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Employment-based pensions paid retirees $220 billion in 1988
and added an estimated $109 billion to national savings.
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Pensions, Social Security, and Savings

Pensions and Social Security play an important role in determining U.S.
savings rates. As the personal savings rate fell to a low of 3.2 percent of
personal disposable income in 1987 from an average rate of 8.0 percent in the
1970s, the contribution of these retirement income programs has assumed
increasing importance. Employment-based pensions paid retirees $220
billion in 1988 and added an estimated $109 billion to national savings.

Retirement income programs are closely related to demographic changes
projected to occur in the next century, including an increase in the
proportion of elderly persons in the population, a gradual decline in the
fertility rate, and a decreasing annual death rate. These demographic changes
will produce a higher ratio of persons aged 65 or over per 100 persons aged 18–
64, which may increase the need for retirement income.

The Social Security system plays an important role in individual savings'
decisions and retirement income. In 1979 and 1983, Congress revised the
system's benefit levels, scheduled tax rates, and future retirement age in order
to maintain solvency and to prepare to pay for the baby boom generation’s
retirement benefits. Social Security paid cash retirement benefits totaling
$148 billion in 1988.

Several studies have investigated the effects of individual retirement
accounts (IRAs) and 401(k) plans on savings. Analysts have found that some
portion of IRA contributions represent new savings. The Employee Benefit
Research Institute estimates that a portion of 401(k) contributions do also;
401(k) contributions by employees reached nearly $25 billion in 1988.

During the 1980s, Congress  changed some aspect of the retirement system
almost annually. Future legislation affecting pensions and the Social Security
system should be considered in terms of its effect on savings and economic
security in retirement.
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◆  Introduction

The U.S. personal savings rate fell to a low 3.2 percent
of disposable income in 1987 from an average rate of
8.0 percent in the 1970s, perhaps contributing to
problems facing the U.S. economy.1 Although savings
are made up of many different components, retirement
programs represent a large part. The contributions of
retirement programs to savings need to be understood
in order to evaluate how savings are affected by legisla-
tive changes in these programs.

Given the perceived importance of increasing the
personal savings rate and reducing reliance on govern-
ment income-transfer programs for future retirees, many
analysts have questioned the logic behind recent tax
law changes that have decreased or eliminated deduct-
ible contributions to defined benefit pension plans,
401(k) plans, and individual retirement accounts
(IRAs) and have imposed penalty taxes on retirement
benefits above a specified level.

A discussion of savings and retirement income vehicles
must necessarily include—either directly or indi-
rectly—the impact of an aging population. Declines in
fertility and mortality rates have transformed the U.S.
population from a growing one with a relatively large
number of children and workers to a more stable one
with a relatively large number of elderly members. The
postwar baby boom also complicates U.S. demograph-
ics, because this group will need large sources of retire-
ment income in the first decade of the next century.

This Issue Brief begins with a general discussion of
savings. It then analyzes the retirement income pro-
grams, including both private pensions and Social
Security, that are designed to support current and future
retirees. Finally, it outlines the effects of the Tax
Reform Act of 1986 (TRA ’86) on savings and discusses
how IRAs and 401(k) plans affect savings.

   1In this Issue Brief national savings are defined as net national
savings, personal savings are defined as net personal savings, etc.
Savings are technically those monies not spent, while net savings
exclude monies taken out of savings.

◆ Definition of Savings

The concept of savings, although widely discussed, has
not been consistently and clearly defined. Do savings
include only personal savings or do they also include
the savings (or dissavings) of businesses and of state,
local, and federal governments? Should personal and
corporate savings be separated? Are durable goods
included? The sale of a home can provide a sizable
portion of an elderly person’s income in retirement, but
the value of the home is not included in most common
measures of savings.

In statistical estimations, savings are largely viewed as a
residual. Total net national savings are the sum of net
private savings, state and local government surplus or
deficit, and the federal government surplus or deficit. A
common measure of the national savings rate is the
total net national savings as a percentage of the Gross
National Product (GNP). While the definitions of
government surplus or deficit are fairly self-evident,
private savings are a more elusive measure. Private
savings are the total of personal savings and corporate
savings. These numbers do not include unfunded
accruing pension and Social Security liabilities.2

Also, purchases of consumer durable goods3 are not
included in savings except for home computers (Boskin,
1986).4

   2However, changes in pension reserves are reflected in personal
savings and changes in government pension reserves are included
in the surplus or deficit of that government. See Albert T.
Sommers, The U.S. Economy Demystified: What the Major Economic
Statistics Mean and Their Significance for Business (Lexington, MA:
D.C. Heath and Company, 1985).

  3Housing is uniquely defined so as not to show a difference between
owning and renting. Homeowners are assumed to pay an estimated
rent to themselves, less the costs of owning a home. The capital
gains or losses are not included.

   4This definition is from the U.S. Department of Commerce. The
Federal Reserve Board also has a measure of personal savings that
includes government pensions and investment in consumer
durables. See David Sylvester, “Is the Saving Rate Really That
Bad?” Fortune (7 November 1988): 138–142. The Commerce
Department numbers are more commonly used.
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Table 1
U.S. Savings Rates from 1950 to 1988

Personal Corporate Government Personal
Savings Savings Savings Savings

(as percentage (as percentage (as percentage (as percentage of
Years of GNP) of GNP) of GNP) disposable  income)

1950–1954 4.7% 2.3% -0.1% NA
1955–1959 4.8 2.6 -0.2 NA
1960–1964 4.1 2.8 -0.2 6.4%
1965–1969 4.9 3.6 -0.2 7.0
1970–1974 5.5 1.9 -0.6 8.5
1975–1979 4.6 2.4 -1.3 7.5
1980–1984 4.2 1.8 -2.7 6.6
1984 4.3 3.1 -3.4 6.1
1985 3.1 2.6 -3.3 4.4
1986 3.0 2.0 -3.4 4.0
1987 2.3 1.7 -2.4 3.2
1988 3.0 1.6 -3.0 4.2

Source: Lawrence H. Summers, “Issues in National Savings Policy,” in Savings and Capital Formation: The Policy Options
(Lexington, MA: D.C. Heath and Company, 1986); Jack VanDerhei, “What Do We Get from Today’s Programs? Savings
and Capital Formation,” paper prepared for Employee Benefit Research Institute policy forum, “The Retirement Policy
Challenge,” May 4, 1989; and updated figures.

   5This is personal income less personal tax and nontax payments.
See U.S. Department of Commerce, Bureau of Economic
Analysis, Survey of Current Business (July 1989): S-1.

   6Two broader measures, the private savings rate and the national
savings rate, also declined noticeably in the 1980s.

cymakers have begun to consider various proposals
aimed at encouraging saving and investment. Senate
Finance Committee Chairman Lloyd Bentsen (D-TX)
recently said that his committee will consider a wide
array of tax incentives during 1990 to encourage saving
and investment—including restoration of tax incen-
tives for IRAs and capital gains.

