prices fall enough that the value of the home is less than the amount of the loan plus interest, the borrower can walk away and leave the lender with a loss.5 Such borrowers would not be violating the terms of their loans, and they would pay no penalty.

Reverse mortgages will not work for everyone, as we discuss in the pages to come. Homeowners must pay taxes and insurance premiums, and they face foreclosure if they fail to do so. Those who take out reverse mortgages tend to be retirement-age, low- to moderate-income homeowners for whom their residential property is their major source of wealth. Many are women; in fact, reverse mortgages were created to help widows remain in their homes. Today, more older households carry balances on traditional mortgages or credit cards into retirement, and many of them find it hard to make monthly payments on debts when they no longer have wage or salary income. They use the proceeds of a reverse mortgage to pay off these debts. Those who had considered whether to take out a reverse mortgage but decided against it said they wanted to preserve the equity in their homes in case they needed the money later or to pass the home on to their heirs.

The federal government wanted to help the reverse mortgage market get started and gave lenders access to mortgage insurance. As the market developed, policymakers raised concerns about whether it was operating smoothly and about fraud and abuse that were hurting consumers. As a result, the federal government extensively regulated the reverse mortgage market through the Home Equity Conversion Mortgage (HECM) program.

The HECM Program

For years, the most popular reverse mortgages have been HECM loans that the Federal Housing Administration (FHA)—within the Department of Housing and Urban Development (HUD)—has administered. With its FHA-backed loans representing more than 90 percent of reverse mortgages,6 the HECM program dominates the market. The most common non-HECM reverse mortgages are those that state or local agencies and nonprofits provide or proprietary reverse mortgages that companies develop and back.

Borrowers can use HECM loans for any purpose, but the borrowers must meet certain criteria. They must be 62 or older, live in the home, and own the property or have paid a considerable share of the mortgage. In addition, borrowers must verify their income, assets, and monthly living expenses and show they have the money to make timely payments of homeowner’s insurance and taxes.

The allowable mortgage amount typically depends on the borrower’s age (or the age of the younger spouse in the case of a joint loan), the interest rate, and the value of the property. The borrowed amount, known as the principal limit, is the product of the maximum claim amount and the principal limit factor. The maximum claim amount is the home’s appraised value, capped by the FHA’s maximum lending limit. The principal limit is the share of the maximum claim amount that one can borrow, which rises with the borrower’s age and shrinks with higher interest rates.7 Borrowers are also limited by what they can borrow during the first year of the loan.

Borrowers may draw on available funds with different payment plans, including those with fixed- or variable-rate mortgages. Currently, fixed-rate mortgages, which are the mortgages borrowers usually choose so they can lock in low interest rates, provide only one payment option: a lump-sum payment. For adjustable rate mortgages, borrowers may choose tenure, term, or line of credit payment options (see Figure 10.2).



• The tenure option pays equal monthly amounts as long as the borrower or spouse continues to live in the property.

• The term option makes monthly payments for a fixed period of time that the borrower chooses.

• The line of credit option makes unscheduled payments or in installments, at times and in an amount that the borrower chooses until the line of credit is exhausted.



Borrowers can also choose a modified tenure option, which combines the line of credit and tenure option plans, or a modified term option, which combines the line of credit and term option plans.

In 2018, 91 percent of borrowers took out variable-rate distributions, with just 9 percent taking fixed-rate distributions. Roughly half of borrowers took between 60 and 100 percent of their principal limit in the first month’s distribution.8 The frequency of different distribution options is driven in large part by recent changes to the HECM program, which, in 2013, disallowed the popular full-draw, fixed-rate products and limited the share of available funds that borrowers could withdraw in the first year.9
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Figure 10.2 Alternative payment plans for reverse mortgages.

Source: Authors.



Once the FHA approves an HECM loan, homeowners stay in their homes and tap into their housing equity until the loan is due. As noted above, a HECM loan becomes due under a number of circumstances, such as when the borrower dies, moves to a different primary residence, or fails to make required property tax and insurance payments. When the loan becomes payable, the borrower or heirs can repay the outstanding balance (including the total principal that the homeowner borrowed and any interest and fees that accrued), sell the home, or sign it over to the lender.

The FHA serves as a backstop against both borrower longevity and falling home prices by buying loans from lenders when the outstanding balance reaches the approximate value of the home. Typically, lenders can sell HECM loans to the FHA once the outstanding balance reaches at least 98 percent of the maximum claim amount. In that sale process—known as assignment—the lender receives either the outstanding loan balance or the maximum claim amount, whichever is less. In practice, nearly all non-delinquent loans are assigned once the required threshold is reached. (Delinquent loans are those on which the borrower has not paid property taxes or insurance bills.) After assignment, the FHA earns the interest that accrues on the loan, along with the annual mortgage insurance premiums, and it continues to face the risk for any shortfall when the loan is repaid.

The fees associated with HECM loans can be substantial, and they include the mortgage insurance premium (MIP), origination fee, servicing fee, interest on the loan, and third-party charges. The MIP includes an initial insurance premium equal to 2 percent of the loan amount and an annual insurance premium equal to 0.5 percent of the loan balance. The origination fee is the greater of $2,500, or 2 percent of the first $200,000 of the home’s value plus 1 percent of the amount over $200,000; the FHA caps these fees at $6,000. Lenders assess servicing fees throughout the life of the loan, with such monthly fees capped at $30 to $35, depending on the type of loan.

Because they are designed to help older consumers, HECM loans carry a particularly high risk of fraud, discrimination, and uninformed consumer decisions that potentially arise from misleading advertising, aggressive sales tactics, and discriminatory practices. Due to those factors, consumers may not fully understand the consequences of their decisions.10 Other major concerns include the risks that non-borrowing spouses face (e.g., when only one spouse takes out a reverse mortgage), cross-selling (when a lender requires or convinces a borrower to buy a product, like an annuity or insurance policy, when applying for a loan), and foreclosure after the borrower’s failure to pay property charges. HECM reforms have addressed many of these issues in recent years.

To address some of these concerns, the HECM program requires mandatory counseling for applicants. They must meet with a HECM counselor to discuss program eligibility requirements, financial implications, and alternatives to an HECM loan, and they receive a certificate upon completing the counseling process. Policymakers also directed HUD to work with consumer groups to improve consumer education, and they gave HUD the discretion to impose restrictions to ensure that consumers do not pay unnecessary or excessive costs for taking out the loans. A survey of borrowers found that close to 90 percent felt they had enough information about the terms of their reverse mortgage loan.11 After taking out loans, 85 percent said they were satisfied or very satisfied with their decision.

Recent changes to the HECM program have mitigated the risks that non-borrowing spouses face. In 2011, HUD issued guidance stating that, in addition to borrowers, all spouses of prospective borrowers and all co-owners of the property must receive reverse mortgage counseling. And, in 2014, HUD issued guidance clarifying that, for new HECMs, non-borrowing spouses can remain in the home after the death of the reverse-mortgage holder.

The 2008 Housing and Economic Recovery Act mitigated concerns over cross-selling by generally prohibiting lenders from either requiring that borrowers buy a particular product when they apply for a loan or attempting to influence consumers’ decisions around these loans. State regulators, too, imposed regulations to protect consumers from cross-selling, including regulations that apply to both HECM and non-HECM products.12

Perhaps the largest remaining concern is over consumers’ understanding of and ability to pay property taxes and home insurance bills. Substantial shares of borrowers struggle to make these payments, and their failure can lead to default. In 2012, 9.4 percent of HECM borrowers (about 54,000 homeowners) were in default on tax or insurance payments, marking an increase of more than 1 percentage point from the year before.13 However, while this is a valid concern, it is probably unfair to blame reverse mortgage defaults on the products themselves. If a borrower is going to default on property taxes while under a reverse mortgage, they will almost certainly default on property taxes without one.

All reverse mortgage borrowers are older homeowners. The average maximum claim amount (effectively the loan amount) is about $275,000, and the borrower’s average age is 73. Married couples make up roughly 40 percent of borrowers, with single women comprising about another 40 percent and single men about 20 percent. That marks a sizable change from earlier years, when single women much more frequently took out reverse mortgages.14

The Reverse Mortgage Market over Time

The reverse mortgage market is complex, likely due to heavy regulation and the desire of lenders to meet different consumer preferences. It has changed markedly in the past two decades, reflecting efforts to address its problems and respond to losses during the 2008 financial crisis. Today, the market is shaped by regulations to limit the losses that federal agencies suffer rather than to make it an attractive market to consumers.

Reverse mortgages were initially offered in the early 1960s to help widows keep their homes, and they were written exclusively by local banks and included no federal insurance. In the late 1970s and early 1980s, reverse mortgages began attracting the attention of federal policymakers as a way to enable older homeowners to access their home equity. In the late 1970s, the Administration on Aging funded a study on reverse mortgage pilot programs, and the 1980 White House Conference on Aging issued a report recommending reverse mortgages as a possible strategy to help older Americans convert home equity to income and still remain in their homes.15

Throughout the 1980s, lawmakers proposed legislation to establish a home equity conversion program, but it was not established until 1988, when President Reagan and Congress authorized HECMs as a demonstration project. HECMs remained in that status for a little over a decade, with policymakers periodically raising the total number of loans that HUD could insure. Initially, HUD could insure just 2,500 homes, but the number gradually rose to 50,000 loans. In that period, loans were required to have several features: they had to include counseling for borrowers, and they had to free the borrower from any repayment requirement until death or the sale of the home. In 1999, President Clinton and Congress changed the HECM initiative from a demonstration project to a permanent program, and they raised the maximum number of insured homes to 150,000, maintaining the counseling and non-recourse provisions (the latter of which let borrowers stay in their homes even if the value of the loan exceeds the value of the home).

With the HECM program now permanent, lawmakers and regulators enacted several incremental reforms to increase its scope. Lawmakers, for example, reformed HECM’s total loan limit from a county-specific to a nationwide standard of $417,000 in 2006, boosting it to $625,500 in 2009 and $726,525 in 2019. In addition, they raised the maximum number of HECM loans to 250,000 in 2005 and 275,000 in 2006. In 2009, President Obama and Congress allowed owners of FHA-approved multifamily homes to participate in the HECM Purchase program.

During the housing crash of the late 2000s, lawmakers and regulators changed the program in several ways to make it more appealing to consumers (see Figure 10.3). In 2008, President George W. Bush and Congress allowed HECM loans to offer fixed-rate mortgages on lump-sum distributions, which helped nourish the popularity of fixed-rate products. From 2010 to 2014, the share of fixed rate mortgages rose from 31 to 89 percent, with most of them designated for maximum distribution.16 Hoping, in 2009, to offer low-fee products to low-risk borrowers, President Obama and Congress introduced the “HECM Saver” program, which offered loans with substantially lower up-front premiums (just 0.01 percent compared to 2.0 percent on standard HECMs) in exchange for lower maximum borrowing amounts.
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Figure 10.3 Number of Home Equity Conversion Mortgages (HECM) per fiscal year (1990–2021).

Source: Department of Housing and Urban Development, HECM program.



The risks to lenders and to the federal insurance program occurs when the loan balance exceeds the value of the home (known as crossover risk). When home prices were rising rapidly, that risk seemed low but, with housing market changes in the mid-2000s, the risks grew substantially. With the Great Recession and housing crisis, the Obama administration and Congress implemented several changes to control the cost of the program—which was intended to be self-financing but, at times, ran large deficits.17 In 2013, policymakers enacted the Reverse Mortgage Stabilization Act to help address the financial pressures that the program faced; importantly, it gave HUD more unilateral discretion to impose reforms through regulation without following the normal process of public notice and public comments. HUD subsequently imposed important changes, such as ending the HECM Saver program, limiting the amount that borrowers could withdraw in the first year, and establishing a higher mortgage insurance premium for loans with initial distributions that exceeded 60 percent of the principal loan.18 More recently, HUD required that lenders consider the loan histories of borrowers before issuing loans, and it gave the FHA’s commissioner the authority to design incentives for voluntary set-asides by borrowers (through which part of the proceeds of a loan are kept in a separate account to pay part or all of future taxes and insurance premiums and avoid defaulting on the terms of the loan).

Throughout the program’s history, policymakers enacted multiple reforms to increase transparency and help borrowers make financial decisions in their best interest. The 1994 Home Ownership Equity Protection Act required lenders to tell borrowers about total annual loan costs at the start of the application process. In 2001, HUD and AARP partnered to establish HECM counseling policies and procedures, which later became mandatory.19 The 2008 Secure and Fair Enforcement for Mortgage Licensing Act required states to implement consistent procedures when licensing and registering HECM loan originators. The Housing and Economic Recovery Act, also of 2008, limited origination fees, prohibited lenders from overselling additional services to borrowers, and strengthened the independence of consumer counseling. Over time, as we have noted, consumer reasons for borrowing changed, with reverse mortgages evolving from a source of emergency funding and general consumption to a strategy to pay off a regular mortgage or reduce other consumer debt.

Recent reforms seem to be affecting the volume of reverse mortgages, especially the 2017 reform that lowered the principal loan limit and raised up-front mortgage insurance premiums. Since the housing market fell in 2007, HECM demand stabilized at 50,000–60,000 originations, which is about half of the peak in 2011 (see Figure 10.3), although 2019 witnessed a further decline.20

Other recent reforms are affecting the application process and the characteristics of new loans. After HUD rule changes in 2018, roughly a fifth of reverse mortgage applications were required to obtain a second appraisal of the value of the home if it looked as if the original appraisal had been inflated above the true value of the property. The 2014 rule requiring set-asides for borrowers facing the risk of tax and insurance default has proved influential as well: 13.7 percent of loans now have a fully funded set-aside and another 1 percent have a voluntary set-aside. The market also has changed in the proportion of loans with variable interest rates versus fixed rates. In large part due to program changes allowing fixed-rate, full-draw loans, fixed-rate reverse mortgages dominated the market from 2010 through 2013. Since 2014, however, HUD’s elimination of fixed-rate, full-draw loans means that lenders are issuing mainly variable-rate mortgages. These provide for a lower interest rate but with somewhat greater risk to the borrower (see Figure 10.4).

The HECM program remains controversial. Media reports of widespread failures, with especially acute rates in Chicago, Baltimore, Miami, Detroit, Philadelphia, and Jacksonville, paint HECM loans as perilous financial products that can bankrupt consumers. Ongoing attention to the program’s fiscal drain may prompt additional reforms that would likely further depress volume. Consumer groups remain on vigilant guard against high fees and the potential for predatory lending by private actors.
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Figure 10.4 Home Equity Conversion Mortgages (HECM) (percentage of each type) issued by interest rate type.

Source: Department of Housing and Urban Development, 2019 FHA report to Congress.



Reverse Mortgages: Pros and Cons

The demand for reverse mortgages is affected by local housing prices. Homeowners were significantly likelier to take out reverse mortgages when home values were rising, according to one study of the explosion in reverse mortgage activity between 2001 and 2006, with the run-up in housing prices in that period explaining roughly half of the increase in reverse mortgages.21 Examining the housing boom, bust, and recovery of that period, another study found higher take-up rates in states with high house price volatility and higher prices than the historical average, suggesting that some homeowners use reverse mortgages to lock in home equity and insure against price declines.22

Recent reforms, in response to financial losses by the federal backstop insurance program, slowed the growth in demand for reverse mortgages. For instance, several studies show that HECM reforms after the housing crisis, which were designed to improve the program’s fiscal position, dampened demand over the past decade. The 2013 reforms likely reduced demand by tightening borrowing limits for most retirees, even though they also lowered mortgage insurance premiums, according to one set of simulations.23 The 2017 reforms significantly changed the qualification criteria for loans, altered upfront and closing costs, and further reduced the borrowing limit. All of that likely further depressed demand, although we do not yet have the evidence to prove it. Borrowers who expected to stay in their homes only for a short time could not justify the higher upfront costs. Mortgage demand drops when up-front costs rise.24

The demand for reverse mortgages is low also because many older homeowners want to leave a bequest for others. Absent that motive, the take-up rate for reverse mortgages would jump—to 17 percent, according to one study—and borrowers would increasingly use the proceeds of their loans to pay for their general consumption rather than to cover the costs of unexpected housing shocks, researchers estimate.25 Older families often do not want to take out reverse mortgages because they want to preserve their home equity in case they need nursing home care.26 If they do not, they can pass on the value of the house to their children.

