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ABSTRACT ° ' .

) Recent trends toward earlier retirement have
exacerbated the financial problems facing the Social Security system
and many other public and private pension plans. The massive.
commitment of public and private funds to Social Security and pensian
funds is partly responsible for the.trend to early retirement. This,
in fact, was one of the early goals of Social Security: to induce
older workers out of the weak labor-markets of‘the 1930's. Now,
however, the age distribution has changed and the population of
retirees has risen. There are three general approaches to bolstering
the Social Security System: (1) an increase in employee
contributions; (2) a decrease in the schedule of benefits, or delay
of eligibility; and {3) an alteration in public policy to induce
later retirement. The benefit structure of Social Security and
gehs1on plans often provides strong financial incentives to retire
precisely at the mandatory -age: the carrot and stick are frequently
applied simultaneously. To observé actual labor force transition .
behavior, adults employed in 1973 who did not fate mandatory
- retirement by 1975 were studied. Results showed that health,
full-time earnings, and whether- or not retirement income would be
lost by working, were significant variables. ReSearch suggests that
the extension of the mandatory retirement age will not greatly affect
work effort of older persons. A public policy that hopes to alter
individual retirement decisions should focus on the financial
incentives at the heart of retirement plans. (JAC)
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\ " ABSTRACT-

Recent-trends toward earlier,retirement haJe exacer-

\bated the f1naﬁc1al problems facing the Social Security

system and many other public an@ pxlvate pension plans. ‘One

of the few federal initiatives to‘reverse this trend has

-

been to outlaw mandatory retirement before age 70 for most

~
.

American workers. We argue that this leéislation by itself
will have little effect on retirement patterns begause of
strgng:_;nanC1al 1ncent1ves to retlte that remain 1mbedded
,ie the retirement system.  We dlscuss the qeture and magni-
t 1de gf these incehtives, and present eyidence-that horkepsx
understand and respond to them. We conclude that a public
policy that hopes to alter individual retirement declslons
should focus on the financial 1ncent1ves at the heart of

retirement plans rather than on the frequently redundant

mandatory retirement constraint. - o >

.
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I. RETIREMENT TRENDS ] ..

Four decades of nearly unanimous support of government .

retirement poiicy and the institutions it has "spawned was
» ‘ ‘ .
shaken at the beginning of this decade by a growing concern -

- Yooy
v

over their financial viabiliéy.,-since 1979, four separate °

blue ribbon commissiong have addressed these issues, and
| ;

‘pave dgenerated different -and often conpradictory proposals.:

‘ The most recent of these groups, The National Commissibn on

Social Security Reform, is currenﬁly deliberaéing on its

a

‘final recommendations. i ) |
L)

There is no questioh that the massive commitment of’

1
public and private funds to Social Security and private pen-
sions and the rules under which they have been distributed

. .
are partly responsible for one of the most dramatic '

demogquhic changes of the past 30 years--the trend toward

earlier and earlier retirement among American workers.
‘ I

Table 1 documents labor force participation rateés by year,

‘ )
age and ‘'sex. A horizontal view during any given year shows

— the dramatic decrease in work ‘effort at older ages. In

-

1980, for example, 85 percent of men age 55 were in the
<

" labor force; ‘compared to 35 percent of those 65 and only 21

.

percent of those 70. Whije the reduction in work effort by

age category can be observed back to 1950, the-hagnitude of
the decrease has become much more precipitous, especially <
for those over 60. In 1950, for example, the participation

- - ‘
rate of men, aged 60 was very close to that of 63.year ofds.

It was only 13 poihts‘hiqher than for men aged 65 and 35

i
Yo . . v




Table 1: Labor Force Participation,Ratés.of'Older

'Men.apd Women, 1950 to 1980 - !
N ] ' . - .
. AN L AGE .
« o 7
) .55, 60 63 -* 65 68’ 70
- H .~ L} a~ (
YEAR ) g . MEN { \
1950 90.7%  84.7° 79.82 71.72 57.7%.  50.0%
1960 . 92.8%  gs5.9% 77.8% 56.8° 42.0?\§;\\37.3a,
: 1968 - 91.9 ° ‘84.8 71.9 53.4 .37.5 5 30.2
1970. 91.8 83.9 69.4 49.9 37.7 30.2
1972 | 90.7 <_ 82.1 66.5 45.2 ° 33.8 27.1
1974 “88.1 79.0 59.3 39.8 27.7 23.5
1976 87.1 -.75.5 55,7 36.6 . 26.7 22.4
[ e LN . .
‘1978 _ 85.8 74.4 - 52.2 36.3 28.7 21.7
1980 84.97  74.0 ' 52.3 35,2 24.1  21.3
- I WOMEN N
F]
. 1950 - . 27.9% 23,1 19.1%  16.3% | 11.4° +8.12
3 . 3 . R s
.. 1960 “ 42.52 . 34.72 26.12 20.32 14.6° 11.72
1968 50.4 43.5 30.3 21,0 14.3  * 10.7
A B . . ' ' N 5_'4
1970 - 52,6 ° 44.0 31.9 = 22.1 15.0 . 12.2.
1972 - 50.7 43.2 30.8 21.6 15.4 9.5
1974 ~ 50.9 40.8 26.0 18.9 12.0 9.0-
1998 53.1 . 42.0 28.4 i9.5 12.6 9.5
1980 53.8  41.3 28.4° 20.8 - 14.5 9.0
' SOURCE: Current Population Survey T P .

aBahed_oq U.S. Bureau of the Census lahor force participation data.

v
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points aboge‘fhose aéed 70. Inm 1980, on the other  hand, the
) N .

work ef%ort of men aged 60 exceeded that of 63, 65, and 70
year olds by 22, 39, and 53apoints,'respectively.

If "normal" retirement aée is defined as the age at

iy O s
whic¢h a hajority of workers are olt of the labor force,.then
- ‘ . Y ) /
ok at Table 1 reveals the change in this age

a vertica
over time. In 1950, it was not until age 70 that the work
eféort of U.S. males fell to 50 percent; over 7 men in 10
worked at age 65 as did 8 in 10 at a;e 63. By 1970, the

"norm#l" retirement age for males had ‘fallen to 65; and only

]

3 men in 10 continued to work at age  70.. In 1980, "normal

retirement" age was down to 63; only 1 in 3 men was still

working at 65, and 1 in 5 at 70.
: ~

A similar pattern has em%fged among women--only more

~

récently. From 1950 to 1960, participation rates of women

-

increased at all the ages shown in Table l;  From 1960 to :

1970, théie incre;ses co?tinyed, but at slower rates. After

1970, however, work effort began té decrease for women age

60 and over, despite continued iﬁcreases in p;rticipation

"

for women in general.

