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Executive Summary: 
 

Social Security Reform: The Importance of Disability 
Insurance and Annuities in Individual Accounts 
 

• Disability vs. retirement benefits: An important component of Social Security is its provision of 
disability benefits—not just retirement benefits.  However, almost all of the discussion to date of 
reforming Social Security has focused on retiree benefits.  While reforms that include an 
individual account may do a better job of providing retiree benefits, individual accounts are not as 
well suited to provide a disability benefit, due to the lost years of compounding and contributions 
to an account because a disabled worker is unable to work until reaching retirement age. As a 
result, many account proponents say disability benefits should be protected from any benefit cuts.   

  
• Protecting disability benefits means deeper cuts elsewhere: If disability benefits are to be 

preserved at current-law levels, retiree benefits could be faced with cuts of an additional 25 per-
cent to 40 percent (or an equivalent increase in revenue) above what would be needed to close the 
funding gap in the program.  

• Length of receiving benefits: For those who begin to take Social Security benefits, the 
overwhelming majority receive these benefits for a considerable time; in fact, 85 percent or more 
will receive them for 10 or more years.  Questions have arisen in the individual account 
discussion about leaving funds to heirs due to an early death. The data show that far more retirees 
would need to be concerned with running out of funds than would be concerned with being able 
to leave a bequest. 

• Annuities and the poverty level: By 2015, under Model 2 individual accounts, 60 percent of the 
individuals who would receive retiree benefits would need to annuitize some or all of their 
individual account to have a total benefit that exceeds the poverty level.  But almost no private 
annuities currently available are indexed for inflation—as are current Social Security benefits. It 
is uncertain whether annuities from individual accounts would be available at all in the private 
market, whether they would be guaranteed, or how they would be priced. 
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g Social Security Reform: The Importance of Disability 
      Insurance and Annuities in Individual Accounts 
       by Craig Copeland, EBRI 
 
 
Introduction 
 The Social Security program provides various types of benefits to workers and their dependents, 
including retiree, survivor, and disability benefits.  Congress created the original Social Security 
retirement benefit program in 1935 (the Old-Age and Survivors Insurance program, or OASI), and in 
1956 added the Disability Insurance (DI) program. According to the 2005 Board of Trustees Report of the 
OASDI program, last year 39.6 million beneficiaries received retiree and survivor benefit payments from 
the OASI program, compared with 7.8 million individuals, disabled workers, and their dependents who 
received DI benefit payments. Under intermediate assumptions, the number of OASI beneficiaries is 
projected to increase by 9 percent by 2010, while the number of DI beneficiaries is expected to increase 
by 20.5 percent by 2010. The average current (2005) monthly benefit is estimated to be $955 for all 
retired workers and $895 for all disabled workers.1 
 The current debate on reforming Social Security is focused almost exclusively on retiree benefits, and 
elected officials have generally said that disability benefits would be “preserved” or “protected” under any 
reform plan that addresses the Social Security program’s looming financial shortfall.  However, in many 
cases when the Social Security Administration evaluates proposals, cuts in all benefits are assumed.2  If 
this were not the case, retiree benefits would need to be cut even more—or more tax revenue would need 
to be raised—within these proposals to achieve the standard 75-year actuarial balance for the program.   
 Another important feature of the Social Security program is that benefits are indexed for inflation and 
payable for the life of retirees or for the full amount of time that individuals are eligible to receive 
survivor or disability benefits.  This protects retirees from longevity risk (outliving their income) and 
against inflation risk (inflation lowering the purchasing power of the benefits over time).  The creation of 
individual accounts within Social Security, as being promoted by President Bush, could change the nature 
of the payouts of the benefits by possibly including lump-sum distributions, rather than the current system 
of a monthly annuity payment for life.  However, to protect against adding longevity risk for 
beneficiaries, most individual accounts proposals have stipulated that some or all the account must be 
annuitized for retiree benefits—for instance, up to a level that the traditional Social Security benefit and 
the annuitized amount of the individual account would provide a benefit at least equal to the poverty 
level.  What is not clear is how many people this “threshold level” would affect or how much of the 
account would have to be used for the annuity.3  Furthermore, how or by whom these annuities will be 
provided has not been discussed.  These are very important administrative factors in determining how 
successful the provision of benefits under an individual account system might be. 
 This article addresses these issues by examining the percentage of individuals born in specific years 
who will have OASI benefits, DI benefits, both, or neither over their lifetimes, and how long they will 
receive retiree benefits.  In addition, this analysis determines the percentage of individuals whose retiree 
benefit would be below the poverty level, a threshold for requiring annuitization under some individual 
account proposals, for each year of birth studied.  Furthermore, it compares disability benefits under an 
individual account plan with those under other proposals that would fully fund current-law benefits or 
reduce benefits to achieve actuarial balance. 
 This study builds upon the May 2005 EBRI Issue Brief4 that examined different Social Security reform 
options by comparing the same options described in that report but focusing on disability benefits rather 
than retirement benefits.  Again, GEMINI from the Policy Simulation Group is the simulation model used 
for these comparisons.5  The “carve-out” individual account plan used in this comparison is Model 2 from 
the 2001 President’s Commission to Strengthen Social Security Report.6  The other options that provide 
benchmark levels of benefits to compare with the benefits resulting from Model 2 are: 
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• Current-law benefits with taxes raised. 
• A “cliff” benefit cut (steep cut in benefits at the time of the projected OASDI Trust Fund 