For older households, reverse mortgages also can prove a backstop for unforeseen declines in income. COVID-19 showed how quickly the economy in general, and the labor market in particular, can fall deeply. Under these circumstances, older households who were relying on earnings to make ends meet may find themselves with an income deficit and limited recourse to earn more money. In these circumstances, emergency access to capital—as a reverse mortgage would offer—may be a rational way to fill the gap in their incomes, despite its high fees.

Are Consumers Evaluating Reverse Mortgages Correctly?

Given the complexity of reverse mortgages, we should not be surprised that consumers find it hard to evaluate them. Older people undoubtedly see the equity in their homes as an asset to fund long-term care if they need it, discouraging them from taking out reverse mortgages. Under this thinking, older households plan to remain in their home unless they require care—in which case they will sell their home and transfer to a facility. This approach, however, leaves the homeowner with an elevated level of risk and also dictates that they leave their home, which many people hope to avoid.

Reverse mortgages can facilitate a better outcome. In particular, reverse mortgages can support in-home long-term care. With a reverse mortgage, older homeowners in need of care can take a reverse mortgage to help pay long-term care costs but remain in their home while simultaneously transferring the risk of outliving the value of their home equity to the lender. The cost for this transfer of risk is the mortgage fees and associated interest.

Households also may not consider reverse mortgages correctly when it comes to upfront costs. Lenders face crossover risk when the value of the loan exceeds the value of the home. A reverse mortgage’s upfront costs in part compensate lenders and federal insurers for that risk; borrowers pay for the fact that neither they nor their heirs will have to make payments if the value of the house does not cover their mortgage balance when the house is sold. The mortgage terms must include that feature because lenders do not want to ask older people to start making payments or face eviction because their loan balance became too high, and they cannot collect recompense from the borrowers’ children. This feature of a reverse mortgage is quite valuable to borrowers27 since it protects them from defaulting on their loans when they are at the end of their lives. Borrowers, however, do not value this feature of the loan very much. They merely see the upfront costs.28

Moral Hazard and Adverse Selection in the Reverse Mortgage Market

Moral hazard and adverse selection are important concepts. If prevalent, they can disrupt the smooth working of a market to the detriment of consumers. Moral hazard occurs when people change their behavior because they do not bear the financial costs of their actions. (Doctors and patients, for instance, may choose more expensive procedures if an insurance company is paying for them than if they were paying for themselves.) Adverse selection occurs when sellers know much more about the problems with a product than potential buyers. (A car salesman, for instance, knows that a car is a “lemon,” but the buyer does not.)

Lenders and the government agencies that insure reverse mortgages recognize moral hazard. They respond either by imposing regulations that restrict the amount of allowable borrowing (to avoid crossover) or higher fees or interest rate premiums.29 That raises costs and reduces the number of people taking out loans. Lenders can reduce moral hazard by taking simple steps. Sending quarterly letters and providing a refrigerator magnet to remind borrowers of their property taxes and due dates for home insurance premiums reduced defaults by roughly a third, according to one study, and the figures could be higher for borrowing-constrained households who may need advance planning to find the funds to make the payments.30 That suggests that default rates could shrink and the reverse mortgage market could work better if all lenders were willing to help their elderly borrowers.

Adverse selection can occur when homeowners have little or no financial incentive to maintain their property once their loan balance exceeds the market value of the house. Far more than their lenders, borrowers know how many years they will likely live and stay in their homes.31 They may stop paying property taxes because foreclosure and eviction will not occur for a long time; banks and local tax jurisdictions do not like to attract scorn by evicting older homeowners.32

Adverse selection of this type does not seem a significant problem. Indeed, many borrowers end up selling their homes soon after taking out the reverse mortgage, which benefits lenders and is costly for borrowers.33 As we have said, cash-poor households tend to sell quickly even though they would benefit from staying longer in their homes. That is because, real estate experts Thomas Davidoff and Gerd Welke argue, families that take out reverse mortgages are predisposed to consume their housing equity and are thus prone to sell their home soon after taking out a reverse mortgage.34

Should More People Take Out Reverse Mortgages?

Public misperceptions about the market and the negative media coverage that it often attracts largely explain why few people take out this type of loan. Some experts who study the market, however, say that a sizable share of retirement-age households could benefit from it, but they do not perceive this benefit.35 Estimates range widely, from one that says about 9 percent of homeowners older than the age of 69 could benefit to another that says as much as 80 percent of elderly women homeowners could benefit.36

Simulating the benefits of reverse mortgages for different types of households, economists Makoto Nakajima and Irina Telyukova found that low-income households without much retirement saving could use reverse mortgages to support a modest increase in their regular consumption spending or cover a large medical expense. Families that do not wish to pass on bequests to their heirs are particularly suited for them.

Reverse mortgages offer another important benefit that is hard to quantify: they enable older homeowners to remain in their current homes, which many retirees say they value. Elderly homeowners have a strong attachment to their homes, and they typically sell them only if they need to enter a nursing home, several studies conclude.37 A survey sponsored by AARP found that 95 percent of those 75 or older agreed with the statement, “What I’d really like to do is to stay in my current residence as long as possible.”38 Older people also frequently find reverse mortgage debt less stressful than regular mortgage debt.39

Others argue that reverse mortgages are a bad choice for older households. After studying the issue, economist Valentina Michelangeli says that households with equity in their homes but very few financial assets are worse off after taking out a reverse mortgage,40 while cash-rich households (those with more than $40,000 in liquid assets) are likely better off. That is surprising because one would think that house-rich, cash-poor households are just the ones that might benefit. Michelangeli’s findings derive from the high up-front charges and high interest rates on accumulated debt that come with reverse mortgages. They prove problematic for cash-poor households because those households often move and sell their homes, the fees and interest costs diminish what they receive after the sale, and, as a result, they wind up worse off. Cash-rich households are less likely to sell and are, hence, better positioned to benefit by staying in their homes longer. Michelangeli’s study highlights an important issue: borrowers do not benefit by taking out a reverse mortgage and then selling the home after a short period.

As we have noted, reverse mortgages often attract negative media coverage that stresses the dangers of foreclosure. These stories can be deceptive, however. The 18 percent foreclosure rate on reverse mortgage loans of recent years is high, but 75 percent of these cases are because the homeowner had already left the home and was living elsewhere.41 With a reverse mortgage, borrowers must reside in their home or repay the loan if they move. Some borrowers try to avoid this provision by leaving their homes without repaying. Homeowners also must pay property taxes and homeowner insurance, and some do not. Local authorities may initiate foreclosure proceedings for the persistent non-payment of taxes. The remaining 25 percent of foreclosures came because the borrowers did not pay their property taxes.42 Often, lenders lose money with a foreclosure, so they have a financial incentive to work with homeowners to remedy their non-payment of taxes.

All told, the reverse mortgage market can be an important retirement security vehicle for households that have not saved enough, and the reforms that we discuss later in this book could make it more attractive to consumers.

Home ownership is one way in which families save and support their retirement. Owning a home provides a stable place where retirees can live at low financial cost. Selling a home can provide funds for living expenses or a nursing home if the seller needs additional cash. Thus, being able to access the equity in the family home while still living in it is an important option for retirees, and that makes reverse mortgages an important part of the retirement security portfolio.

In the years to come, Americans will increasingly save for the future through 401(k)s and other retirement accounts—with workers and their employers making contributions and account holders investing the funds in stocks and bonds. As we explain in the next chapter, policymakers could take important steps to make these accounts more understandable, more accessible, and more profitable to would-be savers.

Another area of needed reform is the workplace for older Americans. By working longer, as we have said, Americans can boost economic growth and strengthen their own retirements. To incentivize Americans to work longer, however, we need to strengthen the financial rewards they will reap and address the discrimination that older workers sometimes face as they try to stay in the workforce.
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How to Improve Retirement Accounts

The traditional “three-legged stool” of retirement consisted of employer-provided pensions, Social Security, and personal saving. With traditional private pensions disappearing, this puts more emphasis on personal retirement accounts to which workers themselves contribute, with their employers also sometimes contributing a percentage of a worker’s income to the account.

Retirement accounts (or defined-contribution pension plans) come in various forms: 401(k)s, 403(b)s, Individual Retirement Accounts or Arrangements (IRAs), Roth IRAs, Simplified Employee Pension (SEP) IRAs, Savings Incentive Match Plans for Individual Retirement Account (SIMPLE) plans, and so on. They share the same fundamental structure: owned by workers, grown through employer and employee contributions, and typically invested in stocks or bonds. These accounts offer substantial tax benefits for their owners, but they have complicated rules for withdrawing money based on age and economic circumstances.

These accounts now dominate the retirement landscape. Not everyone has an account, but almost every current private-sector worker who expects to get retirement benefits will receive them through such an account rather than a pension. In the first quarter of 2021, $12.6 trillion was in IRA accounts and $9.9 trillion was in defined-contribution retirement accounts.1 The total of these figures greatly exceeded the amounts in defined-benefit plans (traditional pensions in the private sector) or in state and local or federal pension accounts. In fact, retirement accounts that individuals control have become a force not only in retirement but in the financial system as a whole.

These accounts are the way that workers will save in the years ahead; only union or government workers will likely have traditional defined-benefit pensions. Policymakers should focus on retirement accounts in their efforts to strengthen retirement in general. Workers should have access to retirement plans and be able to contribute to them easily. Policymakers could require that all but the smallest employers create retirement plans for their workers, or states or the federal government could create accounts for workers who do not have access to them through their employers.

In addition, policymakers should reform the current retirement system that provides about $250 billion a year in tax incentives for saving, a disproportionate share of which goes to those at the top in terms of income. Optimally, they would convert current tax deductions for plan contributions into a credit, which would make the tax benefits far more equal across income levels. A more modest approach would be to retain the existing deductions and expand the existing Saver’s Credit (as we discuss below).

While reforming tax incentives, policymakers should also take steps to help would-be savers better understand how much they should be saving to meet their needs when they retire. Savers need more information about how best to invest their savings, particularly information about the fees that financial advisers and managers impose, which can force advisers and managers to offer conflicted advice to clients. State experimentation with forcing more industry transparency about them could help guide future efforts.

A Retirement Account Vision

As we have discussed, flawed retirement accounts are a big reason why saving is so hard for America’s families. The tax code provides generous tax benefits for retirement saving, but these benefits are complicated and are distributed unfairly. Only around half of workers in any given year have access to an account, and the participation rates are lower for small business, low-wage, part-time, African American, and Hispanic workers. Retirement saving can make some low-income Americans ineligible for certain public programs. Retirees and workers may lack the information and financial knowledge to make prudent decisions about saving and investment. And savers have limited opportunities to transfer retirement wealth into a reliable stream of income or health benefits.

Virtually every worker should have access to a saving plan at work and be automatically placed on a path to sound saving and investing. Making this ambitious vision a reality would require either a mandate on employers or a public option for a savings plan that the government would offer. With a mandate, the law would require employers to set up 401(k)-type retirement savings plans for their workers. With a public option, government—likely at the state level—would create accounts for workers in cases in which their employers did not offer them. We do not favor the mandate; instead, we think that government should provide a retirement savings option to all those who need it.

Retirement accounts should enable workers to contribute and invest with ease. Because saving is hard for many workers, retirement accounts would ideally include features that have an automatic opt-in provision that directs savers to sound planning practices and enables them to choose among different saving and investment options (unless they choose to opt-out of the suggested savings program).

These accounts should be equitable, meaning that the value of their tax subsidies should not vary widely based on a person’s income tax rate. As research shows, the current structure of tax benefits results in an extremely limited overall increase in saving.2 In effect, 401(k)-type plans are mainly ways for individuals to transfer their funds into accounts with tax advantages, rather than to encourage them to save more. Policymakers should redesign the system so that it encourages more saving by lower- and middle-income savers, those who will depend on it the most to enjoy a secure retirement.

At the very least, the rules that govern these accounts should not discourage people from saving by unduly penalizing them for using their saving when they really need to or for having savings at all. That means eliminating overly restrictive asset tests that make people ineligible for public benefits programs and enabling savers to tap their accounts in times of hardship during their working years—as some account owners can now do by taking a loan or an outright distribution from their retirement account if they experience a downturn in their finances.

The accounts also should be transparent, enabling their owners to understand the fees that they pay while also protecting savers from receiving biased advice from financial advisers and managers. They should offer investments that individuals can easily understand and reasonable options to convert liquid wealth into insurance products, such as annuities or long-term care insurance. The retirement system should give individuals easy access to unbiased information that can help them make wise saving and investment decisions.

People’s retirement circumstances vary greatly, and better information and more options can help savers tailor their retirement accounts to meet their individual needs.

Reforms to Improve Retirement Accounts

With incremental, commonsense reforms, retirement accounts can become far more of a widespread vehicle for middle-class families to build wealth and can help all retirees to better manage their risk. And while these incremental reforms would preserve the general nature of the retirement system, they would generate meaningful increases in retirement assets for millions of families each year.

Make 401(k)-Type Plans More Accessible

To help create a system in which everyone has access to a workplace saving plan, policymakers need to incentivize more employers to offer them. Currently, large employers are far more inclined to offer plans than small ones. Some 74 percent of workers at companies with at least 500 employees had access to a plan compared to just 22 percent of workers at businesses with fewer than 10 workers, a Pew Charitable Trusts study found.3

Small businesses have several reasons for not offering plans, including the costs of starting them. Under current law, small businesses are eligible for a credit equal to 50 percent of the startup costs of setting up the program, up to a maximum of $500 for 3 years. Startup costs for small businesses, however, are likely much higher. Consequently, policymakers should create additional modest tax credits to offset these costs.

President Obama, and then-presidential candidate Biden both proposed to increase the credit to $1,000 per year and offer another $25 per enrolled employee.4 That would have proved helpful, but it would not likely have substantially increased workers’ access to workplace saving plans. To expand coverage more dramatically, policymakers could (1) mandate that employers offer plans or (2) offer state-administered plans to uncovered workers. Both options would include “automatic” features—such as automatic enrollment (putting workers automatically into retirement plans and leaving it to the workers to reverse that decision if they wanted to do so) and automatic investment (putting savers’ contributions automatically into recommended investments that are often tailored to their age)—that put individuals on a recommended path to saving.

Let’s take these one at a time.



• Policymakers could require established small businesses with at least 10 employees to offer a plan, but not require them to contribute on behalf of their workers. The impact of that requirement could be massive (depending in part on whether policymakers also reform the tax-based incentives for saving). Even without such tax reforms, making workplace saving plans nearly universal would boost contributions by about $1,500 per affected taxpayer, raising national saving by about 0.14 percent of GDP.5 About 24 million to 36 million workers, or roughly a fifth to a fourth of the labor market, would benefit.6

• Or, state lawmakers could offer public plans to uncovered workers. More than a dozen states and one city (Seattle) now offer saving programs for private-sector workers. The programs come in various forms, including mandatory participation by employers who do not offer retirement plans as well as voluntary automatic IRA plans (through which employers can choose to enroll their workers in an automatic plan) and state exchanges that offer options for retirement saving (through which businesses and workers can choose from a preapproved menu of low-cost options).7 In about 45 other states, lawmakers have introduced legislation to create a public retirement option of some sort.