. o .

A by—produyt of these trends has been a dramatic con=

vergénce in the participation rates of older men and,wgmen.
) C .

In 1950, a 55 year old man was over 3 times more likely to

be working than a woman the same age. By 1980, this ratio
was down to 1.6. .For men and women aged 65, the comparable

ratio dropped from 4.4 to 1.7, and for 70 year olde, from

" 6.2 to 2.4. For the 55 and 60 year olds, this convergenge

-l

6

>
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* is due to moderate decreases in the work efforts of .men com-

. bined with substantial increases for women. At the older

ages, the driving foxce was the dramatic decreases jA the ' v
v ' [

participation rates of men. . .

-

Until reéently, there was no particular alarm over the

Y Y hd -
trend toward earlier retirement. If anything, it was '

applauded. In fact, this was one of the goals of the~archi-

tects of the Social Security system—- induce older workers T~

»

out 9f the extremely weak labor mgfkets of the late 1930s.

Although @hat,explicit goal faded in importance as the eco-

'

9bmy strengthened during the decades that followed, the
g’/ AN { . ’
- trend toward earlier retirement was,kseen as logical }n an

increasinqu-wealthy society. Some of this wealth was

L4

- L)
"spent" on leisyre, and some of this leisure was enjoyed in

. . »

the form of’earlier retirement. _ .

L]
A}

This‘trend, however, is no longer viewgd as benign fo;/
at least two reasons. The first is the financial crisis

facing the Social Security system as well as other public

sector and many private retirement programs. <The Social .

Security trust ‘fund, abandoned-as a full—fdnding'asset base
in the first decade of the program, is now almost empty.
Current Social Security revenues are paid directly to

. ‘ "
current recipients, with hardly any buffer remaining to
)

&

handle shortfalls. Much of this problem is short run (if a . __

decade of recession can be called short run). It is due

largely to the decrease in Soclal Security tax revenues .
during ‘the recession, and to the accidental over-indexing of
o

-

RC” \ L - :

IToxt Provided by ERI . °




benefits in an attempt to offset infldtion, rather than to
an unexpected flood of new rec1p1ents. Nonetheless, the

problen has called . public attentlon to Social Security

N [N e
fundlng 1ssues—~someth1nq tradltlonally left to actuaries -
and spec:.al‘ldentlal panels. . - {’\\

The second reason f&r concern 1s any*hlng bat short

run. ’The age d1str1butlon in America is changlng. and the '

. - D '
pippqrtion of the population aged 65 and over will ‘continue
- - - & .
to\ rise through the first quarter of the 2lst century.‘

ﬂs;ng three different sets of assumptlons concerning fer- : .

tlllty and 1mmlgratlon, the .Census Department projects that’
& L4 /’
the prdportlon.of the pOpulatlon aged 65 and over w1ll rlsé

l ‘e

from under 11 percent currently to between l7 and 20 percent

L= o nt

by 2025 (see Clark [1980]). The: old-age dependency ratio "

. ¢ / . "
(the ratio oﬁ'those over 64 to these 18.to 64-~a raugh
. . N . . ]
index of the retiree to worker ratiol will rise from 18 per-

cent to nearly one-thlrd 1- Th1s change alone would put a

- v
strain on the @ocial Secu 1ty system.. When 1t is comblned
Voo
wvith decreased prospects o®¥ real growth and a 'trend toward’

¢

earlier retirement, the financial strains-multlply.
There are three qeneral approaches to bolstering the
v : \
finances of the Soc1al Securlty system. Until now, we have

chosen to rely on 1ncreased contrlbutlons from covered

N . w,

employees. The maximum annual contrlbutlon, for example;

e ¥

‘has risen from $374'1n l970 to $2392 in 1983, and this sum
1 o C
is matched by the employer. Further increases in the tax\

rate.are acheduied through 1986 ‘and thie earnings base is

N . .. . . \




now automatically indexed to rise with the cost of living.

A second-tactic would be to decrease'the scheduie of - St

benefits .or to delay the age of eligiﬁility. "The Readan
. - - L4 . .J
'Administration/proposed tais approach and then "beat a hasty

retreat in the fact of 1ntense polit1cal opp051tlon. In
—

fact, quite the opposite has -been occurr1ng~~real beneflts N
F -

have risen dramatlcally in recent years. Table 2 shows the
chdange over t1me in annual Social Securlty beneflts for the

. medlan 65 year old, worker,‘w1th a 65 year bld dependent . S,

»

. \
spouse, Who retires on J.anuary.l.2 Between 1959 and 1968, ‘ coo

" A4 »

ad hoc increases approved "by Congress. kept real bpenefits ‘ '

v

approx1mately constant. Between y968.and 1981, however, -

- real beneflts rose nearly 60 percent. Not surprlslngly,

» LS

-proposals to take back these real’galns are '‘extremely un-

LT . 1
»

popdlar. ’ . . Lo ,
) b third appr&acn to the Social Security financing t

.

L

_ ‘. problem is to alver public policy to induce later . .
o ’j 9 ret:rement—-to slow or pernaps even reverse the early R
T : refr%emsnt.¢rend d1scussed above. dnr paper addresses th1s C .;
T . approach. g o g
A Y11, R'E'rmsnén;r DETERMINANTS .o
. ‘ \\ %.major federal 1ndt1at1ve to 1nduce later réé&renen@ ‘ .