Regardless of the changes in the law, the personal
savings rate was significantly lower in the 1980s than it
was in the 1970s, although only slightly lower than the
1960s rate. The U.S. average annual rate of personal
savings as a percentage of disposable income was 6.7
percent in the 1960s and 8.0 percent in the 1970s. In
contrast, the personal savings rate averaged only 6.2
percent during the period from 1980 to 1986, before
falling to 3.2 percent in 1987.6 However, it increased to
4.2 percent in 1988 (table 1).

Within that definition, personal savings are defined as
disposable personal income5 less personal outlays,
including all durable goods; nondurable goods; services;
interest; and transfers to foreigners. Personal savings are
then taken as a percentage of disposable personal
income to determine the personal savings rate.

◆ Trends in Savings

The low U.S. savings rate, at both the national level
and the personal level, has been of serious concern to
policymakers for nearly a decade. Many laws, such as
Economic Recovery Tax Act of 1981, were enacted in
part to increase these saving rates and overall invest-
ment. On the other hand, other laws, such as the TRA
’86, have been viewed as decreasing savings. Poli-
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Table 2
International Comparison of
Net National Savings Rates

European
United Members of

Years States the OECDa Japan

1955–1959 9.8% NA 21.5%
1960–1969 10.5 17.3% 17.0
1970–1979 8.0 15.1 25.5
1980–1981 5.0 11.0 21.3

Source:  Laurence Kotlikoff, “Taxation and Saving: A Neoclassical
Perspective,” Journal of Economic Literature (December 1984):
1584; Lawrence H. Summers, “Issues in National Savings Policy,” in
F. Gerard Adams and Susan M. Wachter, eds., Savings and Capital
Formation: The Policy Options (Lexington, MA: D.C. Heath and
Company, 1986).
aOrganization for Economic Cooperation and Development.

Table 3
International Comparison of

Personal Savings Rates

United United West
Years States Kingdom Japan Germany

1970–74 8.5% 10.1% 20.6% 14.9%
1975–79 7.5 12.4 22.7 14.2
1980–84 6.6 12.9 21.0 13.6
1985 5.1 11.9 22.5 13.0

Source:  Jack VanDerhei, “What Do We Get from Today’s
Programs?  Savings and Capital Formation,” paper prepared
for Employee Benefit Research Institute policy forum, “The
Retirement Policy Challenge,”  May 4, 1989.

   8See Summers, 1986.
   9Summers based his evidence of this relationship on data from the

U.S. Department of Labor, Bureau of Labor Statistics, Organiza-
tion for Economic Cooperation and Development.

   7The definitions of these savings rates are not perfectly consistent.
Countries differ in the average age of their populations and in
their retirement systems. For example, one reason the U.S.
personal savings rate is much lower than the Japanese rate could
be that the U.S. provides more ample Social Security benefits
(Garner, 1987). Nevertheless, these international comparisons
are consistent with the view that the United States has a low
savings rate.

 10This section draws heavily on Joseph Anderson, “Retirement
Income Programs and Capital Accumulation,” a paper prepared
for Employee Benefit Research Institute policy forum, “The
Retirement Policy Challenge,” May 4, 1989.

U.S. savings rates also appear relatively low from the
international perspective. Based on data from the
United Nations’ system of national accounts, the
American net national savings rate is far behind those
of Europe and Japan (table 2).7 During the 1970s, the
U.S. national savings rate was only 53 percent that of
Europe and 31 percent that of Japan. The only major
European country with a savings rate as low as that of
the United States was the United Kingdom, which, like
the United States, experienced a very low rate of
productivity growth.8 The U.S. personal savings rate is
also below the rates experienced in other industrialized
countries (table 3).

Many believe that the national savings rate is closely
tied to economic growth (Brady, 1989; Summers,

1989).9 This relationship makes savings the connection
between today’s generation and tomorrow’s generations.
If the relationship between national savings and
economic growth holds, then continued national low
savings rates would not only limit the extent to which
the United States could reduce the trade deficit and
foreign capital inflows but would also inhibit future
growth and, therefore, the nation’s ability to create jobs
and provide retirement income for future retirees. In
addressing the savings issue, such factors as demograph-
ics, the federal deficit, productivity, and real wages must
be considered.

Effects of Demographic Trends10

The Social Security Board of Trustees’ annual report
projects the financial status of the Social Security
system for the next 75 years. The demographic assump-
tions included in its projections are important for an
understanding of middle-of-the-road demographic
estimations and are often used in academic studies.
Changing demographics affect savings, as older and
younger people tend to save at different rates, and the
number of dependents workers have influences how
much they can save.
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Chart 1
Life Expectancy at Age 65 for Men and Women, 1976–2065

(actual through 1988, projected to the year 2065)
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Source: Annual Report of the Board of Trustees of the Federal Old-Age and Survivors Insurance and Disability
Insurance Trust Funds (Washington, DC: U.S. Social Security Administration, 1989), table 11.

2065

  11The Social Security Administration includes pessimistic,
midrange, and optimistic assumptions in its annual report. Of the
two sets of midrange assumptions, II-A and II-B, the latter is more
widely used in research.

The total fertility rate is expected to decrease gradually
from 1.91 children per woman in 1988 to 1.90 in the
year 2010. The annual death rate (adjusted for age and
sex) is expected to decrease gradually during the entire
projection period, with a 34 percent decrease from the
1988 level by the year 2065. The resulting life expec-
tancies at birth are 77.0 years for men and 83.9 years for
women in the year 2065, compared with 71.6 and 78.6
years, respectively, in 1988.

As a result of demographic changes, the dependency
ratio, as measured by the number of persons aged 65 or
older per 100 persons aged 18–64, increased from 17 in
1960 to 20 in 1987. This ratio is projected to remain
constant at approximately 20 until about the year 2010,
then to increase steadily, reaching 38 in the year 2030
and 44 in the year 2080 (chart 2).

According to the report, the proportion of elderly
persons in the population will increase in the future as a
result of the aging of the baby boom generation and
longer average life spans. In the last quarter century,
U.S. life expectancy at age 65 increased by 2.0 years (16
percent) for men and by 2.8 years (18 percent) for
women. In the next 25 years, it is projected in the
Social Security actuary’s midrange (II-B)11 assumptions
to increase another 2.3 years for men and 1.6 years for
women. In the year 2065, life expectancy at age 65 is
projected to be 18.0 years for men and 22.4 years for
women, compared with 14.9 and 18.8 years, respec-
tively, in 1988 (chart 1).
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Chart 2
Number of Persons Aged 65 or over per 100 Persons Aged 18–64, 1960–2080
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Source: U.S. Department of Commerce, Bureau of the Census, Projections of the Populations of the U.S., Current
Population Reports, series P-25, no. 1018 (Washington, DC: U.S. Government Printing Office, 1989), table E.