The benefit of mandating that small businesses create plans is, of course, the expanded coverage that it would generate; many if not most small- and medium-sized businesses would likely not create plans unless they were required. Given the remarkable promise of automatic enrollment, requiring near-universal enrollment in automatic saving plans surely would raise retirement saving rates and boost national saving. The drawback is the burden on business owners. A mandate would force businesses to devote time and resources to creating and maintaining a plan. Tax credits would offset some of the cost, but the mandate still may prove an administrative burden for businesses. At the same time, the diversity of state options provides an opportunity to evaluate what has worked best. Ultimately, a nationwide requirement for businesses might prove the best option, but, for now, the right approach is to let the states experiment before setting a national strategy.

Another complementary approach is to help savers more easily track and access the contributions in their accounts. One problem with 401(k)-type plans is that low- and moderate-income households can end up with several low-value accounts scattered among several employers. Small accounts can be eroded by fees, and they are hard for workers to track. Some workers can even forget where they have their retirement funds if they left an employer many years earlier.

Economists David John, Grace Enda, William Gale, and Mark Iwry proposed to tackle this problem by calling on the federal government to create a “retirement dashboard.” Specifically, this dashboard would be a website that Americans could access giving them information about all their retirement accounts as well as their future benefits from Social Security. This information would help people who wanted to consolidate all their retirement accounts.8

Make Saving Incentives More Equitable

The value of tax incentives for retirement saving, based largely on people’s tax rates, is ineffective and unfair. Policymakers can deliver the hundreds of billions in annual tax breaks more effectively and equitably.

They can choose from two prominent options. The first, which we enthusiastically support, is to convert the current tax deductions for contributions into a credit. The second, which would provide only modest change, is to expand the existing Saver’s Credit.

A retirement contribution credit would represent a sweeping change that would equalize the upfront benefit for contributions. Currently, most contributions are excluded from income tax, they grow tax free in the accounts, and they are then taxed at ordinary income tax rates when individuals withdraw money. That system provides massive tax benefits for upper-income taxpayers who tend to be in higher tax brackets in their working years than in retirement and who also pay higher rates on capital gains and dividend income. It offers little or no benefit to workers in the lowest tax brackets.

Under this reform, all workers, regardless of their tax bracket, would get a credit that equals 30 percent of their contribution every time they make one. That means a middle-class family earning $60,000 a year would likely get a $900 credit for putting $3,000 into an IRA or 401(k), rather than a $360 tax break under the current system. It also means that a person with $1 million in income who puts $40,000 in a 401(k) would get $12,000 in up-front tax breaks rather than $14,800.

Economist William Gale showed that policymakers could enact such a reform in a revenue-neutral way with a 30 percent credit. The reform would create winners and losers, but more of the former than the latter. Some 26 percent of families would get a bigger tax break than under current law, Gale estimates, while just 6 percent would get a smaller one. Middle-class families would be especially big winners. For example, about half of families with $60,000 to $100,000 in income would gain and only 2 percent would lose. At the same time, upper-income families on the whole would lose. Among families earning more than roughly $500,000, only 13 percent would get more in tax benefits while about half would get less.9

The biggest opposition to this reform comes from the retirement industry, which warns that it would prompt employers to abandon their plans for two reasons. First, the industry says, upper-income taxpayers would not want to contribute to a 401(k)-type plan if the up-front subsidy is only 30 percent, rather than the current 37 (because they pay tax at a 37 percent tax rate and can deduct their contributions). That seems unlikely, however. Upper-income taxpayers would receive a 30 percent tax credit, and, until they withdraw funds, they still would pay no tax as their accounts grow in value.

Second, the industry says, employers that now do not pay payroll taxes on retirement contributions would abandon their plans because they would no longer receive that benefit. This claim seems more credible than the previous one. An employer contributing to a 401(k) pays no payroll tax on those contributions. If, say, an employer contributes $3,000 to an account on behalf of a worker making $95,000 in wages, the employer foregoes the $230 payroll tax liability that it would have owed if it had paid the $3,000 in wages. So, employers would pay a bit more under a flat-rate credit. While we do not know how employers would react, our judgment is that such a change would not cause them to abandon their plans. After all, employers probably offer savings plans mainly as a recruiting and retention tool, not to save money on payroll taxes. To help incentivize employers to either keep the plans they have or offer them for the first time, policymakers could extend a payroll-like deduction for employers that maintain or create plans or they could expand the new credit to more permanently cover the costs of administering a plan.

If policymakers lacked the appetite for such sweeping change, they could keep the current deductions and reform the Saver’s Credit, which seeks to make it easier for lower-income workers to save. Depending on their income, it gives savers a credit of 10, 20, or 50 percent of their contributions to retirement accounts. Taxpayers are eligible for annual credits up to $2,000 per individual (or $4,000 per couple).

In theory, the Saver’s Credit is ideally suited to reverse the regressive nature of current tax incentives for savings. The credit, however, suffers from two main flaws that greatly diminish its impact. First, it is non-refundable, meaning that a taxpayer receives a credit only until it reduces the taxpayer’s federal income tax liability to $0 (as opposed to providing the full credit even if that gives a taxpayer a refund from the government). As a result, many low-income families cannot receive the credit’s full benefit because they pay little or no income taxes. The credit is also hard to understand and hard to access. Lower-income workers often do not have access to a workplace saving plan, so they would need to set up an IRA to access the credit.10

Policymakers could make the Saver’s Credit more valuable to low- and middle-income families. They should first make it fully refundable. An estimated 43.3 percent of families, or 75.5 million in total, have little or no income tax liability, so they cannot receive additional tax benefits from the Saver’s Credit by contributing more to their retirement accounts.11 Policymakers also could expand the credit to make it available to more middle-income households, and they could “index” it to inflation so that its benefits do not lose value from year to year.12

These changes would increase the number of people eligible for the credit and make it worth more for those who are eligible. The best way to expand its reach, however, is to make retirement saving automatic, so that workers get the benefit of the Saver’s Credit when they are automatically enrolled in saving plans. While automatic IRAs alone would boost contributions by $27 billion a year, automatic IRAs in conjunction with the Saver’s Credit would boost contributions by $35 billion.

Other targeted reforms that can supplement either of the two reforms discussed above would also make the retirement system more equal. Currently, for instance, only workers earning wages can claim a tax break for contributions to a retirement account, so unpaid caregivers get no tax break for contributing to an IRA. Representatives Jackie Walorski and Harley Rouda have proposed to enable unpaid caregivers who spend at least a year outside the labor market to make “catch-up contributions” to IRAs. (In 2020, catch-up contributions let workers older than 50 put an extra $6,500 in a 401(k) account and an extra $1,000 in an IRA.) This modest reform would help caregivers, who disproportionately tend to be women in their prime earning years, contribute to their nest egg—and it would be worth the most to caregivers with higher-earning spouses who put them in higher tax brackets.13

To make the retirement system more fair, policymakers also could index to inflation the asset limits that restrict eligibility to public programs. The Supplemental Security Income (SSI) program prohibits benefits to those with more than $2,000 ($3,000 for married couples) in assets like retirement saving and checking accounts. SSI benefits for seniors are already modest, averaging just $466 a month, and the requirement that people exhaust all of their liquid assets means that some must choose between receiving these crucial payments and maintaining an emergency fund. Policymakers should retroactively index the asset limits to inflation, which would immediately double the asset limits to $4,000 for single taxpayers and $6,000 for married ones.

Fix Informational Problems

In a complementary, though more modest, reform to those discussed above, policymakers could help savers better understand the need for and impacts of saving in retirement accounts.

Proposals to boost saving through more financial literacy are appealing because evidence links literacy to improved behavior (although, as we noted in Chapter 7, the evidence is mixed). Improved financial literacy also requires little new public spending or tax benefits, and it imposes limited burdens on employers.

One option would be to give employers tax incentives to provide financial education to their employees. Employers are already a trusted source of information (some, for instance, provide wellness information for their workers) and are often implicitly involved with their workers’ financial decision-making when workers decide, for instance, whether to buy health insurance or how much to contribute to a retirement account. Many employers are increasingly assuming this role; roughly half of them offered financial advice of some sort in 2016, compared to 37 percent in 2014.14

Economists Annamaria Lusardi and Peter Tufano propose that employers include guidance on debt literacy in employee assistance programs.15 They suggest that workers, particularly those in traditionally vulnerable populations or with little financial literacy, receive education on the benefits of debt reduction during their employee orientations. While such a strategy might benefit the companies themselves by making their workers more financially stable and, in turn, perhaps more productive, policymakers could also incentivize them by offering modest tax credits.

Making Good Decisions on Investing Retirement Assets

To reach their preferred retirement age with the money to maintain their standard of living, Americans need not only to save enough but also to make prudent decisions about how to invest their savings. They need a well-diversified portfolio of assets that includes an equity fund and a bond fund. Equity funds generally yield higher returns, but they are volatile and can plunge in an economic downturn. Bond funds provide a steadier return but at a lower rate. Most employer retirement plans offer both equity and bond funds, and some provide guidance to employees about which to choose. At the same time, as we have said, many workers lack access to a 401(k) at work and must choose investment funds themselves.

Savers face a serious challenge in deciding how to invest their retirement funds and how to manage the funds as they draw them down in retirement. Many families feel insecure about meeting this challenge and lack the knowledge to do it themselves. Some families overestimate their own skills and are prone to bad choices. The challenge is particularly tough for young and middle-aged workers because interest rates have been low and will probably remain low once the current inflation surge has passed. That means that savers either choose to invest in secure bonds and accept a very low return or that they invest in the stock market and accept higher risk in the hope of receiving higher returns.

A bond portfolio that offers a secure return today may yield only enough to cover the cost of inflation, or perhaps even less. Thus, the dollar saved today and invested at this rate will be worth just a dollar or less in purchasing power 30 years from now, leaving investors with no real gains over that period.16 The stock market grew steadily after the financial crisis of 2008 and weathered COVID-19 and the accompanying downturn surprisingly well, until 2022, when another dip or “correction” occurred. Many retirement savers moved more of their assets into equity funds, but there is no guarantee of what the future will bring. At times, equity prices have been depressed for years (such as in the 1970s), and market crashes occur from time to time as we have seen all too well.

Not surprisingly, many savers seek advice. Some just talk to friends, but many seek professional advice. Professional advice can undoubtedly prove valuable, helping people understand how much they need to save, how much they can draw down each year, how they can protect themselves against fraud, and how much they should allocate to different types of assets. Some savers panic when the stock market crashes and take much or all of their money out of the market at that point. That, however, merely leaves them with losses, rather than if they stayed patient and waited for the market to recover. Good advisers can discourage this counterproductive behavior.

Problems arise, however, if financial advisers steer savers or retirees toward funds that are unsuitable for them or that charge high fees, particularly if the advisor gets paid more for recommending high-fee products. High fees can sharply undermine a saver’s retirement assets. Suppose an equity fund is expected to earn a return of 5 percent a year on average. Each dollar invested in the fund will be worth $4.32 after 30 years. If the fund keeps 2 percent a year in fees, the return drops to 3 percent and each dollar invested will be worth only $2.43 after 30 years, which represents a sizable difference.17 The returns on an equity fund are uncertain but the fees are not, and they will always reduce the final value of the fund. The problem grows when advisers do not reveal the full extent of fees. An adviser may report that fees on a particular fund are only 0.5 percent, but the fund in question may include other funds, each charging its own fees.

Are these fees justified? Financial managers say that the fees they receive provide good value because, with them, managers can do the financial analysis that enables them to pick stocks or bonds that will earn higher returns rather than simply picking a broad portfolio. If, for example, a skilled fund manager picks stocks that earn 7.5 percent instead of 5, then the return to the saver is higher, at 5.5 percent, even after paying fees of 2 percent a year. Many financial advisers and managers believe that “managed funds” are a good deal for savers and justify the fees. A growing number of finance experts disagree, however, concluding that managed funds do not generate higher returns than funds that simply invest in the broad market or in an S&P 500 index, so the payoff to the saver after paying fees is actually lower.

President Obama’s Council of Economic Advisers argued that financial advisers encourage retirement savers to invest in high-fee managed funds, costing them 1 percent a year in excess fees, or an estimated $17 billion a year. They argued that advisers were giving conflicted advice, putting their own interests above those of their clients. When workers retire and transfer their 401(k) savings into IRAs, financial experts can legally select a high-commission product from a range of generally suitable possibilities. Conflicted advice reduces the value of such savings by 12 percent over the course of a worker’s retirement, the Council concluded.18

In response, President Obama’s Labor Department proposed a “fiduciary rule” to require all financial advisors to act only in the best interest of their clients. The financial industry strongly opposed it, arguing that the rule represented excessive regulation, did not recognize the value of the services that the industry provides, and would make it harder for the industry to provide financial advice to low- and middle-income savers. The Trump administration subsequently shelved the rule.

The attention that the rule garnered, however, raised public awareness of excessive fees, and several fund firms now advertise low-fee investments for retirement savers. Morningstar, which provides investment research, reported in August 2021 that average investment fees have dropped dramatically—both for passive funds (such as an index fund geared to the S&P 500) and funds that professionals actively manage and choose which assets to hold. Passive funds, Morningstar reported, charged less than 50 basis points (i.e., one half of a percentage point), with some charging just around 20 basis points. Actively managed funds are typically charging 60–100 basis points in fees. Morningstar also says that inflows to funds now tend to be invested in low-fee accounts.19 Furthermore, the Securities and Exchange Commission (SEC) implemented its own Best Interest Standard that, while weaker than the Obama fiduciary rule, goes partway toward outlawing conflicted advice. Looking ahead, the US Labor Department and SEC should make sure that the fees remain low and that all retirement savers have access to low-cost investments.

States also have a role to play in reducing investment fees. In September 2020, Massachusetts enacted the first state fiduciary standard for investment advice, and it applies not only to firms headquartered in the state but also to out-of-state firms operating in Massachusetts. That state’s standard provides another opportunity to study the issue and the effectiveness of state action. If biased advice costs savers 1 percent a year in returns, as the Obama administration argued, then researchers should soon see it appear in the data. If a strict standard pushes advisers out of the market or raises the cost of the advice they provide, as the financial industry claims, we should see that in the data as well. The Massachusetts experiment can help guide future efforts.

The Need for Action

America’s system of retirement accounts is not perfect, though it works well enough to supplement the retirement income of roughly half of all seniors. While the system is not fundamentally flawed, its shortcomings are big enough that policymakers should act quickly and effectively. In perhaps its greatest flaw, the system does not work well for low-income savers, who receive only modest benefits for saving. The lack of access to workplace accounts, penalties for saving, and biased information all compound the problem.

We suggest targeted remedies to improve the system for savers overall. These include equalizing the tax benefits for plan contributions, making access to workplace saving universal, harnessing the power of automatic enrollment, improving literacy, and addressing the tough issue of conflicted advice. The policies we have proposed could go a long way toward making retirement savings more accessible, increasing savings incentives, and ensuring that investors get a fair deal on their investment returns.

Another area of needed reform is the workplace for older Americans, as we explore in the next chapter. By working longer, as we have said, Americans can boost economic growth and strengthen their own retirement. To incentivize Americans to work longer, however, we need to strengthen the financial rewards they will reap while addressing the discrimination that older workers sometimes face as they try to stay in the workforce.
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Improving Opportunities for Older Workers

There are good reasons to inform people of the benefits of working longer and not retiring too early. Life expectancy is much higher today than in the past (especially life expectancy after someone reaches age 65), and work now is generally less physically demanding than it used to be. As we have noted, Americans who reach age 65 can expect to live about 20 years longer and a substantial share of them will live into their 90s. Working longer provides three advantages: (1) it lets people postpone the day when they start collecting Social Security benefits, which substantially increases the monthly benefits they will receive; (2) it enables people to spend more years saving for retirement; and (3) it allows retirees to draw down their retirement assets over fewer years.1

From the outset, however, we—the authors—make the important distinction between enabling workers to remain the labor market longer and changes to public programs that might force people to continue working. People should not be required to work longer, especially those who have performed jobs that are very physically demanding or mentally stressful. Still, it is important that workers have the opportunity to work longer if they are willing and able to do so.