depletion date). 
• A gradual reduction in current-law benefits over a 50-year period.7   

 
 Figure 1 compares the benefits of lifetime average earners under these options for four birth years.  
Two benefit levels are presented for Model 2: one assuming equity rates that vary and are from a 
distribution of returns that match historical rates, and a second assuming 100 percent investment in 
Treasury Bonds to account for risk in the equity market.8  In addition, a progressive price indexing benefit 
level is presented to show how the benefits under that type of reform compare with the options used in 
this study.9 
 Figure 2 shows benefit levels for these same options, but for workers with 200 percent of average 
earnings over their careers.  In comparing these two figures, it is clear that the progressive price indexing 
reduces benefits substantially for higher earners, while leaving the average- to lower-earners’ benefits 
closer to current-law benefits.  For the youngest individuals examined, the projected benefits under 
progressive price indexing are the lowest of the options provided for the 200-percent-of-average earners, 
but for average earners only current-law benefits and Model 2 with historical equity return benefits 
exceed the progressive price-indexing benefits. 
 The remainder of this study compares disability benefits between this carve-out individual account 
plan and the options described above that provide benchmark benefit levels that are funded over the 
standard 75-year period.  In addition, the distribution of individuals who receive the Old-Age, Survivors, 
and Disability Insurance (OASDI) benefits is presented.  The percentage then is determined for the 
duration of retiree benefits receipt across birth years.  The conclusion discusses the importance of the 
study’s findings. 
 
Disability Benefit Comparison 
 Following the procedure used in the May 2005 EBRI Issue Brief, all individuals who receive disability 
benefits are compared in terms of their initial benefit level among the various options studied.  The base 
of the comparison is the benefits from Model 2 assuming historical equity market rates of return.10  
Therefore, among individuals currently 50 years old (born in 1955), 15.8 percent of those receiving 
disability benefits would have a higher initial benefit under Model 2 than they would under current-law 
benefits (Figure 3).  However, this decreases to 3.6 percent of those born in 2015.  For the other options, 
the trends over the birth years are significantly different: In comparison to the “cliff benefit cut” option, 
the percentage of individuals receiving a higher initial benefit under Model 2 follows the current-law 
comparison until the 1985 birth cohort (currently 20 years old), when the benefit cut first goes into effect.  
Due to the steep nature of the benefit cut for those in this birth year, the share that would get a higher 
benefit under Model 2 individual accounts climbs to 64.7 percent.  However, the percentage who would 
have a higher initial disability benefit under Model 2 declines for those born after 1985, reaching         
22.6 percent of those born in 2015.   
 Comparing Model 2 with the gradual reduction in benefits option, those with an individual account 
who would have a higher initial disability benefit would remain relatively constant at around 20 percent 
for those born from 1955 to 2005, before declining to 12.2 percent for those born in 2015.  The 
percentage doing better under Model 2 for disability benefits does not change significantly in this study, 
as it did for retiree benefits, because the individual account cannot make up for the cuts in benefits under 
Model 2 due to the lost years of compounding and contributions, since a disabled worker, by definition, is 
unable to work until reaching retirement age. 
 The percentage having a higher benefit does not demonstrate how much higher the benefit is under 
these options.  Figure 4 presents the median of the percentage differences in all the disability benefit 
levels between Model 2 and the other options.11  For those born in 1955, the median difference between 
Model 2 individual accounts and each of the other options was 2.6 percent lower for Model 2.  However, 
this median difference becomes more than 10 percent lower for Model 2 relative to the gradual reduction 
in benefits and more than 20 percent lower relative to the other two options for those currently 30 years 
old (born in 1975).   