The average age of the elderly population (those aged
65 or older) is increasing. The proportion of the elderly
population who are aged 85 or older increased from 5.6
percent in 1960 to 9.6 percent in 1987 and is projected
to increase to 16 percent in the year 2010 and 24
percent in the year 2080.

A decrease in older workers’ labor force participation
rate is evidence of the past success of pensions and
Social Security, but could contribute to an increasing
need for financial support in the future, either from the
government or from savings. Labor force participation
among males aged 55–59 fell from 89 percent in 1970
to 80 percent in 1987 and is projected to decline to 73
percent in the year 2030. Forty-two percent of males
aged 65–69 were working as recently as 1970, but less

Baby boom retires

than 26 percent worked in 1987. This rate is projected
to fall below 21 percent by the year 2030.

While labor force participation rates for younger
females have increased significantly over the past three
decades, they have remained approximately constant
for women aged 55–64 and have declined for older
women. Participation rates for all groups of women aged
55 or older are projected to decline in the future,
following the pattern of males’ rates.

Effect of the Federal Government

Joseph Anderson of Lewin/ICF estimates that approxi-
mately one-half of the decline in the U.S. national
savings rates during the 1980s was a result of the huge
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Average Annual Percentage Change in Productivity, by Sectors and Selected Industries
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Source: American Productivity Center, Multiple Input Productivity Index, 1987.

government budget deficits and the other half was due
to decreases in private savings (Anderson, 1989).

According to Michael Boskin, chairman of the Council
of Economic Advisors, and Laurence Kotlikoff, the
federal government can affect private savings in four
ways. The first concerns the level of government
consumption relative to net national product. As the
government consumes more, it presumably increases
government services, and people may reduce their
consumption. However, it is difficult to measure this
effect. Second, taxes may reduce incentives for indi-
viduals to work and save. However, the increase in
average marginal taxes seems unlikely to account for
the decline in the U.S. savings rate. Government
policies that produce an intragenerational redistribu-
tion from the rich to the poor represent a third way.
Since the poor are more likely to consume than the
rich, this type of policy may tend to decrease savings.

Boskin does not find this redistribution to have affected
savings significantly over the past 35 years.

Finally, government policies may transfer resources
from younger to older generations (intergenerational
transfers). These policies include the underfunding of
the Social Security system, requiring future generations
of young workers to pay much higher taxes to pay the
benefits of the elderly. The authors state: “The Social
Security system appears to represent the only (poten-
tially) discrete postwar intergenerational transfer policy
capable of producing a major drop in the national
saving rate. Simulation studies of the potential savings
impact of an unfunded Social Security system suggest a
possible reduction in long-run savings of 20 to 25
percent”12 (see later discussion of Social Security).

  12See Laurence J. Kotlikoff and Michael J. Boskin, “Public Debt and
United States Saving: A New Test of the Neutrality Hypothesis,”
in Laurence J. Kotlikoff, ed., What Determines Savings?

    (Cambridge, MA: MIT Press, 1989).
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1973, but between 1973 and 1980, declining real wages
erased some of the earlier gains. Since 1981, average
real earnings have remained roughly unchanged
(chart 4).

◆ Impact of Pensions on Savings

These same trends also affect the extent to which
individuals and the federal government save for retire-
ment through pensions and Social Security (see discus-
sion of Social Security as savings). Personal savings are
greatly affected by savings for retirement, which,
therefore, affect national savings. This section investi-
gates the effects of pensions on retirement income and
personal savings.

Pension assets have grown from 12 percent of aggregate
household net worth in 1982 to more than 16 percent
by the end of 1988 (table 4). Because the increased

Effect of Productivity and Real Wages

The low levels of U.S. savings and investment that
have prevailed in recent decades have coincided with
declining rates of U.S. productivity growth and dimin-
ishing real wage growth. U.S. output per labor hour
grew on average almost 3 percent per year over the
period 1960–1969. During the same period, productiv-
ity growth in goods-producing industries stood at 2.6
percent per year, and from 1970 to 1979 it was only 1.0
percent per year. Productivity climbed to 2.9 percent
from 1980 to 1986. In service-producing industries,
average annual productivity growth stood at 2.8 percent
during 1960–1969, fell to 1.3 percent during the 1970s,
and fell again to 0.9 percent from 1980 to 1986
(chart 3).

The decline in productivity growth was reflected in
stagnant real (accounting for inflation) wage growth.
Real earnings grew about 10 percent from 1967 to

Chart 4
Indices of Real Average Hourly Earnings and Hourly Compensation,

Deflated by Personal Consumption Index (PCE)
Indices

Source: U.S. President, Economic Report of the President: The Annual Report of the Council of Economic Advisors (Washington,
DC: U.S. Government Printing Office, 1988), tables B-44 and B-46; PCE from table B-3.
Note: PCE in 1982=100.  Hourly earnings are for all private nonagricultural employees, whereas hourly compensation includes
business-sector wages and salaries plus employers' contributions for social insurance and private benefit plans.
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Table 4
Financial Assets of Private and Government Pension Funds and Household Net Worth, 1982–1988

Single Employer
Federal State & Household Pension Assets

Defined Defined Multi- Private Government Local Net as Percentage of
Year benefit contribution employer Insured Retirement  Government Total Worth Household Net Worth

($ billions)

1982 $ 399 $ 196 $ 61 $ 211 $ 98 $ 262 $ 1,227 $ 10,137 12.1%
1983 449 239 72 246 112 311 1,429 11,059 10.1
1984 460 256 79 286 130 357 1,568 11,640 13.5
1985 545 325 98 343 149 404 1,864 12,690 14.7
1986 588 359 114 407 170 469 2,107 13,747 15.3
1987 598 386 117 460 188 517 2,266 14,587 15.4
1988 680 427 130 517 208 605 2,567 15,631 16.4

 (percentage of total pension assets)

1982 32.5% 16.0% 5.0% 17.2% 8.0% 21.4% 100.0%
1983 31.4 16.7 5.0 17.2 7.8 21.8 100.0
1984 29.3 16.3 5.0 18.2 8.3 22.8 100.0
1985 29.2 17.4 5.3 18.4 8.0 21.7 100.0
1986 27.9 17.0 5.4 19.3 8.1 22.3 100.0
1987 26.3 17.0 5.2 20.3 8.3 22.8 100.0
1988 26.5 16.6 5.1 20.1 8.1 23.6 100.0

Source:  Employee Benefit Research Institute, Quarterly Pension Investment Report, second quarter 1989 (Washington, DC: Employee
Benefit Research Institute, 1989); Board of Governors of the Federal Reserve System, Flow of Funds Accounts, Assets and Liabilities
Outstanding 1982–1988 (Washington, DC: Board of Governors of the Federal Reserve System, September 1989).

 13Not including the federal employees’ Thrift Savings Plan.

level of pension assets has drawn attention to the
potential revenue that could be gained by removing the
tax deferral on investment income of pension trusts, it
is important to analyze this amount on a disaggregated
basis.