What would encourage older workers to keep working? One option is to provide financial incentives to older workers or their employers. Another is to change attitudes, since many people do not believe they can work when they reach 65 or 70, and many employers believe that older workers are unproductive,2 lack technical skills, or bring expensive health costs. While seeking to change entrenched attitudes, policymakers and the courts should aggressively enforce anti-discrimination laws to ensure that older workers have a fair shot at retaining their jobs or securing new ones. Finally, policymakers must find effective ways to retrain older workers, and employers must encourage them to join training programs and use teaching methods in their facilities that are effective for older workers, although this can be hard to accomplish.

Some people appreciate the challenge of work and thus do not mind working longer. Others dislike their jobs or perform heavy manual work that exhausts them or leaves them in physical pain at the end of the day. As they age, many workers suffer health problems that make it hard for them to keep working. Finally, some workers cannot keep working even if they want to; their employers may have pushed them out of their jobs, and, now in their 60s, they cannot easily secure new ones.

The pandemic created new challenges for older workers and illustrated how downturns can be especially challenging for this group. The recession spurred by COVID-9 cost millions their jobs, and, even with the economy recovering and unemployment low, older workers still seemed to have fewer chances to find work again. Besides, with the waning effectiveness of the vaccines over time and the prevalence of breakthrough cases, older workers—especially those engaged in face-to-face work—may not feel truly safe at work.

That different older people face different challenges makes it hard to devise retirement policies that work well for everyone. We need to encourage those who can work to keep working without punishing those who cannot. The bigger the payoff is to those who work longer, the greater the gap will be between those who work longer and those who cannot. While some inequality is inevitable and perhaps even desirable to reward those who continue to work, policymakers need to make sure that those who retire in their early 60s can avoid poverty as they age.

Americans who have worked their whole lives should not have to retire in poverty, and Social Security benefits should be robust enough to prevent it. As discussed earlier, policymakers can put a floor under the incomes of those who worked 30 or 40 years and cannot work longer by setting a minimum level of Social Security benefits. Other policies would both encourage work and reduce inequality, such as expanding the Earned Income Tax Credit (EITC), which goes to low- and moderate-income working families.

Private companies have a role to play, too. Employers, and their human resources departments, should make the best use they can of the experience and skills of older workers. Employers can run training programs for older workers to sharpen and update their skills, recognizing that older workers often remain at the same job longer than younger workers. Employers can also provide independent advice for workers nearing retirement about whether their plans are viable.

The government can increase the financial incentives for working longer and strengthen anti-discrimination laws to make sure that older workers can compete for jobs on a level playing field. Training and retraining programs should be an important part of the government’s efforts to restore the economy after economic downturns. That would benefit workers of all ages, but government must make a special effort to help older workers, especially low-income and minority workers in this age group.

Financial Incentives to Work Longer

In the past, there were few incentives for people to keep working. Companies with pension plans often created incentives for workers to quit when they reached 65 or even younger, and many companies had mandatory retirement policies. Social Security also included financial incentives for people to stop working. That was not surprising: the program was created in the 1930s, at a time of chronically high unemployment, and it was designed to encourage older workers to retire in hopes that this would lower unemployment for those who remained in the workforce. America’s health insurance system provides a considerable incentive for people to work until 65 because most people get their health insurance through their employer and, for most, buying insurance in the private market or through an exchange is expensive.3 Once people turn 65, however, they are eligible for Medicare and lose this incentive.

Since the early 1980s, the financial incentives for people to keep working have expanded greatly. The Social Security reforms of 1983 changed the way benefits are structured, including—as we have described—a strong benefit to those who delay benefit receipt. Those who start collecting monthly benefits before the “full retirement age” receive benefits that are 5 percent smaller for each year back to age 62. Those who do not start collecting until after the full retirement age receive benefits that are 8 percent larger for each year up to age 70. By waiting beyond the retirement age, of course, beneficiaries miss out on a year or multiple years of benefits but, for many who do not need their benefits until later, waiting for the higher monthly benefits makes sense. Those who keep working until 70 receive an estimated 15 percent increase in their Social Security income.4

The shift from traditional (defined-benefit) pensions to 401(k)-type (defined-contribution) plans also changed incentives related to work decisions. Under 401(k) plans, employer matches and tax preferences are incentives for workers to keep working so they can build a larger retirement fund. Alternatively, incentives for working evaporate under private pension plans after workers have reached a certain age since, unlike 401(k)s, their retirement benefits do not appreciably increase with additional years of work.

Just how much the shift from pensions to 401(k)s changed incentives is hard to say. That’s because the nationwide decline in pension offerings coincided with other economic changes and because private pensions vary in how they are structured. Still, compared to a typical pension plan of 40 years ago, the typical 401(k)-type plan of today boosts the financial incentive to keep working by the equivalent of 20–25 percent of one’s income.5 The old-style pension plans were often designed to provide a financial incentive to encourage retirement, whereas, with a 401(k) plan, the longer people work, the more they can accumulate for retirement.

Have these shifting incentives changed people’s behavior? Older Americans are certainly working longer, which suggests that the greater work incentives have proved effective. Having said that, the increase in work by older Americans did not coincide with the changes in Social Security or pensions.6 Still, one study of older workers argues that every 1 percent increase in take-home pay leads to a 2 percent increase in the amount that older people will work, which is a very large effect.7 Older workers who can choose whether to retire or keep working will likely respond to work incentives.

We think that financial incentives are very important in shaping work decisions, even if the size of people’s responses is hard to measure. Incentives change behavior only gradually. Given that, we support two measures that would boost the financial incentives already in place by changing the way that Medicare and the EITC distribute their benefits.

Medicare

Currently, employers that offer health insurance must offer the same coverage to all employees, regardless of age: a worker older than 65 is covered by the same plan and pays the same premiums as everyone else. That makes an older workforce an expensive proposition for employers because health insurance—which is already a high cost for many employers—is more expensive for older workers.

The pandemic may have exacerbated the problem. Naturally, the greater prevalence of serious consequences for older Americans correlates with higher rates of hospitalization,8 which generates much higher medical costs. Businesses worried about the liability associated with their workers’ health may try to mitigate their risks by hiring younger workers. While these concerns may subside as vaccine mandates are enacted in various workplaces, we suspect that concerns over health costs will linger.

One way to mitigate these higher health costs is to automatically enroll workers in Medicare when they reach 65, even if they are still working. That would shift the cost of health insurance away from the company employing older workers9 and, in turn, encourage employers to retain older workers, pay them higher wages, and hire others. Small firms, in particular, understand the risks of providing health insurance for older workers; a heart surgery or cancer treatment could raise an employer’s premiums substantially.10

The downside is that Medicare’s trust fund, which is already projected to be exhausted in a few years, would carry the health costs of those working beyond age 65. The cost to the federal budget as a whole, however, might be small because those who work longer will continue to pay payroll and income taxes.11

The Earned Income Tax Credit

The EITC encourages low-income families to work by supplementing their incomes—by as much as 45 percent—when they do, and it has proved very important in helping struggling families with children. The EITC, however, offers much less to workers who do not have children at home and who work for low wages, providing a maximum subsidy of only around 8 percent of their wages, which means in effect that it merely offsets the payroll taxes that low-wage workers pay. Nor, critically—other than for a brief exception in 2021—are workers eligible for the EITC after they reach 65.

The EITC’s eligibility rules and Social Security’s tax and benefit formula mean that older workers, especially low-wage older workers, often pay a steep penalty for working. Low-wage workers pay substantial taxes because payroll taxes total 15.3 percent of earnings, or $4,590 on $30,000 in wages. To be sure, employers pay half of the 15.3 percent tax, but workers effectively pay the full tax because employers reduce wages to help cover their share of payroll taxes.12

Normally, workers eventually receive the benefit of these high payroll tax burdens in the form of higher Social Security benefits down the road. But Social Security benefits only account for the highest 35 years of earnings. So, if a worker is paying her payroll taxes one year, but her earnings that year are not among the 35 highest over the course of her working life, then the payroll taxes of that year don’t boost her Social Security benefits. As a result, older workers who earn low wages can face high implicit tax rates compared to a similarly situated younger worker, which would discourage them from working and encourage them to start taking Social Security benefits early.

A more generous EITC program could offset these penalties and help older workers postpone their retirements.13 It would boost the incomes of low-wage workers, enabling them to save and increase their incentive to keep working for more years by making the jobs more worthwhile financially.

Changing Attitudes Toward Retirement, Older Worker Productivity

With few exceptions in the 1950s and 1960s, only white men worked in senior positions and well-paid jobs. Workplace discrimination against minorities and women has not ended—white males still earn more than others—but attitudes have evolved and more opportunities are now available to yesterday’s targets of discrimination. Women and African Americans serve as CEOs and board members, and the economy is substantially better off with more equitable treatment of women and minority CEOs, scientists, and skilled workers.

For older workers, social norms affect employers’ willingness to hire or retain them. Some employers view older workers as a liability because they block the hiring of younger, more productive, more adaptable workers. Older workers may receive higher pay than entry-level workers, and, as we have said, health benefits are more expensive for them.14 Age discrimination is illegal, so employers do not admit that they prefer younger workers, making it hard to measure actual employer attitudes. Nevertheless, some employers almost certainly view older workers as less productive or less equipped to master new skills or technologies.

Are employers discriminating against older workers or simply responding to the reality that older workers are less productive? Clearly, cognitive ability declines with age.15 Moreover, one survey found that just 25.5 percent of workers 65 and older had the resources and skills to enable them to telework, compared to 36.2 percent of workers aged 35 to 44.16 Still, most if not all older workers are not necessarily less productive in all positions. In addition, the downside of cognitive decline is offset by the upside of more experience.17 Also, other important factors affect the value of an employee.

First, workers excel at different tasks as they age. Within the same organization, younger workers can focus on tasks that require maximum cognitive ability while older workers can focus on such other tasks as team management or client meetings, for which experience is very important. Workers can change jobs as they age, moving from high-pressure positions that require intense work effort and long hours to less-pressurized jobs. Second, people within all groups vary greatly. Workers who use their cognitive abilities on a regular basis can remain sharp and creative as they age, and workers who remain fit can continue to use their physical abilities. Cognitive decline sets in gradually for many people, often well past the usual retirement age.18 Third, with advances in medical science and nutrition, a large share of older workers are healthy and have more years during which they can work. In a 2010 survey, two in five Americans older than 65 self-reported that they are in good or excellent health.19

After working with consulting firm Aon Hewitt, which collected data from large employers,20 AARP concluded that older workers are more “engaged” with employers, speak positively about their organization, want to be part of it, and are willing to work extra hard as needed. In addition, they are more motivated than younger workers and less likely to leave for another job. Moreover, they often have excellent skills in using technology.

AARP concluded as well that productivity can rise with age, citing one study that focused on production errors on an assembly line21 and another that found that an aging workforce increases efficiency for the total labor force.22 It also found that, among the large firms in their sample, the earnings of workers older than 50 did not keep up with those of younger workers, meaning that older workers are less expensive for companies to employ. Though an advocacy group for older Americans, AARP nevertheless makes a good case for the value of older workers and the need for employers to assess workers and applicants based on their skills and capabilities, not their ages.23

Americans are working longer partly because of economic necessity, but partly because perceptions about retirement are changing. Years ago, people retired early not only because employers pushed them out of their jobs but also because they, themselves, thought they could no longer be productive enough. Rising labor force participation for older Americans suggests that attitudes about retirement are changing, or at least that many older Americans are seeing the value of working longer. Not all, however. In 2018, nearly 29 percent of men and close to 41 percent of women were not in the workforce from ages 55 to 64. From ages 65 to 69, the percentage rose to 68 for men and 77 for women. Only a small fraction of Americans remains in the workforce through age 70 and an even smaller faction beyond it.24 Early retirement is a valid choice for some, but we suspect that some Americans retired early without making a rational calculation of their financial position or factoring in how long they may live or the out-of-pocket health costs they may face as they age.

Older workers typically suffer when the economy falters, but the pandemic hit this group even harder than usual. The COVID-driven recession and its aftermath left millions of older Americans out of work—because they feared for their health, or they were laid off, or they simply decided that they didn’t want to work any longer. Many of these people chose to retire early and not return to work, with more than a quarter of all workers saying that the pandemic prompted them to move up their retirement date.25 The full impact of COVID-19 on retirement remains to be seen, but by 2022 there were clear signs that many retirees were returning to work, 1.5 million over the 12 months through May 2022.26 The drivers of this trend are unclear, although it seems likely that some felt forced to return to work because of financial need.27

As more families recognize that they, themselves, must manage their retirement and weigh the benefits of continuing to work, attitudes and norms about the age to retire will evolve. Policymakers can speed that evolution in at least two ways.

Reframe the Social Security Administration (SSA) message.28 When workers contact SSA to discuss their options for collecting benefits, the agency tells them about their “full retirement” age. As we have said, that age is now 66 and 2 months and will rise to 67 for those born in 1960 and later. Consequently, many people assume that they should start collecting benefits at that age. They learn about the penalty for starting to collect benefits earlier, but they rarely learn about the higher monthly benefits they will receive if they wait beyond the full retirement age. In essence, the full retirement age helps shape when people retire and start collecting benefits even though it should hold no special status for would-be retirees. To raise expected benefits for retirees, SSA can make it clear that retirees can receive higher benefit levels for the rest of their lives if they postpone collecting benefits beyond the full retirement age (up to age 70).

Foster a high-pressure economy. Before World War II, women did not often work on the production line in well-paid factory jobs. When men were drafted to fight the war, however, employers addressed the steep labor shortage by hiring female and minority workers to fill jobs that they had not done before. The war economy also affected retirement decisions, with older men and women encouraged to stay in their jobs and postpone retirement to help fuel war production.29

The high-pressure economy of the late 1960s drove upward mobility, as Arthur Okun famously wrote, with workers of limited skills securing upper-tier jobs. Under such conditions, companies may retain, or even hire, older workers to fill vacancies, which helps eliminate the barriers that older workers face and lets them prove that they remain capable. When, on the other hand, unemployment and underemployment are high, skilled and experienced workers accept lower-tier jobs that do not require their skills. That makes it harder for less-skilled workers to secure those jobs for themselves.

In 2018 and 2019, the labor market was historically strong, and workers could easily find jobs. The economy had recovered only slowly from the Great Recession of a decade earlier, but, by the last quarter of 2019, unemployment had fallen to the extraordinarily low 3.5 percent. Companies in many industries, trades, and professions struggled to find workers to fill their openings. The high-pressure labor market of that day was comparable to Arthur Okun’s of the late 1960s.30

While a high-pressure economy breaks down barriers and helps shift social norms, an economic downturn may do the opposite. The booming economy of recent years was ravaged by COVID-19, and millions of workers were laid off. Then, just as quickly, millions were rehired, while muted immigration and sluggish labor force growth helped depress the size of the labor force (with older workers in particular helping to slow the growth in the labor force by leaving their jobs or choosing not to return to work). Taken together, these trends nourished a uniquely tight labor market, especially for those working for low wages. How long these trends will persist, especially in light of pandemic-related uncertainty, remains unclear with a new recession potentially looming in 2022. Sustaining a high-pressure labor market would help alleviate the barriers to work that older workers face while raising wages for those who continue to work.

Monetary and other macroeconomic policies cannot be geared only to the needs of older workers, of course. If the economy is too high-pressure, there is the danger of inflation.31 Our point here is simply to note that when unemployment is low and the demand for workers is strong, this helps not only labor market groups such as disadvantaged youth, but it also helps older workers.