-

‘was a 1977 Amendment to the Age D1scr1m1nation in Employment

o

acét whlch raised from 65, to 70~ the age pf earilest mandatory

[

’
. *  retiremeht for nost American workers.3® Both President -

L

¢ - -~ rReagan and Representative Claude Pepper (D-Fla. ), the chief g

@ < »

v congre351onal spokesman for sehior C1tlzens, stronqu favor
' . ’("’\
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Table 2: .Yearly Sodial Security Renefits for a Worker #ith.Median . .
" Farnings Aqed 65 with a 65 Year Old Dependent Spouse - v e el

Lo

a

Year Yearly Yearls % Chanae in
, Renefit * Benefit Real Terms"
(current {1967 from Previgus
dollars) ékﬂ}ars) Year
1950 1,986 2,160 — )
1960 - o 1,903 2,145 ~0.7 .
. 1961 -1,92Q 2143 -0.1 ‘
Fog2 ‘ 1,933 2,134 -0.47 .
‘. 1053 ' 1951 2,128 -0\3 .
. 1964 ‘ 1,970 *T 2,101 -0. ‘
1965 » 2,132 " a,286 . 6.4 %
1966 3,157 2,219 ° 1.6 - !
“oja67 ¢ ‘ 2,186 © 2,186 1.5
. 1968 ¢ ST ame 2,120 _-2.6 :
. 1969 4 . 2,546/ 2,310 ‘ “ R.9
1970 , 2,995 ©o2,57 0 . 10.7° LY
" : 3,342 . 2,785 7.3 .
A\ 1972 " 3,4m 2,714 -1.4 f N
~ ; .
1993 Y+ .7 4,157 . 3,123 15,1 ' ¢
vata * 4,238 2,869 8.1 . )
N - -4
1975 ’ 4,799 2,977 3.8
1076 f ' 5,343, 3,1;; L 5.3 _
1977 5,878 3,239 4 3.4
1978 . 6,448 3,300 1.9
1079 C 7000 . 3ia224 2.3
S . 1980 | 7,851 3,?75' L1,
.\\ " 1em1 9,116 3,3§6§,_ . \.s.q ,
\\\ 1qs5-1968'. ' . S 1,48 )
Lo 196R-1931 /~‘ ‘ +59,1% -
| aAsshnes wdrker.and wife are.aqed 6% on Janhary\{. Rene*its are based
o on social security rules as of January 1 -of Faﬁ? yearz‘ . . : '

...EN{C‘ } . * . \’ . 'Y/’ . 2 ;




the outnlght abolition of all mandatory retlrement provi-

,‘\

sions, and many Washlnqton observers predlct this will occur

in the next-severel years. Relaxatlon of mandatory retire-

l(, . “ . . . .
ment rules clearly increases the options available to many

Fy ‘

employees by perm1tt1ng them to remain on their ' same jobs .
until aqe470 Yor p0381b1y longex. But whether 1t will signi-

ficantly alter ret1rement trends depends on’ why workers

retire when they do. a

. - The reasons ’for retirement ire many and- varied. Some
.t 0 /

- people work®until Health problems force them out-:é/the

labor force: in surveys in which retirees are askfd why

. hd
they left their last job, the most frequent answer is always
= A}

' health. Others retire when they become eligible for retire-

. ment benefits: the surge of retirements at age 62—-the‘2ge‘

“~ Y <

of earliest eligibility for Social Security retired workbrs
’ . . (3

: benefits~-is certainly no coincidence. S;ill other people

N 4

retire only Qhen thuy afe’forced to by compen; requlations.

Mandatory ret1rement rules ar& w1despread 1n the Unlteé‘
. States. Using data on men and non*marrled women aged 58 to
61 and employed in 1969, we found that 43 percent’ faced man-

. ‘datoery retiremeht‘ohlthegﬁ'curreﬁl job.4 With 1971 data ¢

~ i I hd

from the National Longitudinal Survey, Halpern'(l%?B)\founﬁ

- 38 percent of the employed men (and 49 percent ﬁf male wage

earners) facing manhatory retirement.
( !
Although the mere preseﬂze\&f this constraint does not
A ..\
necessarily make it 1mportant, simple behav1oral comparlsons

suggest that it may be. One rough apgrogph ig, to -compare .
=Y

-, . . r

- . * i / . . . E . ..
ERIC . . AT
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. y 5 ﬁ .
the labor force bepévior of workers with and without man-
/ A B N

datory retirement over a tfansition period. Among a group

datory retirement were still working two years later.

(See
Burkhauser and Quinn [198§a].) Of those facing mandatory *
}etiregent duringvtne two years, only, 17 percent remained in
thé labor: force. ;arker‘and Clark (1980.) perfé?m a similar
an%lysis, withaut considering when thé‘mandatory retigemeﬁt'
went-intP ef fect. ’Fdr.white‘meﬁ'aged €5, they report a
laﬁo; force‘participation rate difﬁerence of 12 Qencent'ﬁé—

4

tween those who are and are not cové;ed by. compulsory |
retirement provisions., Between 40 ‘and 50 percent of the

\ .

-

covered workers retired at their mandatory

retirement age.
This represents about a fifth of the entire cohort. .
\Y

’

3

If mandatory retirement provisions, which

traditionally
went into effect at age 65, were an important factor in the

. %

\
tirement decisions of .a large number of .workers, -then
" their delay or removal may change behavVior significantly.

will argue b

Unfortunately, " coincidence does not. imply causation. As we
’

|
elow, q@ndatofy-reﬁ?rement is closely inter-

twined with both Social Security and pension: plans.

1

|

The ' }

. \F .

benefit structures of these retirement plans often provide

b
_, :
strong fiqanqial incentives to retire at precisely the”gge
when it becomesomahdatbrx; the\caffot and.the stick are fre- ’
qhently applied Simultaneéusly. Sinc? ré;ent 55 \x

licy reform
involves delaying or removinhg only the stidk, the impact of

-

the Rgeform depends crucially on the independent impprtance

ag=ad 62 to 64 in 1973,'over 55 percent of those without,man-f

.




of the carrot.
. [ ]
In the sections below, we describe 'how these financial _Q& ’

incentives to retlre operate and what impact they have on -

the retlrement decision.