At the end of 1988, private trusteed pension fund assets
made up just under one-half of the total assets in
pensions. Single-employer private trusteed defined
benefit fund assets, which made up 26.5 percent of total
pension assets, grew at an average annual rate of 9.3
percent during the six years from 1982 to 1988. Single-
employer private trusteed defined contribution fund
assets were 16.6 percent of the total at the end of 1988
and grew at an annual rate of 13.9 percent during the
six years. Private trusteed multiemployer pension fund
assets grew at a rate of 13.4 percent although they
represented only 5.1 percent of total pension assets
(Employee Benefit Research Institute, 1989).

Slightly more than 20 percent of total pension fund
assets were in private insured pension funds (pension
funds invested by an insurance company) at the end of
1988. These assets grew at an average annual rate of
16.1 percent from 1982 to 1988.

Public pension funds include those for federal govern-
ment employees and those for state and local govern-
ment employees. The federal government retirement
fund13 grew at an average annual rate of 13.4 percent
from 1982 to 1988. At the end of that period, these
assets made up 8.1 percent of total pension assets. State
and local pension fund assets grew at an annual rate of
15.0 percent from 1982 to 1988, and at the end of that
period represented 23.6 percent of total pension assets.

Thus, while, in the aggregate, pension fund assets are a
substantial portion of household net worth, the funds
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provide retirement income for many different groups of
employees and are invested by many managers and, in
the case of defined contribution plans, investment
choices are made by the participants themselves.

Retirement programs represent a significant portion of
personal savings. In 1982, while the personal savings
rate was 6.8 percent of disposable income, employer
contributions to private plans, imputed interest re-
ceived from private uninsured plans, and government
retirement benefits represented 7.1 percent of dispos-
able income (table 7). However, this figure decreased to
5.9 percent in 1987 as a result of high investment
returns and new federal laws that have reduced pension
contributions. The personal savings rate experienced an
even larger decrease during that period, reaching a 30-
year low of 3.2 percent in 1987. Most of the decline
from 1982 to 1987 occurred in private plans, with
employer contributions declining  by 0.9 percent of
disposable income. The relative reduction in govern-
ment retirement benefits contributed 0.2 percent of the
decrease, while the reduction in imputed interest
received resulted in another 0.1 percent decline.

This analysis may actually underestimate the impact of
retirement programs on savings because some compo-

◆ ◆ ◆

Employer-sponsored pensions account for
23 percent of income for current retirees and
are expected to provide 38 percent of income
for baby boom retirees

◆ ◆ ◆

Workers Currently Baby Boom
Income Source Retiringa Retireesb

Percentage with Retirement
  Income at Age 67 from:

Social Security 86% 97%
Employer-sponsored pensions 48 71
Earnings 35 29
Supplemental Security Income 10 3

Percentage of Total Retirement
  Income at Age 67 from:

Social Security 46% 40%
Employer-sponsored pensions 23 38
Earnings 29 22
Supplemental Security Income  2 c

Source:  Emily S. Andrews and Deborah J. Chollet, “Future
Sources of Retirement Income:  Whither the Baby Boom,” in
Susan M. Wachter, ed., Social Security and Private Pensions:
Providing for Retirement in the Twenty-first Century (Lexington,
MA: D.C. Heath and Company, 1988).
aAged 55 to 64 in 1979.
bAged 25 to 34 in 1979.
cLess than 0.5 percent.

Table 5
Retirement Income Sources for Current

and Baby Boom Generation Retirees

Private pensions are an important source of retirement
income and are expected to grow. Approximately 86
percent of currently retired families (aged 55 to 64 in
1979) receive income from Social Security and 48
percent receive income from an employer-sponsored
pension (Andrews and Chollet, 1988). Projected
forward, these data suggest that 97 percent of the baby
boom generation (aged 25 to 34 in 1979) will receive
income from Social Security, and 71 percent will
receive income from employer-sponsored pensions. As a
percentage of total retirement income, Social Security
provides, in the aggregate, 46 percent of income for
current retirees and is expected to provide 40 percent of
income for baby boom retirees. Employer-sponsored
pensions account for 23 percent of income for current
retirees and are expected to provide 38 percent of
income for baby boom retirees (table 5).

Table 6 provides information on the retirement benefit
payments currently made for each of these categories.
In 1988, Social Security benefits for retirees accounted
for 40 percent of the $368 billion in total benefits.
Private pensions accounted for 63 percent of the
remaining $219 billion, while the federal employee
retirement system and state and local employee retire-
ment systems accounted for 22 percent and 16 percent,
respectively.
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Table 6
Retirement Benefit Payments, 1985–1988 ($ millions)

Source of Benefit 1985 1986 1987 1988

Private Pensions $78,866 $101,603 $118,259 $137,180
Federal Employee Retirementa 41,100 42,200 44,900 48,100
State and Local Employee Retirement 25,700 28,700 31,500 34,700

Subtotal $145,666 $172,503 $194,659 $219,980

Social Security Retirement
   Benefit Paymentsb $127,062 $133,943 $140,050 $148,168

Total $272,728 $306,446 $334,709 $368,148

Source:  Employee Benefit Research Institute  tabulations of data from the U.S. Department of Commerce, Bureau of Economic
Analysis, and from the U.S. Department of Health and Human Services, Social Security Administration, Annual Report of the
Board of Trustees of the Federal Old-Age and Survivors Insurance and Disability Insurance Trust Funds, various years (Washing-
ton, DC: U.S. Social Security Administration).
aIncludes civilian and military employees, including the Coast Guard.
bInclude payments to retired workers and their wives, husbands, and children.

  14The national accounts are maintained by the Bureau of Economic
Analysis of the U.S. Department of Commerce.

  15This estimate is conservative. It is based on the reported percentage
   of pay contributed, and earnings were top-coded at $999 per week.

pension funds as well as an aggregate figure for divi-
dends and income. From 1983 to 1988 these pension
funds experienced an average capital gain equal to 2.2
percent of disposable income. The combined interest
and dividend amount over this period averaged 2.1
percent. Subtracting the Bureau of Economic Analysis’
imputed interest estimates for private noninsured
pension plans results in an average dividend gain of 0.3
percent of disposable income.

Adding the six-year averages for capital gains and
dividends to the 1988 estimate of 401(k) contributions
yields a total amount of pension components not
explicitly recognized in the national income accounts
amounting to 3.1 percent of disposable income.