Figure 1
Initial Annual Retiree Benefit Levels for Average Wage Earners 
Retiring at Age 65 for Those Born in 1965, 1985, 1995, and 2005
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Source: Employee Benefit Research Institute analysis using SSASIM and GEMINI from the Policy Simulation Group.

Figure 2
Initial Annual Retiree Benefit Levels for 200 Percent of Average 

Wage Earners at Age 65 for Those Born in 1965, 1985, 1995, and 2005
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Figure 3
Percentage of Individuals Who Would Have a Higher Initial Disability Benefit Under Model 2, 

Assuming Historical Equity Market Rates of Return, Compared With "Current-Law 
Benefits With Taxes Raised," "Cliff Benefit Cut," and "Gradual Reduction in Benefits," 

by Birth Year, 1955–2015

Source: Employee Benefit Research Institute analysis using GEMINI from the Policy Simulation Group.
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Figure 4
Median Percentage Difference in Initial Disability Benefits Under Model 2, 

Assuming Historical Equity Market Rates of Return, Relative to "Current-Law
Benefits With Taxes Raised," "Cliff Benefit Cut," and "Gradual Reduction 

in Benefits," by Birth Year, 1955–2015

Source: Employee Benefit Research Institute analysis using GEMINI from the Policy Simulation Group.
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 For those born in 1985, under Model 2 the median percentage difference relative to the cliff benefit cut 
option is 5.7 percent higher even when almost 65 percent of the individuals receiving disability benefits 
born in this year have a higher benefit under Model 2.  For those born after 1985, the median percentage 
difference between Model 2 and the cliff benefit cut trends significantly lower.   
 The median percentage difference between Model 2 and a gradual reduction in benefits continues to 
increase for those born in 1985, and eventually is 22.6 percent lower under Model 2 for those born in 
2015.  The median percentage difference of disability benefits under Model 2 relative to current law 
benefits also is significantly lower under Model 2, becoming 48.8 percent lower for those born in 2015.   
 While Figure 4 provides a summary of the median percentage difference in benefits under Model 2 
relative to the other benchmark options, it does not provide the full distribution of differences in benefits 
between the options that all the individuals within the birth years could face.  Figure 5 shows the entire 
distribution of benefit differences under Model 2 relative to each of the benchmark options for 50-year-
olds (those born in 1955).  This shows that the median difference in benefits is 2.6 percent lower under 
Model 2 individual accounts, but also shows that 40 percent of the individuals born in 1955 who will 
receive a disability benefit would have a benefit that is more than 5 percent lower under Model 2 relative 
to the other options, and 10 percent would have a benefit under Model 2 that is more than 5 percent 
higher. 
 For 20-year-olds (those born in 1985), after the cliff benefit cut has gone into effect, the benefit 
difference distribution becomes much more disperse (Figure 6).  For 40 percent of those born in 1985 and 
receiving disability benefits, the benefits under Model 2 individual accounts would be 5–15 percent 
higher than under the cliff benefit cut option.  However, 20 percent of those born in 1985 would have 
disability benefits that are more than 20 percent lower under Model 2.  In contrast, 15 percent would have 
benefits that are more than 20 percent higher under Model 2.   
 Also, 60 percent of those born in 1985 would have about 15 percent lower disability benefits under 
Model 2 individual accounts than under the gradual reduction in benefits.  However, for 10 percent of 
these individuals (those born in 1985), Model 2 disability benefits would be more than 10 percent higher 
than under a gradual reduction in benefits.  Furthermore, 70 percent would have Model 2 disability 
benefits that are more than 20 percent lower than under current-law benefits with taxes raised.   
 The overwhelming majority of individuals born in 2015 who would receive disability benefits would 
have significantly lower benefits under Model 2 than under the other options, including virtually all 
individuals relative to current law and more than 85 percent relative to a gradual reduction in benefits 
(Figure 7).  In fact, under Model 2, disability benefits would be more than approximately 50 percent 
lower than current-law benefits for 50 percent of these individuals. 
 