III. PENSIONS, SCCIAL SECURITY AND MANDATORY RETIREMENT

a) Data

<~

Research on retirement issues has blossomed in recent
“years, largely because of the perceived crisis facing public

and private retirement plans. 'But another important factor,

<

on the supply side, has been the availability of two superb

longitudinal data sets concentrating specifically on older

Americans. The National Longitudinal Survey followed over

B 5000: men aged 45 to 5Q\Efginning in 1966. 1In 1969, the

’ Social Security Admlnlstratlon began the Retirement History

‘ ' Study {RHS) by interviewing over 11,000 w n\ggg\non—married
women aged 58 through 63. (Sée Irelan [1976].) These
.respondents were reinterviewed at two-year intervals through-._
1979. The extensive questionnaires included information on

current and past laber force status, compensation, sources

of income, assets and debts, health, retirement plans and
expectations, family composition, 1living arrangements and
social activities. The Social Security Administration has
- also appended its entire'earnings history for each respon-
= dent to his or her RHS filé: This permits detailed calcula-
~. tion of potential Social Security benefits under various

.
7

. retirement scenarios.

b) "ensisns and Social Security

13 :




The RHS data in Table.3 document the fact that pensions
and man@atory retirement are very élosely connected. Our
sample of male RHS respondents ageg 62 to 6{ in 1973 is
disaggregated éy mandatory, retirement and pension eligibil-

" ity status. We differentiate between status during the
twc-year transition periéd (1973 to 1975) and later, since
_behaviof during thése'two years is the focus below.

All but 6 percent of those subject to mandatory reﬁife—
ment by 1975 are also eligible to receive a pension fron thé
current employer. Ngarly 80 percent of them‘are eligibje
during those two years, and the vast majority of those pli- .

B .
gible will be able to recéivé full benefits. bf those [sub-
ject to mandatory retirement after 1975, only ll_perceﬁf
will receive no pension incomélffom that job. This
contrasts sharply with those not facing mandatory retire-
ment, of .whom over half have no ‘employer ﬁension. Though °
pension eligibiliéy without mandatory retirement is common,
the reverse is extremely rare. Those who are foqged out are
generally released with retirement income from the'firm.
The dala for the much smaller sample of women tell the same
story,\althouqh the_proportions without a mandatory retire-
ment a&g and.without pensions are higher than for men.”

Thé labor force behavior of those in these various

)
categories is interegiing (Tgble 4). As noted above, those
facing mandatory retirement by 1975 are much more likely

than others to be out of the labor force by then. But the

pension effect is also strong. Only 22 percent of those

Q : . .14




Table 3: Maﬁdatory Retirement and Pensiqﬁ'Eligibility, Men Aged '

*(horizontal percentage)
2 S

/

V2
R . :
s %
-
P
-

0 i i \ l4
[y ’ . <

Pension Eligibiiity From Current Job-

.- - ’ ¢

During the . ) - .
>~ Two Year Period ' ... Later  Never N
., Subject to MR ’ . —
g Full - Reduced
. Benefits Benefits .

During the Two .

Year Period 68 9 ) 17 L 173
Later ‘ 29 25 35 11 264
Never 14 8 25 . 53 754

Source: Retirement History Study

D
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Table 41 Labor Force bart1c1patlon Rates in 1975, Men Aged 62 B
’ to 64 and Employed in 1973

Pension Eligibility on Current Job

During the . L.
o Year Period Later . Never Total
Subject to MR . ) .
ull Reduced ~J
Bepefits _ Benefits .
During the Tw?’/Vx ‘ . . L ‘ d
Year Period_ 8 a ‘ 33 a 17
_later 34 51 . 72 .65 55
Never * 29 44 L. 64° .65 _- 58
" Total 22 L 63 7 65 | .51
- %
- . T ‘ o y //f
' . . . . ‘ - \ ‘; .

Source: Retirement ﬁistary'Stuay

’

a * ) . . ' ) * ¢
Fewer than 20 observations. - s .




=14~ ) .
//A"’ ' tos ‘ // ;
eligible f6r~full pe. ‘ion benefits by 1975 are still working

then, compgred to 44 percent of those eligible for reduced

. benefits, and nearly two-thirds of those not currently eli-

gible. The combination ofﬁ%andatory retirement and full )

pénsion'eligibility is extremely strong, and over 50 percent

of workers in this céteéory left the labor force betwe;n‘

1973 and 1975.
- The link between éocial Security and mandatory retire- -

ment is also close. The\modal age for mandator;.retirement

prior to the 1977 Amendments was 65, precisely the age at

which most workers become eligible for full-'Social Security .

benefits. As we will see below, 65 is also the age at which

an important change‘in the benéfit calculation formula :akes

piace. )

The impacts of mandatofy retirement and Social Security

and peésion Plans féequently occur simultaneously. If they

are all important, a simple Eross~tabulation ﬁsing only onév

of them will overstatesgits influence. The-digtribution of

influence is extremely important, sSince recent public policy

®

has tinkered with one (ﬁandétory retirement) but not the

other. Disentangling the;effects of these three deter- i b 3 s

v
3

minants (and others, such as health) requires an

v

understanding of financial ihcentives to retire and a model ¢

and multivariate analysis’ of their effects.

IV. RETIREMENT INCENTIVES

_‘Both Social Security and pensibns argcpromises of

future income streéams. Summarizing the magnitude of such .a

~




?

promise by the size of the_initial‘anghal benefit can be .
"( deceptive for a number of reasods.‘ I%'ignores the age of
.'—eligibility (when the'benéfits start)? inflation protection
after retirement (whether the benefits are' fixed in’ real, or
_ .money tér@s) and how the benefit }eVel chaﬁgestepenqing on
curren£ Iébor supply behavior. A far superior summary.sta-
tistic i; the asset or wealth equivaleﬁt of the pension
right--the present discounted val@e\of the future income

stream.

Formally, we define

n \
Pj Bj
- (1) W) = ) P nere £
= : i=0 (1+r)i
W is the wealth equ}Valent of the income stream,: .

.

s is the time period in which henefits are first

b
claimeqd,

.

Pi %s ﬁhe probability'of surviving the ith perioad,

3

Bi(s) is.the benefit stream associated with initial

acceptance in gyyear s, and
*

r is the discount rate. ‘

Age of_eligibility is'bart of' the calculation, since
Bi(s) = O prior to eligibility. The closer éhe age of‘first.
3 rece%ét, the fewer the number of zerds, and tne higher the
wealth. Inflation protection after retirement is included
via the discount rate, which has two co&ponents: the real

- 1

rate, of return plus the uncovered portion of inflation. For
i .
t ok R t
unindexed plans (like many private employer pensions) the

expected rate of inflatibn is included in the discount rate,

.~ \

18




~ ~ “ . : &
v - ‘ .
' -16- - Cue |
LY - |
’ o i

: . % .

lowering the present value of future nominal benefits, and
"« lowering the asset valué of the promise. For fully indexed '
. plans (like'Sociél Security and federal employee efits) ;

. only the real rate is included.