Another way of illustrating the impact of private
pensions on the personal savings rate is to calculate a
proxy for the annual change in aggregate pension
reserves. Perhaps the best formulation of this concept,
given the data limitations of the national income
accounts, would be to define the annual increase in
pension reserves as the employer contributions plus
imputed interest minus benefit payments. Until 1980
this figure increased steadily, both in terms of absolute
value and relative to disposable income (table 8). After
reaching a high of 2.6 percent of disposable income in
that year, however, the annual change in pension
reserves has declined each year, actually falling below

nents of pension savings are not separately identified in
the national accounts.14 One omitted component that
has become increasingly important in recent years is the
amount of employee contributions to pension plans.
Although a recent estimate of employee contributions
to pension plans is not available, a good proxy for a
conservative estimate is the amount of 401(k) contribu-
tions for the year. This figure will not represent the
entire amount of employee contributions to pension
plans because it does not include contributions to
defined benefit, money purchase, or after-tax employee
savings accounts. Nevertheless, based on Employee
Benefit Research Institute (EBRI) tabulations of  May
1988 Current Population Survey employee benefit
supplement for private-sector 401(k) plans, this compo-
nent of pension savings amounts to $19.3 billion (0.6
percent of disposable income that year).15 Public-sector
401(k) contributions represent an additional $4.8
billion.

Although the national income accounts do not include
capital gains from private pension assets in the personal
savings rate, the omission is applied on a consistent
basis. However, the EBRI Quarterly Pension Investment
Report includes capital gains from private trusteed
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Table 7
Retirement Components of Personal Savings (other than Social Security), 1958–1988

Government Employer Imputed Interest Percentage of
Retirement Contributions Received from Disposable Income

Personal Benefitsa to Private Plansb Private Plansc Represented by
Savings

as Percentage As percentage   As percentage As percentage
of Disposable Total of disposable Total of disposable Total of disposable Private All

Year Income ($ billions) income ($ billions) income ($ billions) income plansd planse

1958 7.5% $ 3.1 1.0% $ 4.1 1.3% $ 0.8 0.2% 1.5% 2.5%
1959 6.3 3.6 1.0 4.8 1.4 1.0 0.3 1.7 2.7
1960 5.8 4.0 1.1 4.9 1.4 1.2 0.3 1.7 2.8
1961 6.6 4.4 1.2 5.0 1.3 1.4 0.4 1.7 2.9
1962 6.5 4.7 1.2 5.4 1.4 1.5 0.4 1.7 2.9
1963 5.9 5.3 1.3 5.8 1.4 1.7 0.4 1.8 3.1
1964 7.0 5.8 1.3 6.6 1.5 2.0 0.4 1.9 3.2
1965 7.0 6.2 1.3 7.6 1.6 2.3 0.5 2.0 3.3
1966 6.8 7.3 1.4 8.7 1.6 2.6 0.5 2.1 3.5
1967 8.0 8.3 1.5 9.5 1.7 2.8 0.5 2.2 3.6
1968 7.0 9.1 1.5 10.7 1.8 3.2 0.5 2.3 3.8
1969 6.4 10.3 1.6 11.8 1.8 3.6 0.5 2.3 3.9
1970 8.1 11.9 1.7 13.1 1.8 3.9 0.5 2.4 4.1
1971 8.5 13.9 1.8 15.1 1.9 4.1 0.5 2.5 4.2
1972 7.3 16.0 1.9 17.9 2.1 4.3 0.5 2.6 4.5
1973 9.4 18.6 2.0 20.9 2.2 5.3 0.6 2.8 4.7
1974 9.3 21.9 2.1 24.4 2.3 7.0 0.7 3.0 5.1
1975 9.2 26.0 2.3 28.1 2.5 8.8 0.8 3.2 5.5
1976 7.6 29.8 2.4 33.0 2.6 10.0 0.8 3.4 5.8
1977 6.6 32.7 2.4 38.4 2.8 12.2 0.9 3.7 6.1
1978 7.1 36.7 2.4 44.0 2.8 14.7 0.9 3.8 6.1
1979 6.8 41.2 2.4 48.9 2.8 19.3 1.1 3.9 6.3
1980 7.1 47.9 2.5 54.2 2.8 28.3 1.5 4.3 6.8
1981 7.5 54.7 2.6 55.8 2.6 36.7 1.7 4.4 6.9
1982 6.8 60.4 2.7 57.4 2.5 43.1 1.9 4.4 7.1
1983 5.4 64.7 2.7 57.3 2.4 46.1 1.9 4.3 7.0
1984 6.1 67.5 2.5 57.2 2.1 51.6 1.9 4.0 6.6
1985 4.4 73.0 2.6 54.6 1.9 52.1 1.8 3.7 6.3
1986 4.0 77.0 2.5 52.3 1.7 53.3 1.8 3.5 6.0
1987 3.2 82.9 2.6 51.6 1.6 57.3 1.8 3.3 5.9
1988 4.2 89.5 2.6 50.0 1.5 NA NA NA NA

Source:  Jack VanDerhei, “What Do We Get from Today’s Programs?  Savings and Capital Formation,” paper prepared for
Employee Benefit Research Institute policy forum, “The Retirement Policy Challenge,” May 4, 1989.
aIncludes federal employee retirement (civilian and military), railroad retirement, and state and local employee retirement.
bIncludes pension and profit-sharing plans.
cUnpublished estimates for private noninsured pension plans from the Bureau of Economic Analysis.
dIncludes employer contributions to private plans and imputed interest.
ePrevious column plus government retirement benefits.

zero in 1987 (to –0.1 percent). This 2.7 percentage
point drop corresponds to a 3.9 percent fall in the
personal savings rate during the same period.

Trends in Savings and Pension Flows

Various economic, demographic, and legislative factors
could have contributed to the large slowdown in
growth of private pension reserves mentioned above.
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Table 8
Private Pension Reserves and
Personal Savings, 1958–1987

Personal Savings
As percentage as Percentage

Total of disposable of Disposable
Year ($ billions) income Income

1958 $ 3.6 1.1% 7.5%
1959 4.2 1.2 6.3
1960 4.3 1.2 5.8
1961 4.4 1.2 6.6
1962 4.6 1.2 6.5
1963 4.9 1.2 5.9
1964 5.6 1.2 7.0
1965 6.4 1.3 7.0
1966 7.1 1.3 6.8
1967 7.5 1.3 8.0
1968 8.4 1.4 7.0
1969 9.0 1.4 6.4
1970 9.6 1.3 8.1
1971 10.6 1.4 8.5
1972 12.2 1.4 7.3
1973 15.0 1.6 9.4
1974 18.4 1.8 9.3
1975 22.0 1.9 9.2
1976 25.9 2.1 7.6
1977 29.5 2.1 6.6
1978 34.5 2.2 7.1
1979 40.7 2.3 6.8
1980 51.1 2.6 7.1
1981 54.2 2.5 7.5
1982 55.1 2.4 6.8
1983 49.6 2.1 5.4
1984 45.3 1.7 6.1
1985 27.8 1.0 4.4
1986 11.0 0.4 4.0
1987 -2.7 -0.1 3.2

Source:  Jack VanDerhei, “What Do We Get from Today’s
Programs?  Savings and Capital Formation,” paper prepared
for Employee Benefit Research Institute policy forum, “The
Retirement Policy Challenge,” May 4, 1989.