Strengthen Age Discrimination Protections

The 1967 Age Discrimination in Employment Act (ADEA) prohibited discrimination against workers older than age 40 in hiring, promotions, wages, and layoffs. Employers also cannot deny benefits to older workers that they provide to younger workers. Amending the law in 1986, policymakers prohibited mandatory retirement, although with exceptions for highly compensated executives and for cases in which qualifications are age-related or public safety is at stake.

Nevertheless, age discrimination still exists in our economy. The strongest evidence comes from an experiment in which artificial résumés were sent in response to job advertisements for low- and moderate-wage positions, such as salespeople, security guards, janitors, or administrative assistants. The résumés described applicants who had the same backgrounds and qualifications but differed by age. Those aged 64–66 received fewer call-backs than those aged 29–31 or 49–51.32

The ADEA would seem a powerful weapon to ensure that older workers are treated fairly. In practice, it does not guarantee that older workers avoid discrimination any more than other laws eliminate discrimination against minorities and women. In addition, the courts have undercut the ADEA. Most important was the Supreme Court’s “but for” ruling of 2009,33 requiring that a worker suing an employer under the ADEA show that but for the worker’s age, he or she would not have faced the layoff or other job action. If an employer can show that other factors also motivated the action, the worker cannot prove discrimination. That ruling has made discrimination cases much harder for older workers to win and much harder to convince lawyers to take, and employers are likely less concerned about litigation if they lay off or decide not to hire an older worker.34

As a result, lawmakers should modify the law so that it really provides equal protection. The Supreme Court and other federal courts have become more conservative, and, if the law is not clear, they will narrow the grounds under which plaintiffs can claim age discrimination. The president and Congress should clarify the law, granting the same protection to older workers that other groups, such as the disabled, now receive.

The free market can help undercut discrimination, as Gary Becker argued in The Economics of Discrimination. A company that does not discriminate has a larger labor force from which to choose diverse skillsets, giving them a comparative advantage over their competitors. Similarly, companies that recognize the value of older workers should be able to outcompete companies that discriminate against them. Becker’s argument is important because it suggests that market forces can reinforce legal efforts to overcome discrimination against older workers.

Retrain Older Workers

Crises like COVID-19 cause huge economic dislocation, but the labor market changes enormously even in normal times. In each month of 2019, during a booming economy, there were well over 5 million job separations—1.7 million to 1.9 million workers were laid off or discharged, while another 3.5 million or so people quit their jobs. Employment still grew, however, with 5–6 million new hires per month.35 Older workers generally enjoy more job stability than younger workers, but even older workers may lose their jobs or need to find others. And, as we have noted, older workers find it harder to secure other jobs. Re-employment for displaced workers aged 65 and older is only 31 percent, less than half of that for younger workers, the Bureau of Labor Statistics reported.36

People often learn the skills that make them productive and valuable to their employers on the job. Doctors, dentists, and other professionals do plenty of book learning, of course, but even they learn much of their craft in practical training. Older workers accumulate lots of “human capital” through years of work, and they can use some of it in a new job, but part of it is lost because a different job and employer require different skills. All employers have their own ways of working. Meanwhile, technology is shaping the nature of work, and most jobs now require knowledge of computers, testing equipment, or tablets. Changing jobs often means acquiring new skills.

America’s retirement system assumes that people will keep working during their prime working years so policymakers and employers have an obligation to provide retraining opportunities for older workers to refresh their skills and ensure that they remain productive enough to earn a living wage. America’s experience with training programs is mixed at best, but there is no alternative to providing good options for retraining older workers if our retirement system is to work properly.

Worker training is important for multiple reasons. First, it helps older workers build skills that enable them to work longer and ensure their retirement security. Second, it makes those looking for jobs more employable. Third, it may increase their productivity. Whether an older worker seeks training depends on the length of the training, the type of training, its cost, and the skill it teaches. Older workers in particular care about the length of training (since they have limited years before retirement) and its cost (since they want to avoid tapping their retirement savings). They will likely choose to learn skills tied to their existing knowledge rather than completely new ones.

The need to improve worker training. Older workers receive four kinds of training, according to an AARP report of 2015: (1) colleges and universities offer credentials for learning skills and programs; (2) trade and proprietary schools teach skills such as how to become an electrician or a medical technician; (3) nonprofit, community-based organizations offer low-cost and community-based trainings; and (4) employer and employee associations offer job-specific training to those on the payroll.37 Older workers who want to switch jobs may lean toward any of the first three, while those who want to work longer may prefer the fourth. Employer-provided training can also boost the morale of older workers and raises retention rates since it signals an employer’s interest in keeping its workers on the job.38

Training that is targeted to firms and sectors with well-paying jobs is more cost-effective, and employers should create more coherent workforce development systems that factor in the latest evidence to achieve better results, economist Harry Holzer argues.39 Similarly, Matteo Picchio finds that training that accounts for the specific needs of older workers is more effective in ensuring improved skills.40 There is, however, a dearth of programs in the market that are designed to serve the needs of older workers. With the exception of one small program, AARP reported, no government-offered training or aid programs were geared toward older workers.

Employers and governments would benefit from building and designing programs that serve older workers, but research into the effectiveness of training for older workers has been limited, due in part to the limited use of training by older workers, and in part to the extensive effort needed to track the progress of older workers during and after the training. The few available studies show that training increases the employability and retention of older workers to some extent.41

Not all older workers, of course, need training when they change jobs. In addition, training is costly for workers who forego paid work and may incur fees and potentially costly for employers who may incur training costs and sacrifice the work that workers in training would otherwise be doing. Nonetheless, the right kind of training can be a simple, effective, and desirable solution for some older workers, and employers and governments need to do more to provide it. Designing and offering training programs is ultimately an employer’s investment in an employee, and these programs can be an effective tool in overcoming attitudinal and institutional barriers that older workers often face.

No matter how long they work, however, most Americans eventually will retire. At that point, they will need to decide how to spend their assets to meet their needs. To prepare for that day, many Americans would be well-advised to convert some of their assets into insurance products, as we explain in the next chapter.
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Reforming Private Insurance Markets

America’s retirement challenge is often viewed as a savings problem—that people save too little. What does not get enough attention is “decumulation”—how people spend down their retirement assets.

Retirees have two broad choices about how to spend their assets. They can take out money from their accounts as their spending needs arise, such as when IRA account holders take out a fixed dollar amount each month to supplement their Social Security payments. Or, they can convert some of their assets into insurance products that provide a stream of benefits throughout retirement.

With insurance, the benefits differ based on the products. Annuities traditionally provide cash. Long-term care insurance provides health-related benefits. A reverse mortgage, which is an insurance product of sorts, gives people access to tax-free funds and protection against losing their homes after drawing down their home equity.

The central benefit of insurance, as opposed to retirement accounts, is that it shifts the risk from the household to the insurance company. For long-term care, the approach is similar to home or auto insurance: policyholders pay their premiums into a pot of money, and the company compensates those who get sick or have an accident. But the “insurance” element of other products is less obvious to those planning retirement.

Take, for example, income annuities, in which an insurance company issues annuity policies to a collection of households and generally makes payments for as long as each household is alive. Some policyholders may only live a few years, while others live for decades. Just as the premiums of accident-free drivers subsidize the payments to those involved in accidents, annuity payments to those who die quickly subsidize the payments to those who live longer.

Insurance products are not perfect. Insurance companies are for-profit businesses that make a return by providing less in benefits than they receive in premiums. Although heavily regulated, insurers are not always as financially solid as consumers would like, and, on very rare occasions, their financial problems jeopardize consumers’ benefits.1 In addition, the products are often confusing and cumbersome, and the policy documents may be hard to understand, so policyholders may not get the insurance they expect and often have to spend time quizzing the insurer to learn the details of their benefits.

Yet, for households with any appreciable assets, there is no better option. The shift from company pensions to 401(k)-type accounts means that many retirees have large account balances but little assurance that they will not run out of cash. Meanwhile, with the absence of a healthy market for long-term care insurance, households must save for the possibility that they will need care. Retirees hoard their saving to protect against the unexpected (e.g., getting sick, watching the stock market crash, or living decades longer than they expected) so they cannot enjoy the retirement that their decades of work should provide.

The current retirement landscape includes lots of insurance-like products. For most retirees, Social Security is effectively a rock-solid income annuity; Medicare is a massive health insurance program; Medicaid offers long-term care for low-income, low-asset households; and Supplementary Security Income offers annuity-like payments to those with the lowest incomes. Even owning a home outright is an insurance program of sorts since a home is a bit like an annuity that pays the rent as long as you own your home while also protecting against rising housing costs.

For about half of households, however, this level of insurance is wholly inadequate for it leaves them to suffer large declines in their living standards if they face the unexpected. That is not a big concern for those who have not saved much for retirement or for those who have saved so much that their standard of living will not fall even if they face large health costs or live a long life. But for those in between, with sizable home equity or substantial financial wealth, better private insurance markets can mean a more secure retirement.

Together, reforms to reverse mortgages, annuities, and long-term care could dramatically improve the retirement outlook for roughly half of retirees, giving them more freedom to spend down their assets rather than save for unforeseen events.

Why Reform Private Insurance Markets?

Private insurance is not for everyone. Virtually all retirement-age Americans have access to social insurance programs—Social Security and Medicare—that provide an income annuity and health insurance benefits for life. That may be enough to give retirees with relatively little wealth and income an adequate retirement. That is, especially for retirees who own their homes, social insurance programs may give them about the same standard of living as they enjoyed during their working lives.

Consider the typical (i.e., median) retirement-age household on Social Security. The family receives benefits that equal 55 percent of their average earned income during their last 5 years of earnings.2 (If they earned $60,000, their Social Security benefits would be $33,000.) Unlike with their wage income, they likely pay no payroll or income tax on their benefits. They have no commuting, lunch, or other work-related expenses. They pay premiums for their Medicare benefits but, at about $150 a month or $1,750 a year, the costs are reasonable.3 They may own their home, so they do not make rent or mortgage payments, and they may live in a state that gives property tax breaks to older homeowners. All in all, they are not rich, but neither are they poor.

Many retirees, however, have financial and housing assets that they saved for retirement. In 2019, the median married household aged 65 and older held roughly $250,000 in financial assets and $210,000 in home equity and often received a small employer pension.4 Beyond such assets, these retirees can expect sizable Social Security and Medicare benefits. For them, the question is how they should treat their financial and housing assets.

If they are like many households, they will choose to assume the risks associated with retirement by themselves. They will not buy an annuity; instead, if they live into their 90s or get sick, they will limit their spending. They will not tap their $210,000 in housing wealth unless they fall ill and need to move. Nor will they buy long-term care insurance unless they have a good reason to expect to use it.

Many families would enjoy a less risky retirement if they had better ways to turn part of their retirement wealth into insurance. The additional risk conferred on retirees in the post-pension environment demands better insurance markets.

Income annuities are perhaps the best way for families to secure their retirement, especially longevity annuities that they can buy at or before they reach retirement age and that begin paying benefits roughly two decades later. As we noted in Chapter 8, these annuities help mitigate the greatest source of risk in retirement: unknown lifespans. Long-term care insurance and reverse mortgages help as well, although they are probably more suitable for a smaller share of Americans unless policymakers reform these markets.

Consider how retirement might change for the median retirement couple described above. Rather than slowly draw down their $250,000 in retirement wealth and tap their home equity only in an emergency, they buy a longevity annuity for $45,000, which will pay $7,896 a year beginning at age 85.5 They also buy a $60,000 long-term care policy that provides a monthly benefit in the event that care is needed (which would be more affordable under the reforms listed below), reducing the need to stockpile funds to prepare for illness.6 If they want more funds, they take out a $100,000 reverse mortgage.

With these additional retirement vehicles, their planning is now considerably different. Rather than needing to spread $250,000 over a possible 40 years—a nearly impossible planning exercise—they now only need to spread $245,000 (their combined retirement wealth and reverse mortgage balance, less premiums for annuities and long-term care) over 20 years—just until their longevity annuity kicks in. This couple will have more money to spend each year, face less uncertainty, and may receive better long-term care.

This approach does have drawbacks, however. The couple now faces the miniscule risk that the life insurance company issuing their annuity goes bankrupt—although each state maintains a comprehensive backstop to protect annuity holders and defaults on annuity contracts are close to non-existent.7 They may have less money to bequeath to their heirs. And, if the stock market rises in the years in which they hold this annuity, they will have foregone some investment income by sacrificing part of their savings to an annuity policy. Nevertheless, they have been able to reduce risk in their retirement.

With that in mind, we propose a series of reforms to transform America’s retirement system into one in which private insurance products are more affordable and available. We focus on reverse mortgages, annuities, and long-term care insurance because they are most relevant to retirement. We also present the most promising reforms, rather than a laundry list of possible changes. The goal is a system in which retirees have reasonable ways to turn their savings into streams of income and benefits, enabling them to lock in a given standard of living while also generally raising their well-being—compared to a situation in which they assume most of the risk of retirement themselves.

Reverse Mortgages

Reverse mortgages are mortgage loans that let homeowners access their home equity while keeping the home as their primary residence.8 Unlike with traditional mortgages, borrowers do not have to make out-of-pocket payments during the life of the loan. Instead, borrowers take periodic distributions (or, in many cases, a single lump-sum distribution) that add to the loan balance and grow with interest. When the loans come due (usually when the borrower dies or sells the home), the borrowers or their heirs can pay the balance and keep the home, sell the home to settle the balance, or let the lender sell the home. Importantly, reverse mortgages are usually “non-recourse” loans—the borrower is not responsible for any loan balance that exceeds the proceeds from selling the property.

Reverse mortgages are not for every homeowner, but reforms to the market—which is run almost exclusively through the Housing and Urban Development (HUD) Department’s Homeowner Equity Conversion Program (HECM)—would go a long way toward strengthening it and enable more retirees to access the equity in their homes. As we outlined in Chapter 10, the product currently has three main problems: it costs too much for potential borrowers who plan to stay in their homes, it does not let retirees convert traditional mortgages into reverse mortgages, and it has foreclosure rates that are too high.

We propose three strategies largely based on the research of reverse mortgage experts Donald Haurin and Stephanie Moulton, to improve the reverse mortgage market.9

Streamlined “small-dollar” HECM Loans: Many reverse mortgage borrowers do not need “open-ended” products through which they can take large amounts of home equity, exposing lenders to crossover risk—the chance that the loan balance will exceed the home’s value. Instead, the HECM program could offer small-dollar reverse mortgages that create essentially no risk that lenders will suffer a loss.

For example, the streamlined HECM could enable homeowners to withdraw up to $20,000 in a “closed-end” draw, meaning that the withdrawal could not exceed this figure. These borrowers would pay a fixed interest rate. Of the roughly 25.7 million older homeowners who could be candidates for this product, roughly half could take out the full $20,000 and still owe less than about a quarter of their home’s value in debt.10 That means, in effect, that about half of older homeowners could take out a small-dollar HECM that could come with virtually no chance that the loan would be worth more than the home.

The streamlined HECM would mostly benefit older households with limited financial wealth. If someone needs $20,000 for an unexpected expense, the best option at the time is typically to dip into retirement saving accounts, which impose the lowest fees. Paying the $20,000 with credit card debt may also be a possibility, but credit card interest rates are very high and the borrower must repay the loan with monthly payments. Moulton and Haurin estimate that more than 6 million homeowners have less than $10,000 in financial wealth but more than $20,000 in home equity, so a wide swath of older Americans could use this product to weather financial shocks.

Those familiar with reverse mortgages will remember that, from 2010 to 2013, the HECM Saver program offered a similar product, with an up-front premium of just 0.01 percent compared to 2 percent for a standard mortgage. Consumers and regulators, however, found the product unappealing due to the combination of unusual housing volatility and problematic design characteristics, such as lower maximum draws and variable interest rates. In a less unusual time for housing prices, a better-designed product should receive a more positive reception.