There are two main effects of retirement income eligi= .
, .- 5
. bility on behavior. The first is a straightforward wealth :

* ) ) ) () ; K4
f effect. Pension and Social Security rights are assets, anpd

o
4! . like any other asset, they enable one to purchase more

l : - .

]

5

leisure (i.e., retire earlier). Ceteris paribus, we expect

those who ar

eligible for @enefits to retire earlier than . -
those who are n t;5 Research has shown that ﬁension and

Social Security w Zith are very impbrtant components in the Lo
wealth portfolids &f older workers;. for many £hey dominate

all other form

-

.0f wealth, including the home. (See Quinn

"[1982].) _ -
‘. t. // ) - . . .
: -/ The second efféég of Social Security and pensions on

retirement behavior is more subtle. It deals with the

-

timing of retirement income acceptance. The wealth value of

most pensions depends on when benefits are first claimed (s

* Y *
in equation (1)). when receipt is delayed by an additional

'\-

year of work, two thHings happen to retirement income wealth.

-

First, a year of benefits is lost.® But second, future
‘annuél benefits are usually made higher. They are made

higher because of benefit calculation rules and sometimes
because of actuafiai adjustments, as discussed below. .

Whether one's wealth increases or decreases dépgnds upon

" whether the (discounted) gains from higher future annual

. - 19 e,
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benefits offset the current benefits foregone. Prior to - ’ "

L4 "‘

ellglblllty, there are no benefits foregone, so the asset

S .
*  value of the rights can'only glse w1th additional work. But ° .
| after eligibility, o?th effects occur, and it -is an?emplrl- .
cal question as to wéléh domlnaﬁés. .. \\f
‘ ‘Sociathecurity benefits ere a funcfigg;offaﬁérage St ' '
" taxable earningsl ‘| Because general we;e‘levels and"the i, ';74~
SN ‘_/-f" , ) o Ry %
taxable earnings ce:ifﬁa have been rising over time, average R
earniﬂgs and therefore monﬁhly°benefits rise with continued .
work. In addition, |workers deiaying the receipt of Social ' 8
. . . 1

Security henefits past age 62 receive an actuarial adjust=-
v P .

ment to compensate fpr the 'lost Penefits. Between 62 and
K 4 .
65, this. adjustment is about 7 percent per year of delay: at

65, it drops to 3 per ent per year, up from only 1 -percent

~

prior to 1982.3 All future kenefits are adjusted by this =3

rate, so its magnitude is Qf considerable importance.

. LN
Employer pPensions ate more difficult to summarize

A *
because there are so many}\eacﬁ with its own rules. The

most common critéria for calculating benefits, however, are N
y Ve .
years of service oy average earnings over ,some time periods-

oftengthe last fey years an: individual worked. In this

research\\we ass med that the years of service factor domi-
nated, h:;/ér addltlonal year of work would increase the "

annual bene 1t by 1/n where n .s the number of years with

’

the firm.c, or those eligible for reduced but not full bene-

fits, we a so added an actuarial adjustment based on an

industry-wide average.7




These changes io pensloh and Social Security‘yealth . 4
depend 5§ whether or not one works an additional year and
are, therefore, best V1ewed as a component of compensatlon.
If Auring the year an employee earns $20,000 and accrues an
addltlonal é?OOQ in pension wealth, the true compeésatlon is
$25, 000. Slmllarly, if retirement income wealth decreases‘

by $5000, because future increases do not fully compensate .
- N ® . ; T a P ,&\
for benefits foregone; the true net pay is only $15,000. As

'we document below, many older workers do suffer pension
Wealth losses with continued work. This is a surrepitious .
‘pay cut:;the "carrot"--which induces but does ‘not force . v;
retlrément. - .
We define this change in retirement income wealth . ',§§ ‘

- -

during an incremental year. of work as
(2) DELTA = W(1) - wW(0) - c(0)
where w(a) is the present dlscounted value of a ret1rement

\ N .
- 95 .stream olalmed at t=0, i ' Lo ’ d

‘ W(1) is the value if claimed at t=1, after another
- ’ .‘.. @ 3 .
year of work,B and
\nﬁp
c(0) is the employee s contrlbutlon .to the retirement--

!

plan made during the incremental year.9

4 » . .
A positive DELTA implies an increase in -wealth (and true
N‘ »

compensatlon that.1s.h1gher than the paytcheck); a negatlve
DELTA implies a wealth loss. a

Tablé 5 displays pensicn a;o'Social Secority DELTA
values for our sample of full-time employed men, aged 63 to

65 in 1974 using a 5 percent discount rate for

21
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Table $: Pension and Social-Securipj DELTAS, FulirTime Employed Men

Aged 63 to 65 in 1974, (Discount Rate = 5%) *

<

W ~ \ J }
? »
. 5 //’(
S T PENSIONS ) / .
« . /, B
B B s

e ~30009t0 1000 to -1 tq l.to . .1000 to : '
Ade -5000%. =500  ~3000 -1000 0 1000 2000 / Mediana

v N N . w . w - ' /I N

6F .2 !« 2 7 20 43 22 3y -$ 148 -
. P . ) |
LA S 26 19 46 4 0 ~$1156 L
R, f':’f!h . .';, ‘ /

65 . Vg . a 27 - 11 47- 1 0 ~$2162

’ v a

O x\.'. . \“‘ \}E » ” ) '

&.%\g . ‘ .

53

3 IR .. SNCIAL SECURITY i
. 4‘/ . = ’
<3000, to -1500 to. -1 to : 1500 3000 to 6000 to

Aje -60P0  -3000  -1590 0 tol 1500 . 3000 : Median@

63 0 . 0 12- 6 22 5 l 3 +$1852

64 0 1 . 16 "3 a5 34 1 +8 857

65 48 43 3 6 . 1 0 0 -$3044

’ L]
)

P -

AMedipn of those with non-zero DELTA

Source: Retirement History Study

~
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exposition.10 ‘For pen91ons, the:63 " year olds afe alpost o .

eveniy spllt tS‘etween émtlve'and negetlve values, v,f:.th a
T
\ . o,

,Jnedlan, xherefore‘ near 0. Those aged\64 and\65, however,
: o . -

the median- .