Bernheim and Shoven (1985) assumed that the
minimum funding requirements (the minimum
pension contribution required by law) of the Em-
ployee Retirement Income Security Act of 1974
(ERISA), prior to the Omnibus Budget Reconcilia-
tion Act of 1987 (OBRA ’87), were responsible for
the reduction in contributions.16 Their study, which
specified a target saving model and estimated the
elasticity of pension contributions to changes in the
real interest rate, found that a one percentage point
rise in real interest rates would, in the long run,
reduce pension contributions by approximately 20
percent to 30 percent. Alternatively, Munnell (1987)
analyzed the impact of capital gains from both
equities and bonds on pension contributions. She
reasoned that the reduction in contributions was due
more to the combination of the full-funding limita-
tion (the maximum amount that is tax deductible
according to the law) and higher-than-expected
returns than to the minimum funding standards. Her
model emphasized the impact of the (pre-OBRA ’87)
full-funding limitation on pension contributions. She
concluded that, in the absence of the stock market
boom and the strong bond market, pension contribu-
tions would have increased by more than 50 percent
in 1986 and that the savings rate would have been a
full percentage point higher.

The recent benefit increases in the private pension
system are also a result of demographic and economic
trends. The nation’s overall work force is aging. This
means that more workers are retired and drawing
pension checks. And many workers are retiring
earlier, in part because of the increased availability of
pension benefits. Furthermore, an increasing number
of retirees and job changers may be opting for lump-
sum payments rather than for monthly pension
checks, causing more rapid withdrawals from pension
funds. More plans—both defined benefit and defined

Change in Private
Pension Reserves

One often-cited reason is that as both individual and
corporate tax rates were substantially reduced in the
1980s, the tax preference granted to pension plans was
limited, reducing employers’ incentives to contribute in
excess of the legally required minimum amount (for
defined benefit plans).

Two studies have concentrated on the reason for the
decrease in pension contributions in the 1980s.

  16For a detailed explanation of minimum funding standards and
full-funding standards, see Fundamentals of Employee Benefit
Programs, fourth ed. (Washington, DC: Employee Benefit
Research Institute, forthcoming).
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contribution—are offering lump-sum payments to
departing employees of all ages, partly to minimize
administration costs.

Recent legislation could change annual trends in both
pension contributions and benefits. TRA ’86, for
example, may have decreased benefit payments at the
margin in the near term due to the imposition of a 10
percent penalty tax for early distribution of benefits.
Meanwhile, OBRA ’87 significantly increased the
minimum funding requirements for underfunded plans,
especially for those continuing to increase benefit
promises after 1988. However, it also drastically re-
duced the full-funding limitation, thus reducing or

(1982), there are several important reasons for this
behavior.

Favorable Tax Provisions—The deferral of taxation on
employer contributions, tax deferral of investment
income on pension trust assets, and the possibility of
lower tax rates at retirement all act to increase the
effective rate of return on savings through a pension
plan. These provisions may stimulate savings; however,
secondary considerations, such as the government’s
reaction to the decreased tax revenue and the manner
in which the increased effective rate of return enters
into individual savings decisions, must also be analyzed.

Lack of Access to Pension Accumulations Prior to Retire-
ment—Employees may treat pension savings as a
substitute for nonpension savings if they can easily and
without cost borrow against accrued benefits or account
balances for consumption purposes prior to retirement.
Although the employer has the option of providing
partial access to these amounts via plan loan provisions
or withdrawal provisions (in profit-sharing plans), this
is by no means a universal occurrence. Some employees
may still be faced with pension accumulations in excess
of those that would result in a system with no restric-
tions on early distributions, thus increasing current
capital accumulation. Moreover, the trend in recent
years seems to support this position, as witnessed by the
10 percent penalty excise tax for early distributions and
the increased restrictions on 401(k) amounts. This tax
will generally make distributions prior to age 59 1/2
more expensive for the participant.

Induced Retirement—It is possible that workers who are
covered by pensions have an incentive to retire earlier
than they otherwise would. With a shortened period of
earning and a longer retirement period, workers would
have an incentive to increase their savings rate. Thus,
assuming a sufficient amount of wage growth and/or a
higher population growth rate among workers than
among retirees, there would be an increase in aggregate
savings.

Uncertainty about Benefit Receipt and Amount—Employ-
ees may underestimate the value of their pensions due
to the presence of vesting requirements, lack of index-

eliminating deductible contributions for several years
for many plans that are overfunded on a termination
basis. The net impact of OBRA ’87 on contributions
has yet to be determined.

Behavioral Aspects

One reason that public policy encourages employer-
sponsored pensions is to increase total retirement
savings. Employer pension contributions, as well as
some employee contributions, are essentially nondiscre-
tionary savings from the plan participant’s point of
view. Empirical evidence suggests that $1.00 of em-
ployer pension contributions may add as much as $0.80
to total savings (Employee Benefit Research Institute,
1984). In other words, employees do not completely
offset increases in their pension savings with decreases
in nonpension savings in an effort to keep their total
savings at a constant level. As explained in Munnell

◆ ◆ ◆

One reason that public policy encourages em-
ployer-sponsored pensions is to increase total
retirement savings.

◆ ◆ ◆
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of cumulative interest owed by the Treasury). In that
year, contributions and interest income will be almost
completely offset by outgoing dollars (including pay-
ments, administrative expense, and transfers) at just
under $3 trillion.

To develop this fund, in 1979 and 1983 Congress
adopted significant revisions to the benefit levels,
scheduled tax rates, and future retirement age. The
projected accumulation of the trust fund from the
present through approximately the year 2020 will be
followed by a drawing down of the fund over the period
following the year 2030. This will occur as a result of a

ing for terminated vested employees, and uncertainty as
to future rates of inflation (especially during retire-
ment). As a result, they may reduce their other savings
either more or less than their pension accumulations.

◆ Impact of Social Security on Savings

Social Security also contributes a large portion of
retirement income (table 5). The program has recently
entered a new phase in its development. After years as a
total pay-as-you-go system, the program is now partially
funded and is building a small trust fund to help pay for
the baby boom’s retirement. The Social Security
Administration estimates that a total of nearly $12
trillion will be in the trust fund by the end of the year
2030 ($3 trillion of excess contributions and $9 trillion

  17Hospital Insurance is not included in this discussion.

federal policy that was designed to maintain a stable
payroll tax rate over a period during which the ratio of
contributors to beneficiaries is projected to change
significantly because of expected demographic changes.

If projected Old Age, Survivors, and Disability Insur-
ance (OASDI)17 benefits were financed entirely by
current payroll tax collections on a pay-as-you-go basis,
employer and employee tax rates each would vary from
as low as 10 percent in the year 2005 to more than 16
percent after the year 2035 (Aaron, Bosworth, and
Burtless, 1989).18 The large trust fund is invested in
Treasury securities and, therefore, is basically used to
reduce the federal government deficit. Technically,
Social Security is off-budget (that is, set aside and not
counted in the national accounts), but its surpluses are
used to offset the deficit figure for Gramm-Rudman-
Hollings limitations. Therefore, there is a question
whether a sufficient trust fund is being built for the
future.