Forward conversion mortgages: While both reverse and traditional (forward) mortgages are both debts that are secured by a home, they differ in the timing of the payments. Traditional mortgages are paid off in monthly installments, while reverse mortgages are paid off when the home is sold. A growing share of older Americans today are starting retirement with sizable outstanding balances on their traditional mortgages, so they will owe monthly payments, perhaps for several years. Many families have refinanced their mortgages, partly to take advantage of lower interest rates, but also to take out cash to cover college costs for children or other expenses. That is fine for those with enough income to live comfortably and those who want to accumulate assets to leave to their heirs. But for retirees who want more discretionary income each month, converting a traditional mortgage to a reverse mortgage can enable them to avoid monthly mortgage payments indefinitely.

While a substantial share of reverse mortgage holders have effectively used them to pay off their traditional mortgages, the conversion is costly and cumbersome. In one promising reform, HUD could explicitly offer a conversion reverse mortgage that would let homeowners seamlessly convert one into the other. Under this reform, older adults with traditional mortgages and substantial home equity could convert their traditional mortgage to a reverse mortgage with a fixed interest rate. They could borrow only up to the balance on their traditional mortgage, and borrowers who could not pay property taxes and maintenance would have to set aside additional money that acted like an escrow account.11

Assume, for instance, that a 65-year-old homeowner is 20 years into a 4 percent $220,000 mortgage on a $350,000 home. The monthly payment is $1,050. After two decades, she would still owe about $95,000 on the mortgage. With a conversion, she could take out a reverse mortgage for the full $95,000, not pay a monthly mortgage going forward, and incur lower fees than for a typical reverse mortgage. The cost would come when she sells the home, and she would have less equity to pass on to heirs. But retirees who need money for food and healthcare each month and who would sacrifice some of the value of their home when they sell it or die would benefit from a conversion product.

The fees associated with a product for conversions, Moulton and Haurin explain, would be lower because homeowners could only take out loans that total no more than their remaining balances and because the product would have lower marketing fees since lenders could market directly to homeowners.

Preventive servicing: One of the reverse mortgage market’s biggest shortfalls is its high foreclosure rate. Media stories about reverse mortgages often stress the dangers of foreclosure, with older families forced out of their homes. Indeed, borrowers must reside in their home or repay the loan if they move, and local authorities may initiate foreclosure proceedings if borrowers persistently do not pay their taxes, regardless of whether there is a mortgage on the property. The danger is real, but these stories do not provide the full picture. In recent years, about 18 percent of reverse mortgages ended in foreclosure, but three-quarters of these foreclosures occurred because homeowners were no longer living in their homes and the other quarter occurred because property taxes were not paid.12

Still, foreclosures hurt both lenders and borrowers, and both want to avoid them.13 A promising strategy is to provide preventive servicing to help reduce foreclosures. That can include quarterly reminders from lenders to borrowers through email to make property tax and home insurance payments—which can cut non-payment of these expenses by half. Another option is to expand the federally supported “cash for keys” program, for loans originated after 2017, which allows servicers to provide a $3,000 payment to help high-risk borrowers transition into a property they can better afford. Last, lenders can simply remind borrowers of the consequences of not making payments since, according to a report by the Consumer Financial Protection Bureau, some borrowers did not know that their non-payment of these obligations could result in a foreclosure.14

Annuities

As we have said, just a small fraction of families that retire with significant financial assets buy an annuity. And those that do often buy products that are not pure annuities and do not guarantee lifetime income, making the products more comparable to mutual funds. Income annuities remain a niche product in America.

As we have also said, economists are perplexed that consumers have so little interest in annuities, terming the phenomenon “the annuity puzzle.” Most employer-provided retirement accounts do not offer annuities, and retirees often do not recognize their insurance value and will not buy them because they will “lose out” if they die after only a few years. Making annuities available in retirement accounts and framing them as insurance products are necessary to boost interest in them.

Adding annuities to employer accounts: Few employees can buy an annuity as part of their employer retirement plan.

To be sure, employees who are facing retirement could buy annuities on their own, but fees in the individual market are high, and these employees may think they do not know enough to choose a good product. Employers can offer annuities as part of their 401(k) options and negotiate a group rate that would lower fees, but few employers do, in part because they believe that offering annuities would expose them to serious fiduciary risk; they worry that they will have to make the annuity payments themselves if the annuity provider they choose for their workers goes broke.

Employers’ risks are typically not significant if they choose an annuity provider sensibly and monitor its financial health, but many employers will not take the risk. In a 2016 Willis Towers Watson survey, 81 percent of plan sponsors indicated that fiduciary risk was an important barrier to including lifetime income solutions in their retirement options. Similarly, a 2016 Government Accountability Office survey found that of the 39 plan sponsors that did not offer an annuity, 26 said that was partly due to concerns over the “resources required to obtain liability relief.”15

The SECURE Act, which President Trump signed into law in December of 2019, sought to address the problem by making it easier for employers to protect themselves from future liability. It included “safe harbor” provisions that the insurance industry largely developed to protect employers from potential fiduciary liability for selecting annuity providers.16 Employers still must conduct an objective, thorough, and analytical search for annuity providers, but the safe harbor provisions are designed to make the process much more explicit, objective, and attainable.17 Most importantly, employers are not deemed responsible if the annuity provider goes bankrupt as long as they followed a reasonable path in choosing the provider.

If liability concerns are really a major obstacle for employers, this law should help drive more annuity offerings. If, however, employers remain reluctant, then policymakers should revisit the safe harbor’s design so that it gives employers a more reasonable assurance that offering an annuity from a licensed life insurance company would not make them liable if the company goes under.

Changing the framing of annuities: Employers, advisers, and the financial media often frame annuities as a portfolio decision for employees, equating them with other investments, such as mutual funds, and comparing such elements as rates, returns, and fees. That framing is appropriate for variable annuities that account holders can rarely convert into income payments, but is misleading for income annuities.

How can we change the framing? One way is through financial education. Throughout this book, we have framed the decision to buy an annuity as essentially an insurance decision, protecting households against running out of money if they live longer than expected. We have stressed that consumers should think of annuities as a product that adds stability to a retirement portfolio by essentially providing a monthly “paycheck.” No one asks about the rate of return on home or auto insurance, and no one should ask such questions about income annuities.

Financial education would help people visualize what their lives will be like at age 85 or 90, depending on how much money they have available. What will their housing situation look like if they are living just on Social Security? Will they have funds to pay for cleaning or meal preparation? Will they have enough to pay for a Medicare Advantage program and make co-payments on drugs and doctor visits? No one likes to imagine being old and infirm, but a secure income would make that situation much better. We are not overly optimistic about the impact of financial education, but it could help savers who want to learn about financial concepts and markets and to act on what they learn.

Perhaps the most promising approach is for employers to provide guidance to employees, including access to retirement plan administrators who can clarify the merits of and drawbacks to annuities. Employers can help older workers avoid thinking of life expectancy as a guaranteed date of death and instead as a series of possible outcomes with varying chances of occurring. And by simply framing annuities as insurance products rather than financial investments, employers can increase consumer interest in them.18 The financial media can also help shed light on the tradeoff between annuities and bonds.

Automatically enrolling in longevity annuities: In a compelling paper,19 economists Vanya Horneff, Raimond Maurer, and Olivia S. Mitchell suggested that certain employees with 401(k)-style plans should be automatically enrolled in deferred-income annuities (DIAs) unless they specifically choose to opt out. Under their proposal, any individual who reached age 66 with more than a minimum amount in a retirement account would have 10 percent of their account balance defaulted into a DIA that began paying benefits at age 85. On average, the authors found, DIAs enable older workers to spend more at advanced ages.20

Policymakers will not likely mandate that private-sector employers adopt such a strategy. One possible way to make default investments in DIAs more widespread is for public-sector defined-contribution plans to adopt the practice or for the automatic enrollment plans described in the previous chapter to include a similar provision. Government agencies also could encourage employers to pursue such a strategy. These steps, coupled with a more accommodating safe harbor for income annuities, could begin to move the needle on worker demand for these products.

Including income annuities in a retirement portfolio: We can think about regular income annuities as part of a retirement decumulation decision. Investment advisors often suggest that investors hold 60 percent of their assets in stocks and the other 40 percent in bonds. This 60–40 (or perhaps 70–30) rule can help retirees watch their assets grow and their bonds provide a regular income payout with less overall volatility. Bonds are included in portfolios to reduce risk, at the cost of low expected returns (given low interest rates).

We are not recommending any specific retirement drawdown strategy. However, in looking at ways in which annuities could be used, we note that many retirees use a 60–40 strategy, meaning 60 percent of their retirement portfolio in stocks and 40 percent in bonds. Or for those with greater tolerance for risk, a 70–30 strategy with a larger percentage in stocks. An alternative approach is to use part, or all, of the bond portion of the retirement portfolio to buy an annuity: for example, 60 percent in stocks, 30 percent to purchase an annuity, and 10 percent in bonds. That would reduce a retiree’s exposure to market volatility and provide regular guaranteed income for life. Retirees would keep 60 (or 70) percent of their retirement funds in the stock market but have an annuity to supplement Social Security and mitigate risk. Annuities may be a worthy alternative to bonds in a retirement portfolio because of the insurance value they provide. To reiterate, we are not making specific portfolio recommendations, which must depend on each family’s circumstances and risk tolerance.

Long-Term Care

Long-term care is among the hardest and most pressing problems for households. As we explained in Chapter 9, the long-term care market has complex, extensive problems. Medicaid serves as a public backstop on private insurance, discouraging individuals from buying private policies. The private market suffers from failures that drive up costs. Americans are often poor planners, so they widely eschew long-term care policies that would seem to serve their interests. Few employers offer policies that cover long-term care needs in old age. And a poorly designed tax incentive for private insurance has done little to drive more consumer demand.

Consequently, too few Americans get the care they need and too many unpaid caregivers—often the adult daughters and daughters-in-law of patients—bear the burden of providing care. Moreover, COVID-19’s sky-high fatality rate among seniors in nursing homes reflected the long-term care system’s stark inability to respond to a pandemic that made facility-based care so expensive.

The system’s shortcomings suggest the need for a comprehensive solution. The Community Living Assistance Services and Supports (CLASS) Act, which was enacted as part of the 2010 Affordable Care Act, was supposed to provide it. Ultimately, it proved unworkable and did not generate expected participation rates of more than 4 percent.21 Since the Obama administration shut down the program, policymakers have done little to revisit a comprehensive solution.

If policymakers were ready to enact a comprehensive solution, they might create a new entitlement program through which individuals paid into a program that funded their long-term care needs across their lifetimes. Or, they might adopt a proposal, like one from economists Karen Dynan and Jason Brown, through which Social Security beneficiaries could divert some of their benefits to long-term care.22 But political prospects for a new government insurance program, or even the expansion of an existing one, seem highly problematic; policymakers will not likely enact such bold measures for the foreseeable future.

As a result, we propose politically feasible solutions. They would not completely fix the problems with the long-term care market, but they would help alleviate the problems and reduce the burden on unpaid caregivers.

Securing state waivers for in-home and community-based care: The care for someone who does not live in a facility is typically called home or community-based services (HCBS). It can include an aide providing in-home nursing care, a dietician providing dietary management, caregiver training, or hospice care. Caregivers can deliver this care in homes or other facilities, such as senior centers or adult daycares.

Medicaid gives states latitude in what services they provide and how they set eligibility for them. The program requires that each state provide personal nursing services, but states can provide a host of optional services to increase the amount of care that caregivers provide in the home, such as mental health care, assistance with self-care (like bathing or food preparation), and assistance for family caregivers.

HCBS offers three main benefits over facility-based care. First, it is generally cheaper. A home health aide for 20 hours a week cost an average of $23,920 a year in 2019, compared to $48,612 for a room in an assisted living facility.23 Second, most people prefer to receive care outside of institutions. Third, in the wake of COVID-19’s tragically high fatality rate in nursing homes, in-home care may be safer for older Americans.

In recent decades, Medicaid-funded care has moved away from institutional settings and toward HCBS. From 1995 to 2016, the share of Medicaid spending that went for long-term services and supports for HCBS rose from 18 to 57 percent.24 Meanwhile, states are expanding access to HCBS for Medicaid beneficiaries. In recent years, 34 states provided personal care to residents, 8 adopted the Community First Choice program that provides in-home support to people who would otherwise need institutional care, and 11 adopted Section 1915(i) waivers that let states provide targeted services to people who might not need an institution. Many more states can adopt these options.

By relying more on HCBS, states can reduce their costs while better meeting the wishes of Medicaid beneficiaries. A wide range of studies have demonstrated the cost containment benefits of this approach. As an AARP review of 38 studies on the cost impact of these programs found, “The studies consistently provide evidence of cost containment and a slower rate of spending growth as states have expanded HCBS.”25 Over time, the switch could extend beyond Medicaid: proposed legislation, which has some bipartisan support, seeks to test strategies for letting Medicare beneficiaries (a much larger share of the 65-plus population) receive long-term care services at home.

Reforming the tax treatment of long-term care: The federal tax subsidy for buying long-term care insurance is poorly designed and available to few people, as we discussed in Chapter 9. Taxpayers can get a tax break for buying long-term care insurance only by including it as an excess medical expense in their itemized deductions. The problem is that few older Americans itemize their deductions, the per-dollar benefit is higher for upper-income people in higher tax brackets, and the amount that people can deduct at younger ages is extremely low (i.e., a person aged 40 and younger can deduct only $430 in annual premiums, while someone between 60 and 70 can deduct $4,350). The 2017 tax law included tax changes that sharply lowered the rates of itemization, especially for middle-income families, so this benefit is now virtually nonexistent for most older Americans.

Policymakers should convert the tax benefit to a refundable credit—equal to, say, 15 percent of the cost of a policy up to a limit—that phases out as a taxpayer’s income rises.26 That would help low- and middle-income taxpayers. In effect, a middle-class taxpayer buying a long-term care insurance policy would get 15 percent off the cost as long as the policy was below the typical value of long-term care. Such a tax credit would reduce Medicaid costs, lessen the burden on unpaid caregivers, and generate better care for older Americans. The credit would likely be available only to consumers who buy long-term care insurance outside of retirement accounts (which carry their own tax break), as we discuss in further detail below.

A separate tax-based approach could ease the burden on unpaid caregivers. A bill in Congress would let unpaid caregivers claim a tax credit of up to $3,000 a year against the costs of providing unpaid care, including expenses like transportation and equipment. Under the Credit for Caring Act, caregivers with less than $7,500 in earnings could claim 30 percent of the costs above $2,000, up to the maximum credit of $3,000. A healthcare professional would need to certify that the person receiving long-term care needs at least 180 days of it per year. Though this legislation would not fully address the financial burdens on unpaid caregivers, it would be an important first step for this overworked group. An AARP study suggests that this provision would boost GDP by allowing some family caregivers to go to work if they chose to.27

Revising distribution channels for private long-term care insurance: The current system for buying long-term care insurance does not work well enough. One way to fix it is for policymakers to enact policies that encourage a transition away from the individual market and toward employer-provided plans; another is to let insurance companies sell long-term care policies on the health exchanges that the Affordable Care Act created.

Strengthening the market for employer-provided policies can help ease underwriting burdens (the cost of evaluating risk) and drive other product improvements. A thoughtful proposal from the Bipartisan Policy Center (BPC) would let employers offer standardized products to workers starting at age 45, and these workers could use their savings to pay for them. The products would carry premiums that rise only with inflation. To control costs and keep products affordable, standardized options would include long elimination periods (the number of days one pays for care before insurance kicks in) and coinsurance arrangements (under which the insurance company and policyholder share costs).28

The tax benefit to help low- and middle-income taxpayers buy long-term care insurance also could help address concerns about adverse selection—in which only the most likely to need care buy insurance—that affect the market for private long-term care insurance. As we discussed in Chapter 10, the market suffers from adverse selection and asymmetric information concerns: buyers know much more about whether they will likely need long-term care than insurance companies do, prompting companies to raise the cost of insurance and pricing out lower-cost consumers. Encouraging people to buy long-term care insurance earlier in adulthood can help mitigate this concern.