~ \ \
{are‘more lrkely to lose than to gain. By age 6

.

&
. is loss qver $200% (1974 dollars), with 10 percent of the o

,sample (and 19 percent of those,w1th penblons) los‘ng over T
$4000.. v - Ty A

Social geeurigy DELTAs change. even mere N ' T oo
dramatically.}l. .at 63 ana §4,‘the med?an fespongent gainsb \ '
Socigi Seeurity wea;Lh. This'}s due to %ﬁejﬁenefit‘cal;ulaLJ

tion formula, and the additionalfedjustment\of 7 percent per | . 4

. - i~ .
year, which.is approximately ac;uarielly'fai;.l%' At 65,°

’

“-however, the adjustment droppea-to'l percent, meaning that‘
benefits foregone were basically lost fqre§er; Prdctically . "k

.o 2 oo M .
21l the respondents would losé Social Security wealth. if
they continued to work, and’the median respondent would lose
. . . * ‘ -

over $3000.

<

Whether these wealth changes are considered large or

-

¢ small depends on what they are. belng comparéb to. A loéical <;
candidate is conventlonally-deflned before—tax earnings. 1In .
Table 6, we show the ratio of earnings including wealth}l /
.changes to regular earnlngs,vdlsaqgreqated by\penslon
coverage. The median raelos tell the story. At age 63 and- ’. i

f-v-
64, the Social Security gains dominate the pension losses,

and the median ratic exceeds 1.00. But at 65, the story is //

reversed, and_Jthe median values suggest large~pay cuts--

about: one-third for those without and nearly one-half for




Table 6:

NS .. ) B . . .
Pa< o of Net Earnings to Earnings, by Age and Pension Status \
Ne Earnlngs Net of Social Security and Pension DELTAS) : .

.“‘ >
.90 - 1.00 -
1.00 1.10

J

1.20

-

17 " 23
. ' “
18 22
9 e 0

24

- 32

0

RES ONDENTS WITH PENSIONS

-

v

34
22
0

-~

RESPONDENTS WITHOUY PENSIONS )

1.1’0 - ; 1.2-0 -,
1.30 1.30+
23 . 1
10 8
0 0
PEaN
17 7
4 0
0 0

Medién
Ratio

1,13
1.10
.65

. -s'[z—

l.12 -
&j97

0.52
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A}

. ce . . , - .
those with pensions. These estimates .are rough, -because .

/
they ignore tax effects and ursume'that.all the ;full tiqg

°

employees who continue:to work lose all their Sogia}
Security %enefits. “Nonetheless, they suggest that “these

’

wealﬁﬁ{dhange Effgcts are po;entially very large. Vot

Behind these medians, of course, stand entire distribu-

. b [
tions. Even among those aged 63, for e§§mple, 20 percent of

those without and 25 percent of those with pensions lose

retirement income wealth with continued work. These incen-

tives may he impértant retirement determinants for these

respon ents,gven.if their mﬂghitudes are small at the

-
~

-~

P

o

medizn.
The mere existence of the carrot does not make it
b ]
)
nd respond to these

.

Wh@&&ér"people‘do

understand and respond is an empirical quéstibh\ghat we have

important. People must understan

F 4
incentives for them to have an impact.

investigated. . AN

‘ L, N
Our approach is to observe the actual labor force tran- *

sition behavior of our sample of workers approaéhing normal
retirement age. We first analyzed the retirement behavior
of the subsample aged 63 to 65 who were employed in 1973 and

did not face mandatory retirement by 1975. These are

~

employﬁé; who are:free to choose whether or not to continue-

3

What factors seem to influence that choice?

-

L] . *
Our labor supply model (detailed in Burkhauser and

work.

Quinn [1983c]) contained health, demograpRic and financial

yariables, including earnings pbtential, pension and Social

y o, 26
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Security wealth, and pension and Social Security DELTAs. We
hypothesized that retirement would be discouraged by high

. potential earﬁings and DELTAs (the hidden component of
compénsation) and encouraged Sy health deterioration during
the transition period and by iarge pension and Social
Security wealth.

Logit estimates of the retirement equation coef-
ficients, which appear in Table 7, geggrally confirm our
hypotheses. Health deterioration, full—time‘earnings, and
the DELTAs are significant explanatory variables.l3

Ceteris paribus, those who will lose retirement income

wealth by continuing to work are more likely to retire.
.sion wealth is also a significant variable, although

Social Security wealth, surprisingly, is not.l4 Marital

status and mandatory retiremené in the future (after 1975)

do not appear to be important.

Older workers beshave as though they understand the

£
I -

fin;ncii% incentives to retire. Since these incentives
often become effective simultaneously with mandatory retire-
ment, it is important to disaggregate their effects.

Failure to do so will overstate the impact of either the
éarrot of the stick.

“Table 8 shows the actual retirement behavior of our
sample of initially employed worke?s. Of those not facing
mandatory retirement by 1975, 41 percent were ouén;f the
labor force by then. Of those facing the constraint, 83

percent had left--a large potential mandatory retirement

27
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> Tahle 7 :
Job Exit EquatiOns\gor Men Aged 62-64
Dependent Variable = 1, if respon\ent leaves his 1973 job by 1975
v Logit Results
Explanatory Variables B t—
Constant . -.169 _ .58 )
Health deterioration '73-75 ‘.300 1.68%
Mandatory retirement after '75 -.087 0.43
U Married ) .303 1.23
Earnings last yea; -.042 2.53%
Social Security DELTA -.112 2,.83%
Pension DELTA , f.221 2.67%
Social Security WEALTH '. . .029 0.52
Pension WEALTH , .125 1.79%
F test «040%%

/ /

I ) )
“*Significant’ at 5 percent level (one-tailed

**Likelihood ratio index.

test)f

N




.rate for those who actually faced mandatory retirement is 63

o . -25-

effect of: over 40 p01nts.15 'But these subsamples differ by

more than mandatory retirement status. 1In part1cular,.those

~

facing mandatory retirement are ‘much more likely to have

>

. >

pensions and} at this age, negat{%e DELTAs (potential wealth

losses}. To deduce the sepaxaté impact -of this age ‘ ,

¢

constraint, we first predict how those who were subject to

it would have behaved if they had not faced mandatorf L

v’

retirement, bu‘ did face the other 1ncent1ves (that is, did |

have all their other explanatory %Prlables) We do so by )

running the mandatory retirement subset through our predic--

v

tion equation .(Table 7), ‘and calculating their hypothetical \‘
Y . ! <

behavior. If we predict that, for example, 43 bercent would

>

have left ;thé labor force, .closé to the 41 percent observed P

‘Q

for those unconstrained: then‘our‘retirement incentive ana-
lysis has accomplished little, and.the potential mandatory
retirement effect (from 95 tg}83J renains larée. On the
other hand, should the preéicted retlrement rate be near the