Protecting Disability Benefits by Cutting Retirement Benefits 
 The differences in benefits between Model 2 and the other options are quite substantial for many 
individuals.  Furthermore, the comparison levels from the cliff benefit cut and gradual reduction in 
benefits already include significant reductions in benefits from current law.  However, the changes in 
benefits under these options are assumed to affect all benefits—retirement, disability, and survivors.  Yet, 
there is general discussion in the current political debate over Social Security about maintaining disability 
benefits at their current level.  The next section of this analysis examines what this scenario means: That 
any benefit cuts would be imposed only on retirement benefits.   
 To illustrate the additional cuts (or revenue increase equivalent) in retirement benefits that would be 
necessary to maintain disability benefits at the current level, the cliff benefit cut and gradual reduction in 
benefits levels from Figures 1 and 2 are presented in Figure 8.  In addition to these benefit levels, this 
figure shows the benefits that would be able to be paid given the current revenue projections, if disability 
benefits were maintained and if disability and survivor benefits were maintained at current-law levels.  
Under the cliff benefit option, retirement benefits would need to be cut by additional 36 percent to 
maintain disability benefits and 42 percent to maintain disability and survivor benefits.  Under the gradual 
reduction in benefits option, retirement benefits would need to be cut an additional 25 percent to maintain 
just disability benefits and an additional 31 percent to maintain disability and survivor benefits.   
 



-20%

-15%

-10%

-5%

0%

5%

10%

15%

5 10 15 20 25 30 35 40 45 50 55 60 65 70 75 80 85 90 95
Percentile

Currrent-Law Benefits
With Taxes Raised

Cliff Benefit Cut

Gradual Reduction in
Benefits

Figure 5
Distribution of the Percentage Differences in Initial Disability Benefits Under 

Model 2, Assuming Historical Equity Returns, Relative to "Current-Law 
Benefits With Taxes Raised," "Cliff Benefit Cut," and "Gradual Reduction 

in Benefits," for Those Born in 1955

Source: Employee Benefit Research Institute analysis using GEMINI from the Policy Simulation Group.

-60%

-40%

-20%

0%

20%

40%

60%

5 10 15 20 25 30 35 40 45 50 55 60 65 70 75 80 85 90 95

Percentile

Currrent-Law Benefits
With Taxes Raised

Cliff Benefit Cut

Gradual Reduction in
Benefits

Figure 6
Distribution of the Percentage Differences in Initial Disability Benefits Under

Model 2 Assuming Historical Equity Returns Relative to "Current-Law 
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Source: Employee Benefit Research Institute analysis using GEMINI from the Policy Simulation Group.
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Figure 8
Initial Annual Retiree Benefit Levels for Average Wage and 200 Percent of 