Policymakers could let state healthcare marketplaces offer long-term care policies for retirement. As the BPC proposed, these exchanges could let workers 45 and older buy these policies by withdrawing funds from their workplace saving plans or IRAs. These policies would likely feature standardized benefits, which may help alleviate the confusion associated with the product, and they would feature lower costs because companies would spend less on advertising and distribution.29

Improving communication among family members: To improve the outlook for long-term care, families should talk about the future and plan for caring for the older generation. Social norms dictate a peculiar dynamic between generations: younger generations, including daughters- or sons-in-law, are often tacitly expected to provide care for older family members, but families often do not discuss such taboo topics as finances and planning. Better communication would help.

Because older adults provide so much care to their parents—with nearly 6 out of 10 reporting that they provided care over the course of a 12-year span30—long-term care is an especially salient topic for discussion, and those who will potentially receive the care can reasonably ask about it. AARP31 suggests speaking with relatives over the holiday season; approaching the conversation with “compassion and sensitivity”; and discussing long-term care planning and preferences, including one’s inclination to live in an institution versus a home or community facility.

Where, then, are we when it comes to retirement? In our next and final chapter, we will summarize what we have learned over the preceding pages and what we must do to address our challenges.
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A Vision for a New Retirement Paradigm

The traditional three-legged stool of retirement—household saving, Social Security, and pensions—has lost one leg as pensions are disappearing. Another leg, Social Security, is under financial stress because its current funding will not fully its cover costs over time. The new leg of the retirement paradigm, gradually replacing pensions, is, of course, contributory pensions (401(k) type plans), but these bring new challenges. Moreover, even for families that retire with otherwise adequate resources, private insurance markets are not properly positioned to reduce the risks associated with longevity and long-term care. We need a new paradigm, one that builds on the current system and adds feasible measures to improve it. That means government policies that are politically viable, changes in family behavior, and human resources policies through which companies can make meaningful contributions to workers’ retirement security.

Historically, elderly poverty fell in tandem with the growth of Social Security and Medicare. Today, nevertheless, 9 percent of persons 65 and older remain in poverty.1 Too many families on the cusp of retirement have few if any financial assets. Private long-term care is prohibitively expensive for most Americans, while average out-of-pocket spending on healthcare eats up about a third of Social Security benefits. Americans are living longer but starting their retirement with less.

Many of our retirement challenges stem from the shift away from pensions and toward personal saving accounts. Every year, more than half of workers lack reasonable opportunities to save, and savers lack affordable pathways to turn their wealth into security. The labor market has yet to fully satisfy the desire of older workers to keep working, especially those who are not well-prepared for retirement. Most tax breaks for saving go to the wealthiest fifth of workers, too few people begin retirement with substantial assets besides their home, and families bear an unprecedented level of risk. In short, America’s predominant retirement paradigm is to save as much as possible and hope you don’t live too long.

The system, however, is not completely broken. Social Security will be solvent for the next 15 or so years and, even after that, will still be able to make most of its promised payments. Medicaid will continue paying long-term care benefits. And millions of Americans have accumulated assets in retirement accounts that will give them a healthy, secure retirement.

The near disappearance of traditional pensions has placed a much greater burden on families to manage their own retirements, and some have the resources and skills to do that well. Others, however, have lacked access to employer-run retirement plans and have struggled to save enough during their working years. They remain too dependent on Social Security and other government programs in retirement.

All of that suggests both the need and the opportunity to improve the system. But, for the past four decades, policymakers have largely avoided the problem. Despite a rapidly aging population and other major demographic changes, policymakers last reformed Social Security in a significant way in 1983. They have modified tax breaks for retirement saving only marginally since 401(k)s were created in the late 1970s. And in the decade since they tried and failed at reforming long-term care and they have not seriously advanced an alternative. The lone exception to Washington’s large-scale inaction came in 2003, when President George W. Bush and Congress added prescription drug coverage to Medicare.

To be sure, presidents and Congresses have enacted modest reforms. The 2006 Pension Protection Act helped to advance automatic enrollment in saving plans. The 2019 SECURE Act opened the door for employers to include more annuities in their benefit plans for workers and made it easier for small employers to establish 401(k) plans. These reforms, while generally positive, were incremental at best. We need sweeping change to address our retirement challenge.

The Most Important Steps to Improve Retirement

We laid out a summary agenda for improving retirement in the first chapter of this book and, of course, we have talked about different aspects of this agenda throughout the book. However, even though this box repeats that material, it may be helpful for some readers to have a summary of the specific steps needed to reach the new retirement paradigm. We start with the policy agenda.



1. Shore-Up Social Security and Medicare. The policy reform agenda laid out in this book is the centerpiece of the new retirement paradigm and the most important policy change is to put Social Security and Medicare on stable financial footing.2 This is the hardest change to make but it is the most important. Americans, from the poor to the upper-middle class, rely on these programs as they age, and the program trust funds are running out. Some adjustments to the programs can be used to lower costs, such as adjustments in Social Security benefits for upper-income families and allowing Medicare to negotiate with healthcare providers. But the hardest policy shift is also the most important: increasing payroll tax revenues.

2. Change the structure of retirement tax preferences. The tax code today provides the biggest saving incentives to the richest Americans. The hundreds of billions in tax preferences should be provided in a fairer way so as to provide a stronger saving incentive to low- and moderate-income families, even if they pay little or no federal income tax in the years when contributions are made.

3. Provide access to retirement saving vehicles for all American workers. Most large companies have set up 401(k)-type plans for their employees and many of them make employer contributions of a percentage of the employee’s salary, up to a limit. Some smaller companies also offer such plans, as do nonprofits, but many do not. Ultimately, only about half of the workforce has access to a retirement plan at work. Policymakers should either provide incentives to all employers to offer such plans or set up government-run programs. There should be automatic enrollment in retirement saving plans, with an opt-out provision for employees. A government-run program (perhaps run by the states) can cover the self-employed as well as employees whose employers have no plan.

4. Provide better tax incentives for long-term care insurance and unpaid caregivers. The current system of tax-based subsidies is both insufficient and poorly designed. A better system would convert the current, limited subsidy into a refundable tax credit, while also providing more generous tax benefits for unpaid caregivers.

5. Reform the market for reverse mortgages to make the products cheaper and more appealing. Reverse mortgages have a theoretical appeal for those households with limited financial assets, but relatively high wealth in their homes. Low levels of take-up in the reverse mortgage market are likely due, in part, to poor policy design that drives up the cost and makes the products unappealing to consumers. Reforms can help.



A paradigm shift requires more than just public policy reforms; it also demands redoubled efforts by employers to meaningfully contribute to their workers’ retirement security. Key changes from employers include the following:



1. Leverage new policy incentives for retirement saving accounts to achieve universal coverage. Employers have phased out their traditional pension programs, but they have a responsibility to provide an alternative retirement vehicle, like a 401(k) plan where they contribute a percentage of the employee’s salary.

2. Employers should ensure that their workers have a source of trusted, comprehensive, and unbiased information. Workers need information and help with their retirement decisions, and employers should meet this need by arranging for unbiased outside advisors to counsel employees on how much to save and how to choose retirement products.

3. Offer more insurance-like products in their retirement plans. In addition to equity and bond funds, employers should make sure their workers can choose annuities and long-term care insurance and that they understand these products. Employers should negotiate group rates for their employees.

4. Employers should aim to ease the burden on employees of administering their retirement plans. In particular, employers should assist employees who quit or are laid off to consolidate their retirement funds through easily executed rollover between accounts.



Government policy reforms and an evolution in the role of human resources departments are critical to achieving a new paradigm, but families have an important role, too. Households can help bolster their own retirement security through the following steps:



1. Well before reaching retirement age, working age adults should establish a plan. Families need a retirement plan and they should talk with their spouses and other family members about it. It should include estimated retirement dates, the adequacy of saving, and how the family will deal with long-term care needs, should they arise. Most families would benefit from obtaining professional advice for this plan, and employers should help with this, especially in making sure an advisor does not have a conflict of interest. Last, as family members approach retirement age, they should look at the tradeoff between retiring sooner or later against their standard of living in retirement. People are living longer, often into their 80s and 90s or even beyond. Some have plenty of money to retire early, but others should look at working longer (if they can) and postponing the date at which they collect Social Security in order to receive a larger monthly benefit for the rest of their lives.

2. Families should look at ways to de-risk their retirement. Risk is inevitable and all families must manage it. Taking too much investment risk jeopardizes retirement security but taking too little risk can do so also. Longevity annuities can reduce the risk of outliving one’s money, while long-term care insurance can reduce the risk of full-time care (although at present this type of insurance is very expensive). Reverse mortgages, while certainly not for everyone, should be on the table for families with plenty of housing equity but few other assets.

3. Many workers need to save more. While Americans have amassed trillions in retirement, the large share of workers who enter retirement with a low level of savings, or even no liquid assets, are doing themselves a disservice. While it is unreasonable to expect the lowest-income working families to build a sizable nest egg, middle-income workers should take advantage of more equitable retirement saving incentives and more widespread access to workplace accounts to save for retirement.



Why Alternative Proposals Will Not Work

Two alternative reforms could solve the problems with America’s retirement system. Businesses could return to the old system of providing generous pensions, or policymakers could raise Social Security benefits enough to ensure that all retirees live comfortably even if they have not saved for retirement. We see the attraction of either or both options, but neither is feasible for policy or political reasons. Our approach is the only realistic path to retirement security for all Americans.

Why Traditional Private Pensions Will Not Return

About 12 percent of non-union workers in the private sector had traditional defined-benefit pension plans in 2015, but many of them were legacy plans—that is, carried over from the days before companies no longer offered pensions to new employees. Younger workers rarely have traditional pensions. Some 70 percent of union workers still have traditional pensions, but only 10 percent of the workforce are unionized.3 Can we return to the “good old days” when most workers were covered by such programs?

Traditional pensions disappeared mainly because they became subject to regulation under the 1974 Employee Retirement Income and Security Act (ERISA). The law’s requirements were extremely detailed and forced companies with pension plans to make substantial policy changes. ERISA still plays an important role in protecting workers, but its rules prompted employers to re-evaluate their retirement programs and most switched to 401(k)-type plans. Increasing lifespans were also making defined-contribution plans more expensive over time, and, starting in the late 1980s, interest rates began to fall, making it harder for companies to fund pensions. Even if policymakers now loosened ERISA’s rules, employers probably would not shift back to traditional pensions. Moreover, the rules were enacted for good reasons: to avoid fraud and other problems that arose with unregulated pensions. Policymakers could require all or most employers to offer defined-benefit plans, but legislation to do so would face too much strong opposition in Congress to pass.

Defined-benefit pension plans also have problems, which means that a return to the good old days actually would not be so good. These days, most people do not stay with one employer through their working lives, so employer-provided pensions would be scattered among different companies. Workers with traditional company pensions are often locked into their jobs at age 50, even if they dislike them and would rather change jobs. When companies go broke, their pension obligations are addressed in bankruptcy court or pushed into a federal program that can reduce the benefits workers receive. Companies restructure to meet rising competition or changing technologies, forcing some employees to leave and look for other jobs. In short, because workers move around and companies rise and fall, a return to traditional company pensions would be hard to administer, requiring extensive government involvement. That is the case in European economies, but it would be hard to duplicate in the United States. In Europe, moreover, some governments were forced to adjust their retirement rules because their pension programs became unaffordable with the decline in labor force growth.

Why Social Security Benefits Will Not Grow More Generous

Social Security is a pay-as-you-go system in which today’s workers pay payroll (or FICA, “Federal Insurance Contributions Act”) taxes that finance most of the benefits of today’s retirees.4 In the past, FICA tax revenues were larger in total than the benefits that Social Security was paying out, and the government put the excess revenue into a trust fund, used that revenue to buy US Treasury securities, and accumulated a large reserve fund. Then, with the fall in the nation’s birth rate and, subsequently, a fall in the labor force growth rate, FICA revenue fell below the total amount of benefits that Social Security was paying out.

As we have noted elsewhere, the share of older people in America’s population has increased. That has put tremendous financial pressure on Social Security (and Medicare). The Social Security trust fund is expected to be exhausted by 2034, while the Medicare trust fund will run out in 2026.5 To keep Social Security solvent, policymakers will have to raise FICA payroll taxes or cut benefits (at least for some retirees), or they will have to use other tax revenue to pay benefits.

The federal government, however, is facing huge fiscal constraints. Deficits and debt have exploded due to large tax cuts, the financial crisis and Great Recession of 2008 and beyond, the pandemic-induced recession, and the policies enacted in response to the financial crisis and both recessions. At some point, policymakers will face limits on how much they can spend without triggering increases in interest rates or perhaps inflation. We believe that policymakers should raise Social Security’s minimum level of benefits to ensure that workers who paid FICA taxes for many years can avoid poverty when they retire. It is, however, neither politically feasible nor good policy to raise benefits for most recipients enough to replace the traditional employer-funded retirement programs of the past. That would require a large tax increase that the electorate would oppose and that could dampen employment.

Why Our Vision for Retirement Should Prevail

We can do better. Employers, families, and policymakers can all do more to strengthen the nation’s retirement system. All employers must offer retirement savings programs to their employees and hold discussion sessions so that everyone understands the range of investment choices and financial products available to ensure a secure retirement. Families must save consistently for retirement and not withdraw money prematurely from retirement funds, except for extreme emergencies.

In addition, policymakers have real opportunities to improve retirement. They can reform the labor market for older workers to address age discrimination. They can make work-based retirement saving programs more equitable and universal while applying the insights of behavioral economics. They can expand and reform private insurance markets so that older Americans can turn their wealth into better safeguards against outliving assets and needing long-term care insurance.

These would not be radical changes, but they would prove important. Together, they would transform retirement. Many more workers would build up liquid retirement assets, and most savers would save more. Entering retirement would be more gradual for some, and working a few extra years to shore up saving would be more viable. Fewer people would start claiming Social Security benefits in their early 60s, and that would boost average monthly benefits across the board. Longevity annuities would become widespread, so retirees could depend on a reliable stream of income if they lived past their life expectancy. Long-term care insurance would be more affordable and more widespread, easing the caregiving burden on middle-aged offspring, mainly women. And homeowners could affordably tap their housing equity in case of emergency or as a general retirement strategy.

This new system would not be perfect. More saving means less spending, with working-age families foregoing more of their paycheck to build up a nest egg. Broader taxpayer use of tax incentives for saving would force the federal government to make up for lost revenue. Insurance companies and reverse mortgage lenders would increase their share of the retirement market, drawing a slightly greater share of household retirement funds toward corporate profits—but with commensurate benefits. Some inheritances would shrink as retirees no longer need to stockpile as many assets.

Structural problems would remain. Low-income workers would continue to be low-income retirees who are very dependent on Social Security benefits. Health costs would continue to rise, requiring more revenue for Medicare. Policymakers would continue to face the long-term threat of an exhausted Social Security Trust Fund. And high rates of inequality would persist into retirement.

But retirement in America would be substantially better. New retirees could spend more freely, and they would not need to stockpile their assets for fear of outliving their savings. Older Americans would rely on their children less, which would let those middle-aged individuals spend more time preparing for their own retirement. And, most importantly, retirees would feel more secure in their retirement, knowing that bad luck would be much less likely to derail their retirement plans.

No president and Congress will completely abandon the current system, so we see no value in advocating for sweeping but implausible changes. Instead, policymakers can substantially improve the system through a series of common-sense, moderate reforms. And while there is no silver bullet, these reforms together can bring dramatic improvement. In some form, lawmakers have introduced bills that would enact many of these reforms, and we are optimistic that lawmakers will seriously consider the others.