83 percent actually observed for this subgroup, then thefe'
is no need to refer to mandatory retirement to explain the

) < .
differences~-the other variahles are responsible..~When tQ}s

v

hypothetical calculation is made, the predicted retirement

percent (see Table 8). SlightLy‘over;half of the actual-
. J

differential, then, is due to other.determinants--the work
- A ’ .
disincentives built into our retirement income plans. The:

»

remaining hﬁif-(from_63 to 83) .is an.upper bound estimate of

retirement effect.16- .

-

the mandator

DR 29
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Aged 62 to 64 in 1973

.

- Table 8:- - Percent Out of tﬁé Labor Force by 1975, Men employed and

LY

@
< ~

Not Subject to-Mandatory Retirement: Actual
(Subject to Mandatory Retirement: Predicted)

Subject to Mandatory Retirement: Actual
¢

~ a
Source: )
'value based on Logit Equation in Table 6.

K

o —— e ~
- "

‘Actual yalues based on Retirement History Study, Predicted"

41
(63)
83

@
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V. POLICY IMPLICATIbNS ’

Our research suggests that the extension of ‘the man- \\
datory retlrement age will not greatly affect work effort at '\\‘
older ages. To ;everse the trend away from work and the ’ }A
lone run dangers .it causes the Social Security’system, more _ ,BL_+

> €
: .

fundamental change in retirement policy must be cofisidered.
There are strong finéncial iﬁcehtives'to retirezbui}t~into
pensioﬁ and Social Securiéy-proérams, aﬁd'embiSyees respond \
to them.  We argue that ‘these indenti;és have more to do '
with decreased work than does mandatory r;tir;mentf

To date primary federal policy eﬁfbrt to influence
retirement age has been to delay the minimuh_ége of mén—
datory retrrgment to age 70. As a rough ‘estimate of the
impact of this change, we asked what would have hdpbened to Se
our age cohort (men 62 to'64) had this change been ‘in efféct ,
in 1973. We added the maximum manaatory retirement effect
(20 percentage points from Table 7) to the participation
rate of those subject to the constraint, and then extrapo-

lated the results from our sample to the populatlon. Our

point estimate is that fewer -than 50,000 more men dged 64 to

66 would have been in the labor force in 1975. (See
Burkhauser and Quinn [l983c].) This is-about a 6 percent
increase in the number of employed men aged 64 -to 66. It
raises the labor force participation rate of this age group | »
by only 2 percentage”points, and is inconsequentiaf when

compared to the size of the aggrqgatehlabor force. The

total effect is small because many employees do6 not even

. ‘ 31
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face mandatory retirement, because many who do face it
retire befoﬁg that age, and because thoge who'do retire ag
that age are also béing inf}uencéd by other factors. )
The eventual impact of this change in‘the‘lawTreméins

to be seen. Though déprived of the'stiq&, employers retain
fhgﬂcarrot. 1f firms are;gbié;to alter pension structures
. to i&posé e§§n laréer wealth iosses on those who contiﬁue to
"work ;t dlqer ages, the long-run effects of ‘the change in. |,
mandatory rétiremén£ will be even smaller than‘the shqft-run
‘effects we have estimated. Under current interpretationé'of*
thg ADEA, actuarially unﬁair pension. plans are not con-
sidered diécfi&inatory. But the Select Committee on.Aging
. .(Uls.’House~gf ﬁépresept&tives)‘is now cqnsidering a chénge
in the law to force firms §0'provide more neutral pension
éhoices. ’ o

There is . little douft tﬁét éhq work incentiQes in Social
éecuriti and pension élans have altered the work effort of
older ‘Americans. As we approach the end of thié“cept;ry,
the costs of.this pplig& in ‘lpst manpower will gro- Tﬁe
‘ changing”aemographicfstructure‘makés it cIééf that policies

) .

that drive older men and women away from productive work

’

must be chaﬁgeaa The 1977 AﬁﬁA Kﬁeﬁdment delaying mandatory

e <
-

retirement is the first and easiest political response to
the pfoblem. But we are convinced that more‘fundamental.

changes in the incentive structures of our retirement income

plans is needed before the work effort Of older citizenc is

increased. .

S
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. . Definitions of Variables\and,Keéﬁ”Values
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Variable

‘ Definition ™ - - _H_e_gn_ilafﬁe
Health deterioration _ "How would you say your - -
' health today compares with e
' your own health two years - . .
ago? Is it better, worse, .
or‘the same?" (Worse=l) 25
Mandatory Retirement after 1975 ﬁandatory Retirement some @
time after the transition
period (1973-1975) . W22
) - Married - ) . (Yes = 1) T .87
Earnings last year (Thousandsiof dollars) 8.78
Social Security DELTA See text (thousands of v
* - dollars, at 5% discount :
rate) ] 19
Pension DELTA @ : See text (thousands of
dollars, at 10% discount
rate) i " W46
Social Security WEALTH See text (ten-thousands, of ,
dollars, at 5% discount .
rate) 4.66 °, - >
Pension WEALTH ‘ " See text (ten-thousands of
R doliars, at 10% discount
rate) 0.86
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FOOTNOTES

o

lsome analysts prefer a épmbinéa youth and old age

dependency ratio-—thevratio of those less than 18 and over

.64 to those 18 to 64.° As Clark [1980 ] points out, the

3
declining youth dependency ratio largely offsets the

increasing old age trend, with the net result depending on

- fertility and immigration assumptions. In any case, the¢~'

"

, i
youth issue is of little direct applicability to the' Social

Security system.

2yearly Social Securitx'benefits‘;}e based on the
Spc&al Securitf earnings record of a worker who had median
earnings in each year of his worklife and who Yetired, on
January 1 of the relevant year,‘at age 65 together with his
non—working 65 year Q}d‘wife. Increases in -nominal benefits
are the result of imncreases “in nominal wages over the period
and increases in the Social Security benefit formula. The
real benefits are defla ed to 1967 déllars.