◆ Funding and Investment Effects

A recent study investigating the funding and invest-
ment of the Social Security trust fund advocates
keeping the program in close actuarial balance (Aaron,
Bosworth, and Burtless, 1989).19 However, the authors
state that a schedule of tax increases higher than are
currently planned would be needed to achieve this
balance.

The authors would prefer that the resulting Social
Security surpluses be used to increase national savings
to prepare for the large benefit payments that will be
needed when the baby boom generation retires. They
state: “Our results indicate that the added future

  18These projections use the alternative II-B assumptions from the
1989 Annual Report of the Board of Trustees of the Federal Old-Age
and Survivors Insurance and Disability Insurance Trust Funds
(Washington, DC: Social Security Administration, 1989).

  19Actuarial balance is achieved when the present value of resources
(initial balance plus projected future tax collections) is above 95
percent of the present value of future costs.

◆ ◆ ◆

A recent study investigating the funding and
investment of the Social Security trust fund
advocates keeping the program in close actuar-
ial balance

◆ ◆ ◆
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consumption that results from saving and investing
today’s Social Security surplus is more than enough to
offset all of the increased burden on future workers of
providing pensions for a larger population of retirees.”
In other words, current policy should be changed and
the trust fund should not be used to offset the deficit.

Their model is sensitive to changes in the assumptions
about productivity. The burden of future generations
will also be manageable if productivity recovers to pre-
1973 levels, even if current taxes and policies remain.

Anderson (1989) pointed out that even if the trust fund
accumulation is reflected in government savings,
national savings may not increase, or may increase by a
smaller amount. There are four reasons why increased
public-sector savings may be offset by a reduction in
private savings.

First, individuals may perceive that an increase in
government savings increases their or their heirs’
wealth and may reduce their own savings accordingly.
Second, the increase in public savings may tend to
reduce interest rates, encouraging households and
businesses to borrow more and save less. Third, if
government fiscal surpluses reduce aggregate demand
and total spending—that is, if the surpluses create a
fiscal drag on the economy that is not offset by mone-
tary policy, increased investment, or other spending—
disposable incomes may be reduced, reducing individual
and business savings. Finally, if the savings achieved
with higher payroll tax rates lower income, individuals
may have no money available to save.

In addition to the effects produced by the accumulation
of a trust fund, the investment of the fund can also
have far-reaching ramifications. Arron, Bosworth, and
Burtless also addressed the issue of changing the invest-
ment strategy of Social Security surpluses from Treasury
debt. They suggest investment in securities of govern-
ment-sponsored enterprises, such as the Federal Home
Loan Bank Board, the Federal National Mortgage
Association, and the Student Loan Marketing Associa-
tion, as a way to prevent the reserves from being used to

pay for current government activities.  Investment in
corporate securities may or may not increase invest-
ment or savings, but it could possibly create political
problems involving such issues as voting the proxies of
the stocks held.

The improved productivity that would result from
investing the trust fund in the United States might
increase the Social Security benefits owed to future
retirees. Although these possible increases in benefits
could be avoided by investing the surpluses overseas,
the largest increases in U.S. wages, compensation, and
productivity would be achieved by investing them in
the United States.

◆ Public Policy Alternatives

There are various public policy alternatives concerning
the future of the Social Security system. Auerbach
(1989) looked at two different demographic simulations
involving the birth rate: a bust simulation and a bust-
boom-bust simulation. Each of these simulations was
used to forecast how different public policies would
affect the private savings rate (among other variables)
over the next 150 years, the current year being year 0.
The bust simulation assumed a sudden and permanent
reduction in the birth rate, while the bust-boom-bust
simulation assumed a decline and increase in the birth
rate followed by a permanent drop.

Auerbach found that a policy of adjusting the payroll
tax upward to meet required benefit payments did not
lead to an increase in long-run lifetime expenditures.
However, four public policy simulations—decreasing
the replacement of preretirement pay, immediately
increasing the retirement age, gradually increasing the
retirement age, and fully taxing Social Security bene-
fits—did lead to a 4 percent long-run increase in
lifetime expenditures on consumption and leisure. This
potential increase would be gained at the expense of
those who would receive reduced benefits during the
transition period.
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anticipates that legislation will be passed and wants to
protect the trust funds from “misguided congressional
attempts to expand benefits.”

◆ Effects of TRA ’86 on Savings

Although early studies by Cagan (1965) and Katona
(1964) suggested that participation in a pension plan
would directly increase personal savings, subsequent
estimates for the amount of increase in total savings
from pensions have ranged from a low of 38 cents per
dollar of pension savings (Munnell, 1976) to a high of
84 cents (Hubbard, 1986). However, the net impact is
to increase total savings.

However, these studies were conducted prior to the
enactment of TRA ’86. This change in the tax law
reduced the highest tax bracket for individuals to 28
percent (although many taxpayers will actually have an
effective marginal rate of 33 percent). It also trans-
formed the federal income tax system into a modified
flat tax system in which many taxpayers will be taxed at
the same rate, regardless of whether they receive their
money as wages while they are still employed or as
benefits after they retire.

This does not necessarily suggest that the tax advan-
tages of private pension plans have ceased to be an
important advantage for employees. Even if all money
received from a pension plan is taxed at the same rate,
the fact that money can accumulate at a before-tax rate
of return, instead of an after-tax rate of return, increases
the eventual amount the employee receives.20

Modifications in vesting standards may also be expected
to lower the personal savings rate. As of 1989, employ-
ers choosing a cliff vesting approach must reduce the

Recent Congressional Activity

Legislation that would exempt the Social Security trust
funds from deficit calculations is expected to be taken
up by the 101st Congress. Sen. Daniel Moynihan (D-
NY) introduced a bill (S. 1785) October 24 that would
exempt the trust funds from the Gramm-Rudman-
Hollings (GRH) deficit reduction law and extend the
budget deficit targets to fiscal 1997. Rep. Bill Frenzel
(R-MN) introduced a bill (H.R. 3573) on November 1
that would exempt the trust funds from GRH after
fiscal 1993, whether or not GRH is extended beyond
that date.

  20This assumes that, in the absence of a pension plan, at least a
portion of the employee’s savings would be currently taxable. The
overall effect of the pension tax shelter on constant income
would be reduced to the extent that the nonpension savings
would be generated through unrecognized capital gains.

Sen. John Heinz (R-PA) tried unsuccessfully on No-
vember 7 to attach a provision to the debt ceiling bill
(H.J. Res. 280) that would have taken the Social
Security trust fund off budget. Heinz agreed to drop the
amendment after appeals from both Democratic and
Republican senators and a “warranty” from Senate
Majority Leader George Mitchell (D-ME) that he
would strive to bring a legislative vehicle for budget
reform to the Senate floor.