Our nation’s politics is very polarized, but improving our retirement system has broad, bipartisan support in Congress and across the country. We can fix the current system without abandoning its structure. Let’s fix it by plugging the holes in the hull rather than trying and failing to buy a whole new ship.
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17.  US Library of Congress, Congressional Research Service (2020), “Social Security,” p. i.
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24.  In fact, the current situation has given rise to a new set of assertions, under the rubric of modern monetary theory (MMT), which suggests that Washington can and should spend aggressively to address its social and economic problems. Though a complex and nuanced theory, MMT essentially argues that America’s ability to both tax and to issue its own currency means that it can borrow and print additional money without substantial consequence. If inflation becomes a problem—and many MMT advocates believe that it probably won’t—the federal government can raise taxes to reduce its deficits.
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1.  The overall labor force participation rate has risen in the past few years with the economic recovery, but this is after a prolonged period of decline.
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8.  Bhattarai (2022), “Millions Retired Early.”
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10.  This point is often lost in discussions of tax policy. The Urban-Brookings Tax Policy Center estimates that 85 percent of tax units pay more in payroll taxes than in income taxes, including more than 95 percent of those with less than $50,000 in income.

11.  Poterba (2014), “Retirement Security.”
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16.  Based on output from the US Bureau of Labor Statistics’ “One Screen” Labor Force Statistics Database.

17.  US Bureau of Labor Statistics (2020), “Civilian Labor Force Participation Rate by Age, Sex, Race, and Ethnicity.”
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20.  For discussion, see Council of Economic Advisers (2016), “The Long-Term Decline,” and Krause and Sawhill (2017), “What We Know.”
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23.  Social Security benefits are based on the highest 35 years of a worker’s earnings. An extra year of labor for an older worker would boost their Social Security benefits if it qualified as one of the worker’s 35 highest years of earnings and it did not replace a year of earnings that was above the taxable maximum.

24.  Research confirms the steep drop in work penalties for older workers. A working paper by Courtney Coile (2018), “The Evolution of Retirement,” finds that the implicit tax on workers age 65–69 has plummeted by more than half since 1980. For example, the implicit tax for a 67-year-old worker fell from 32 percent in 1980 to 10 percent today. Coile found similar declines for other workers in their late 60s, driven mainly by gradual changes in Social Security rules.

25.  Bosworth, Burtless, and Zhang (2016), “Later Retirement,” found that there has been a substantial decline in the availability of employer-provided retiree health insurance and that health insurance coverage as an employee or retiree has a strong influence on labor force participation.

26.  Coile, Milligan, and Wise (2016), “Health Capacity to Work.”

27.  While it is clear that workers are living longer lives, trends in disability and mortality introduce the question about whether workers are healthy enough to work at older ages. For example, Crimmins and Beltrán-Sánchez (2011), “Mortality and Morbidity,” document widespread increases in morbidity experience by older Americans between 1998 and 2006.

28.  Aísa, Pueyo, and Sanso (2012), “Life Expectancy and Labor Supply.”

Chapter 6

1.  This argument holds from the perspective of a household’s saving behavior. From a national saving perspective, the issue is more nuanced and complicated. As explained in Gale and Sabelhous (1999), “Perspectives on the Household Saving Rate,” the capital gain should only be classified as saving if it is due to an underlying increase in productivity rather than a change in tastes. This theoretical issue is of great interest to economists but probably worthless to the average household saver.

2.  Angeletos et al. (2001), “Hyperbolic Consumption Model.”

3.  Choi et al. (2002), “Defined Contribution Pensions.”

4.  Madrian and Shea (2001), “The Power of Suggestion.” A wide range of studies have confirmed this result, leading many to adopt this approach as a way to boost saving. A nuanced point is that while the literature has established the link between automatic enrollment and increased contributions to retirement accounts, it is less clear whether automatic enrollment boosts total saving. That is, economists are still debating whether the increased contributions are new saving or whether workers simply substitute workplace saving for other types of saving.

5.  The most common questions, often used in Lusardi’s research, are “Suppose you had $100 in a savings account and the interest rate was 2% per year. After 5 years, how much do you think you would have in the account if you left the money to grow?”; “Imagine that the interest rate on your savings account was 1% per year and inflation was 2% per year. After 1 year, how much would you be able to buy with the money in this account?”; and “Please tell me whether this statement is true or false. ‘Buying a single company’s stock usually provides a safer return than a stock mutual fund.’ ”

6.  Lusardi (2008), “Financial Literacy.” The three questions concern understanding interest rates and compounding, the impact of inflation, and risk diversification.

7.  For example, in a review of the financial education literature, Gale, Harris, and Levine (2012), “Raising Household Saving,” find that workplace financial education programs often have an impact, although the magnitude varies; high school education programs have generally not been shown to work; and there is limited conclusive evidence around credit- or mortgage-based counseling.

8.  Some studies find that these asset tests tend to reduce all types of saving, including “liquid” assets like 401(k) balances, while others find that the tests have impacts on ownership of certain types of assets (such as cars), but not on retirement saving. See Chen and Lerman (2005), “Do Asset Limits.” Still, the literature is sufficiently conclusive to warrant the Bipartisan Policy Center (Isom 2015), “Barriers to Saving,” to state that, “Asset tests are clearly a strong savings disincentive for Americans who benefit from means-tested programs. Those individuals are effectively penalized for saving—even what little they may be able to—for retirement or other purposes.”
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10.  While we are unaware of a comprehensive decomposition quantifying all of these factors, Akers and Chingos (2014), “Is a Student Loan Crisis,” find that more than half of the change in mean debt between 1989 and 2010 was due to increased tuition and that roughly one-quarter was due to increased educational attainment. Similarly, Looney and Yannelis (2015), “A Crisis in Student Loans,” attribute much of the increase in debt between 2000 and 2011 to a soaring rise in “non-traditional” borrowers—namely students at for-profit institutions and in 2-year degree programs.

11.  Rutledge et al. (2016), “Risk Taking.” An interesting finding in this study, however, was that, among borrowers, the size of student debt seemed not to impact retirement saving.

12.  Munnell, Hou, and Webb (2016), “Will the Explosion.”

13.  Diamond and Rajan (1999), “Liquidity Risk.”

14.  US Government Accountability Office (2019), “Retirement Savings.”

15.  Gale and Scholz (1994), “Intergenerational Transfers and the Accumulation of Wealth.”

16.  Wolff and Gittleman (2014), “Inheritances and the Distribution of Wealth.”

17.  In this example, with a 20 percent tax rate on capital gains and a 7 percent annual rate of return, the value of the account is $1,000 * (1 + 0.07)n after “n” years (not accounting for the initial benefit of not paying taxes on the contribution. If the account was not provided preferential treatment, it would be worth $1,000 *(1 + 0.07(1—0.20))n. So, after 10 years, the difference due to non-taxation is worth $243, but grows to $2,485 after 30 years.

18.  Burman et al. (2004), “Distributional Effects of Defined-Benefit Contribution Plans.”

19.  See Harris et al. (2014), “Tax Subsidies,” for a review of the distribution of tax benefits for saving more broadly.

20.  Duflo, Glennerster, and Kremer (2007), “Using Randomization.”

21.  Gale and Sholtz (1994), “Intergenerational Transfers”; Chetty et al. (2020), “Opportunity Insights.”

22.  Economists often note that the “true” housing subsidy is the exclusion of imputed rent on owner-occupied homes. The rationale for this assertion is that investment in housing should be taxed like any other investment in which profits—revenue less expenses—are taxed. With owner-occupied housing, imputed rent is the revenue, and mortgage interest and property taxes paid are the housing expenses. (For those not used to this concept, an easy way to understand imputed rent is to consider a person and a neighbor each owning a house and renting to each other, paying taxes on rent less interest and property tax and other expenses paid.) Thus, if housing were treated analogously to other investments, imputed rent less deductible expenses would be taxed. In practice, imputed rent is difficult to tax and thus economists often mainly cite mortgage interest and property tax deductions as tax preferences for homeownership.

23.  See Bourassa et al. (2012), “Mortgage Interest Deduction,” for a survey the international literature.

24.  Poterba and Sinai (2011), “Revenue Costs and Incentive Effects.”

25.  Tax Policy Center (2020), “Key Elements of the US Tax System.”

Chapter 7

1.  In looking at this figure, keep in mind that labor force participation declines strongly with age, as we saw in Chapter 6. The figure plots the shares among those who are working. The tabulations in Figure 7.1 were carried out by Brad Hershbein of the Upjohn Institute and Katharine Abraham of the University of Maryland and are used with permission and with thanks.

2.  Calculations made by the authors from Bureau of Labor Statistics (BLS) data (2018). The distinction between voluntary and involuntary reasons is based on whether the respondent was unable to find a full-time job. If someone had a medical problem such that they did not feel able to work full time, this was counted as voluntary. During bad economic times the amount of involuntary part-time work increases as a share of total older worker employment; it was 17 percent in 2010 as a result of the Great Recession and there was high unemployment in that year also. BLS reviews the different reasons and what they mean in Dunn.

3.  See Case and Deaton (2017). These facts about the older workforce are positive, but do not say all older workers are satisfied with their labor market options. We know that wages for workers without any college education are poor, that many people drop out of the workforce in their 50s, and that the death rate for this group has risen, especially for men.

4.  This section draws on the work of Maestas (2010), “Back to Work.”

5.  Ibid.

6.  Abraham, Hershbein, and Houseman (2019), “Contract Work.” These authors worked with Gallup in creating the questions used in the survey.

7.  When people are asked if they have worked for an employer, they may say “yes” even if they are an independent contractor and not on the payroll of the company that is paying them. Specific follow-up questions in the Gallup survey improved the accuracy of the answers and revealed the miscoding. To illustrate their findings: among those aged 65–69 who reported working, the fraction who are self-employed in the sample was 45.5 percent, but this fraction would have been reported as only 36.5 percent had the misclassification not been corrected.

8.  Abraham, Hershbein, and Houseman (2020), “Contract Work.”

9.  See the data from the National Center for Health Statistics (2022). The fertility rate reflects the expected number of children born to a woman over the course of her life.

10.  Adrian Raftery (June 21, 2021), “The Dip in US Birthrate.”

11.  Gretchen Livingston (2019), “Is U.S. Fertility at an All-Time Low?,” Pew Research Center.

12.  US Bureau of Labor Statistics (2020a, 2020b), “Employment, Hours, and Earnings.” Data on the share of production workers from Haver Analytics, which is drawn from BLS.

13.  Perry (2018), “The Main Reason for the Loss of US Steel Jobs.”

14.  Many women also worked in manufacturing, and the number of their jobs has declined a lot also. The apparel industry has a largely female workforce, and apparel jobs have been decimated. Jobs in the apparel industry were not well-paid compared to jobs in autos or machine tools.

15.  Hecker et al. (2021), “Digital Skills.”

16.  Gould (2019), “State of Working America Wages, 2018.”

17.  Brynjolfsson and McAfee (2014), The Second Machine Age. See also Lund et al. (2019), “The Future of Work in America.” (Martin Baily was an advisor to this project.)

18.  Johnson (2019), “The Case Against Early Retirement.”

19.  See Sullivan and von Wachter (2009), “Job Displacement.”

20.  National Academies (2020), “Social Isolation.”

21.  Centers for Disease Control (2020), “Loneliness and Social Isolation.”

22.  See Xue et al. (2017), “The Effect of Retirement”; Rohwedder and Willis (2010), “Mental Retirement”; and C. Grotz et al. (2016), “Why Is Later Age.”

Chapter 8

1.  With variable annuities, income protections and principal guarantees can take several forms, all grouped under a “living benefit” umbrella. Individuals, for example, can buy a guaranteed minimum accumulation benefit to ensure a certain contract value after a set period of time, a guaranteed minimum benefit amount that establishes a set lifetime income after a waiting period for collecting benefits (such as a decade), and a guaranteed minimum withdrawal benefit (or guaranteed lifetime withdrawal benefit) that—like the guaranteed minimum benefit amount—provides a set minimum distribution for life. These protections typically cost from half to three-quarters of a percent of the annuity value a year and are backed by the financial strength of the insurance company in question.

2.  Several analyses report a positive correlation between the length of the surrender period and commissions, with shorter surrender periods driving some of the decline in average commissions.

3.  The Vanguard life expectancy tool can be found here: https://personal.vanguard.com/us/insights/retirement/plan-for-a-long-retirement-tool.

4.  The economic case for annuities was first laid out by Menahem Yaari (1965), “Uncertain Lifetime,” where he demonstrated assumptions under which rational individuals would use all their retirement savings to purchase an annuity rather than holding bonds. The assumptions were strong ones—for example, he assumed retirees did not wish to leave a bequest to their children, and he ignored the fees charged on annuities. Subsequent literature has generalized Yaari’s analysis, relaxing his assumptions while preserving the case for placing at least a part of retirement wealth into an annuity product. Benartzi, Previtero, and Thaler (2011), “Annuity Puzzles,” provide an excellent and intuitive summary of this literature. To take one example of generalizing Yaari’s result: households can set aside money for bequests and then annuitize the remainder of their retirement assets. Or a second example from Gong and Webb (2010), “Evaluating the Advanced Life Deferred Annuity”: allowing for the fees that are incurred when buying an annuity does not eliminate the case for annuities as long as the fees are moderate.

5.  Retirement Income Journal (2020), “One Bright Spot in First Quarter.”

6.  The assets held as annuities outside of retirement accounts have grown from $1.4 trillion in 2009 to $2.1 trillion today, including both variable and fixed annuities, according to the Investment Company Institute (ICI). The data imply that this amount is roughly split between fixed and variable annuities, with $1.2 trillion held in variable annuities outside of retirement accounts.

7.  Brien and Panis (2011), “Annuities.”

8.  Kahneman and Tversky (1979), “Prospect Theory.”

9.  In prospect theory, people are assumed to overweight small-probability events and this helps explain why people buy lottery tickets where they overestimate their chances of winning. Prospect theory also assumes individuals weigh losses more than gains from an initial starting point. Overweighting small-probability events would suggest that 30-year-olds will overweight the probability they will live until age 90, whereas in practice there is a tendency to underweight this probability. Another example of underweighting small-probability events occurred in the financial crisis, where banks and regulators underestimated the small probability of a collapse of the housing market.

10.  The economic analysis of annuities typically compares the flow of benefits from an annuity to the flow of returns from the purchase of a safe bond (a Treasury security, for example). The global economy today is one where interest rates are very low but where corporate profitability and the return on equities have been high. No one knows how these patterns may change in the future, but a retiree managing his or her own funds can choose to invest in equities.

11.  For those interested in economic history, the deferred annuity has its origins in a 17th-century financial product called a tontine. This was an investment product used to raise capital in which the payoffs went increasingly to those investors who survived longest. They are still common in France and are getting new consideration in the United States. See McKeever (2009), “A Short History,” and Iwry et al. (2020), “Retirement Tontines.”

12.  Quotes calculated using ImmediateAnnuities.com. Amounts reflect the estimated premium of a lifetime income policy with no guaranteed income in the event of the death of the policy holder.

13.  There is a schedule of required minimum distributions (RMDs) specifying a rising percentage of the tax-preferred assets that must be withdrawn each year from 72 on.

14.  The rules contributions to retirement accounts are explained by the IRS at the following site: https://www.irs.gov/retirement-plans/plan-participant-employee/retirement-topics-catch-up-contributions.

15.  Arizona Governing Comm. v. Norris, 463 U.S. 1073 (1983).

16.  Economic analysis has clearly shown that it is total worker compensation that is determined by the marketplace, so that health insurance premiums, payroll taxes, and pension contributions are all effectively paid for by wage rates that are lower than they would be in the absence of these costs. Many firms introduced pensions during wartime controls. They were not able to raise wages, and so they used pensions and health insurance as a way of attracting workers during a time of labor shortage. At that time, the fringe benefits were probably a net plus to workers, but that changes once controls are lifted.
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