37wo groups were given pe;manent exemptions from the
amendment--high paid busiﬁess;gxecutiVes in policy ﬁaking
positioné (who are defined in terms ofk%he duéies they per-
form an. the pension benefits fér which they are ;ligible)
and certain occupations in which job performance is cleaﬁly
related to age ?like pilots and firemen). A temporary
exemption was given for tenured uni§grsity and college’ .
faculty, but that expired in 1982. X

"4The proportion is higher for men (46 percent) than for

the non-married women (34 percent). The Retirement History

v

Bt
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Study, the data source for these statistics and for this

paper, did not‘c;ntain married women as respdndents, ‘
although some information on the spouses of male respondents
is provided. e |

5In a life cycle model with perfect/information and

capital markets, there is no necessary connection ‘between

the age of eligibility and the age of retirement. Lifetime

IS ¢

wealth (including retirement income wealth) determines the

allocation of time between work and leisure, and lending or

- .Y

_bdrrowing‘equ}libriates consumption and income stfeams. If ,
information is imperfect, however, and‘employeeéodo not know
the'wealtﬁ value until eligible, or if capital markets pre-
vent consumption of pensioq wealth before receibt, an eligi-
bility variable may paptﬁre these effects. )
, 6Ngarly all pensions féquiré that one leave the ij to

* collect benefits. Those who stay on the job_must deliay - .
receipt. The Soc#al Security rules do'no£ require any such

withdrawal, but rather reduce benefi@@fby 50 percent of any

’
-

earnings over an exempt amount. In this paper, we assume
that full time work completely eliminates one's Social
'éecurity benefit. To the extent éhat this is* untrue {which
it may be for certain low income earners), our methodology
eXaggerates the wealth loss. _ /

TThese assumptions are spelled out in detail in an

appendix to Burkhauser and Quinn [1983b].
\

8we assumed that respondénts would earn as much in this

" incremental year as they did the past year during which tﬁey .
. 2 N

35
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were employed full times On, the hasis of this, annual bene-
. fits were‘adjusted (using the l/n rule and actuarial adjust-
ment for pehsions; and the actual Yenefit calculation fules
for Social Security), and new wealth values calculatedé We
erperimented with three different discount rates; 2, 5, and
10 percent.

%90nly the employee's contribution was iqcluded for .
Social Securityu» For -employer pensions, we\assumed that the '

[ ]
fund was financed entirely by the employer (c(0) = 0) as is

usually the case. -
10ye observe these workers employed in l973, and then
observe them again in 1975. We assume that they remain
employed until 1974 and tmen make the choice we observe in
1975. The DELTASs are,'therefore, calculated for workers
" aged 64 to 66 in:1914. 3
llye assumed that employer pensions involve no spouses'
or survivors benefits. This is-not true for Social
Security. our Social Security wealth values’ include

spouses' benefits, where applicabvle, and the probability of

the spouse surviving the husband and collecting benefits on

L)

A
her own, at two-thirds the combined rate. The”latter

requires knowing the age of the spouse, which we do. °

12p gension is actuarially fair if future incrementsa to

benefits due to aglditional work just offset the current
benefits forego n such a case, the change in wealth is
zero, and only the first affect on retirement behavior (the

wealth effect) would exist. Our point in this section is

36
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that most retirement income plans eventually turn

actuarlally unfalr. resu1t1ng in an 1mp11c1t pay cut.

”~

ig the work dlslncentrve we af‘ d1scuss1ng.
: o

. An interesting implication of this is that the earning

4 - - ]

the 50% beneflt reduction rate) are repaiq, Yater W1th

actuarlally fair "interest." Although the/earnlngs ﬁes

This

test does _not really ex1st 1f beneflts lost (taxed _away b/’

/

/

P anpears on the books at /ge 62, it is really hot an jimpor-
K \
tant issue until age’ 65 when the adjustment factoy drops. ° .
SN \ "‘\ . "/ . N
13ymen we:;fh/;nd DELTA variables are excluq d from the .
P ~ . - - . /// . .
equation, a significant.

1§}mple‘pension eligibility dummy 1 

When these ? re~so 1st1cated concepts are lhclhdéd, the

dunmy becomes 1nslgn1f1cant\\\nd,has been eicluded in

Table 7. ,f/ ‘ :

N /,
// /4/

o 14We@k wealth effects are frequeﬁE!& found in the llbor

—
supply 11terature. ,One expfshatlon LS that the coefflcients
' may be p1ck1ng up two ‘offsetting eﬁ%ects*—the normal Wealth
impact (encouraging retlrement) aéd the effect\of an
* unmeasured personality chare;\ w‘::,t:Lc--px'oc11v1ty for work. - ,~§Q

/

The latter, positively correlated with current wealth " ~~—__(

because of hard-working behav1or in the past, is al o asso-~

/
. ciated with delaye@ retyrement in the present.

157he majority of ‘these 17 percent still at work jhave

taken new jobs. are still found tof be

A few, however,

employed on the old job--an apparent contradictién. These ) .

may be data erfors, cases where speegal exceptions to the

/ ' il s T .
#ulevwere made, or situations where the mandatory retirement
! . -

\

3

' -
{
I
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takes place at- the.end of the calen

worker turns 65,
. - .

1 “ ferences are uncorrelated with maniator

beyond-65\wil) be’ overrepresented

* retirement. Similarly,

(S .

i

¥

small. ’ i

|
i
|
e
i
not on his 65th erthdaj.
16We are implicitly assumlng that re¢
|
|
A likely scenprio, however, is‘that thos
1n ]Ob

those pla ning to

then result in a smaller impact than the

workers without mandatory retirement w’uld suggest.

2ar in’'which the

*
-

irement age pre-

. RSN

—fm e

datory retirement anyway will not| find tLe constraint a
serious drawback and be overrepresented!,nfsuch jobs< )

Eliminating mandatory retirement for. tt 2se workers would

behavior of the

i .
> . impact of mandatory retirement, whichi/we already find to be

dos

who wish to work

!retirement status. -

without mandatory

retire before man-

7
P

£

e’

If this

o self-selectivity occurs, then our est%mates_exaggerate the ~
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