In response to these congressional efforts, the House
Ways and Means Committee held a hearing on No-
vember 2 on legislation introduced by Chairman Dan
Rostenkowski (D-IL) that would require any legislation
that would increase Social Security benefits or reduce
taxes to include commensurate changes in Social
Security spending and/or revenues (H.R. 3505).
Rostenkowski said that he does not support the removal
of trust funds from budget reconciliation, but he

◆ ◆ ◆

TRA ’86 includes other provisions in addition
to lower personal tax rates that could affect the
impact of private pensions on the savings rate.

◆ ◆ ◆
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maximum vesting period from 10 years to 5 years.21 If,
as expected, this increases pension wealth, it may
reduce the personal savings rate.

◆ IRAs and Other Defined Contribution
     Plans: Their Effect on Savings

TRA ’86 includes other provisions in addition to lower
personal tax rates that could affect the impact of private
pensions on the savings rate. One provision that could
reduce saving incentives is the restriction on IRAs.
Economists are divided in their interpretation of the
impact of IRAs on saving. Some assume that IRA
saving is primarily a transfer of existing savings from a
taxable to a tax-sheltered instrument. Others believe
that savings are sensitive to after-tax return and, thus,
that  IRAs increase retirement savings. The research of
Hubbard (1984) and Venti and Wise (1986) appear to
support the latter view.

Discussions concerning IRAs center on whether IRA
contributions represent new savings and the factors that
affect a person’s decision to contribute to an IRA.

According to Lawrence Summers, professor at Harvard
University and a research associate of the National
Bureau of Economic Research, IRA contributions
accounted for more than one-fourth of all personal
savings in 1986 (Summers,1989). He conceded that the
personal savings rate has declined since 1981, but
pointed out that other factors—such as reduced corpo-
rate pension contributions, increased consumer borrow-
ing, and renewed consumer confidence in the econ-
omy—may have masked IRAs' positive effects.

Summers also noted that if IRAs only represent a
shuffling of assets, then most IRA contributions would
be at the maximum level and would be made early in
the year. Instead, two-thirds of IRA contributors do not
make the maximum contribution. In addition, 45

percent of 1984 IRA contributions were made in 1985
(contributions for one tax year can be made through
April 15 of the following year) instead of at the begin-
ning of 1984.

Wise and Venti found that on the basis of a Federal
Reserve survey of consumer finance, 50 percent of the
money flowing into IRAs represents new savings, about
30 percent comes from the taxes individuals save by
making IRA contributions (which may have been used
by the federal government as savings to reduce the
deficit), and only about 20 percent comes from savings
that would have occurred had there been no IRAs
(Summers, 1989).

In March 1986, Wise and Venti found that IRA
contributions in 1982 were strongly correlated with
individuals’ savings habits—persons who save in one
form are also more likely to save in another. They also
found that people preferred IRA savings over other
savings, probably because of the up-front tax deduction.
Finally, they found that, although liquid assets were
positively correlated with IRA contributions, this
relationship was weak. If IRA contributions were made
simply by moving assets from other savings accounts,
the relationship would be stronger.

Hubbard (1986) found that IRAs and Keogh plans
stimulate saving and that an increase in savings posi-
tively depends on the marginal tax rate.

  22For more information on the characteristics of IRA participants,
see Salisbury, 1984 and 1989.

◆ ◆ ◆

The impact of 401(k) contributions on savings,
unlike that of IRAs, has not been subject to
empirical investigation.

◆ ◆ ◆

  21A similar type of vesting liberalization applies to sponsors
choosing the graded vesting approach.
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A study conducted by EBRI in 1984 found that
the marginal tax rate did appear to affect the decision
whether or not to make a contribution to an IRA but
did not affect the size of the contribution. This study
also found that low-income persons were unlikely to
contribute to an IRA, and those without a private
pension were no more likely than those with a pension
plan to make a contribution. In fact, those with
pensions were slightly more likely to make a contribu-
tion. Whether a person made a contribution and the size
of that contribution were largely dependent on income
and, to some extent, demographic characteristics.22

The impact of 401(k) contributions on savings, unlike
that of IRAs, has not been subject to empirical investi-
gation. There are important structural differences
between these two retirement arrangements that would
be expected to result in different influences on saving.
For example, account balances in IRAs can be with-
drawn at any time (although they, like 401(k) plan
distributions, will generally be subject to a 10 percent
penalty tax if taken prior to age 59 1/2) whereas the
ability to withdraw many types of 401(k) distributions is
severely limited for young workers. Moreover, the
annual contribution limit per individual is more than
three times larger for 401(k) plans than for IRAs, and
most employers make a matching contribution when the
employee contributes. Thus 401(k) contributions are
less likely than IRAs to result in a reshuffling of assets
from taxable to tax-sheltered investments, because
individuals would exhaust their current stock of liquid
assets more rapidly if they contributed the maximum.

However, given the basic similarities in the tax treat-
ment of 401(k) plans and IRAs (especially for individu-
als able to take a deduction for their IRA contribution),
a first-order approximation of the effect can be obtained
by assuming that the Wise/Venti findings for IRAs can
be applied to 401(k) plans. If 50 percent of the employ-
ees’ 401(k) contributions in 1988 represented new
savings, a total of $9.7 billion of new savings arose from
private-sector 401(k) plans, while public-sector plans
provided an additional $2.4 billion.

◆ Conclusion

Savings are generally regarded as a “good” in the
economy, with pension assets representing a major part.
Savings are believed to lead to increased productivity
and higher real wages. The United States has experi-
enced a declining savings rate during the past decade,
and in international comparisons the U.S. savings rate
is historically low. As policymakers consider new
methods of increasing savings, the pension system,
including Social Security, is often seen as a possible
avenue to achieving this goal. A logical first step is to
investigate how past legislation has affected pensions
and savings.

Legislation in the 1980s has greatly influenced pension
programs. From the Economic Recovery Tax Act of
1981, which expanded IRAs to all pension plan partici-
pants, to the Omnibus Budget Reconciliation Act of
1989, Congress has changed some aspect of the retire-
ment system almost annually. Additionally, changes
have been made to the Social Security system to
prepare for the large increase in benefits that will be
needed when the baby boom generation retires. The
separate and combined effects of these legislative
actions on savings can be estimated, although they are
difficult to quantify because they are interrelated and
embedded in the economy.

In addition, the retirement income system is very
complex, covering many different groups of people and
encompassing different investment strategies. Regard-
less of these measurement and evaluative limitations,
pension assets are a large component of savings. Future
legislative action affecting pensions and the Social
Security system demand careful consideration because
they are certain to impact national savings.

This Issue Brief was written by Jennifer Davis and
Jack VanDerhei of EBRI, with assistance from
the Institute's research and education staffs.
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