Average Wage Earners Retiring at Age 65 Under Two Reform Options Cutting 
and Not Cutting Disability and Survivor Benefits, for Various Birth Years
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Distribution of OASDI Taxes and Benefits Incidence 
 One argument for an individual account plan in the Social Security program is that individuals could 
build assets and, if they die before receiving benefits, give this account to their heirs.  However, the 
number of individuals who pay Social Security taxes during their lifetime but do not collect benefits has 
not been well documented.  A key feature of the GEMINI model is its ability to simulate the lives of a 
sample representative of all those born in a specific year.  Therefore, the percentage of individuals born in 
a specific year who pay or do not pay OASDI taxes and collect or do not collect OASDI benefits can be 
determined.   
 For individuals born in 1955 (currently 50 years old), just over 60 percent paid OASDI taxes and 
collected retiree benefits only (Figure 9).  Another 17 percent paid OASDI taxes and received both 
disability benefits and retiree benefits, and 3 percent paid OASDI taxes and received disability benefits 
only.  Roughly 5 percent of the individuals born in 1955 did not pay OASDI taxes or collect OASDI 
benefits.  Thus, almost 14 percent of those born in 1955 will pay OASDI taxes but will not collect an 
OASDI benefit.12   
 The percentage of individuals born in every 10 years after 1955 until 2015 are projected to have a 
similar percentage (approximately 60 percent) who would pay OASDI taxes and collect retiree benefits 
only.  However, the percentage of individuals who would pay OASDI taxes and receive both disability 
and retiree benefits increases to 25 percent for those born in 2015.  With the other groups staying 
essentially unchanged, the percentage who would pay OASDI taxes but not collect OASDI benefits 
would decline to 8 percent among those born in 2015.  Therefore, under the projected increases in 
longevity, a smaller percentage of individuals are expected to work, pay taxes, but not receive benefits.   
 While approximately 60 percent of the individuals born in these years will receive retiree benefits only, 
how long they receive these benefits is also important in determining what percentage of individuals could 
potentially have sufficient individual account balances at death to leave a bequest.  Not only can GEMINI 
determine whether an individual receives a benefit, it also can determine how many years the individual 
receives the benefits. 
 For those who were born in 1995 and receive retiree benefits, approximately 84 percent will receive 
the benefits for 10 or more years (Figure 10).  Another 9 percent will receive benefits for five to nine 
years.  Only 4 percent will receive benefits for two years or less.  This distribution is expected to continue 
with a modest increase in the percentage receiving benefits for 10 or more years, reaching 90 percent of 
those born in 2015.  However, this includes a significant increase in the percentage expected to receive 
benefits for 20 or more years, from 58 percent of those born in 1955 to 72 percent of those born in 2015. 
 
Percentage Whose Traditional Defined Benefit Amount Is Below the Poverty 
Level 
 A carve-out individual account plan generally would include a reduction in benefits that “offsets” the 
amount that is going into the individual account instead of going to pay benefits through the traditional 
system.  Consequently, the traditional defined benefit amount would be significantly lower than it is now 
for most retirees.  In fact, the amount for many retirees could be below the federal poverty level.  
However, a retiree’s total benefit would also include the amount that is in the individual account plan.  
Some proposals have suggested that all of the account balance be annuitized (turned into a regular 
payment for life, typically monthly) so that retirees would receive benefits that resemble in payment the 
benefits that they get now.  However, other ideas for the account have included only annuitizing the 
account in order to provide a benefit that, together with the traditional benefit, would keep the retiree 
above the poverty level throughout the remainder of his or her lifetime.   
 Using Model 2 as an example of a carve-out individual account plan, the percentage of retirees 
projected to have a traditional defined benefit amount less than the poverty level increases as the year in 
which the retiree turns 65 goes further into the future.  For those individuals currently 50 years old (born 
in 1955) who will receive a retiree benefit, 33.5 percent would have a retiree benefit below the poverty 
level (Figure 11).13  This percentage continues to increase to 60.0 percent of those born in 2015 who will 
receive a retiree benefit.  As the percentage of retirees who have a traditional benefit below the poverty 
level increases, the total amount of dollars from the individual accounts needed to provide the annuities to 
bring those individuals up to the poverty level also significantly increases over this time period. 



Figure 9
Distribution of Individuals Across OASDI Taxes Paid and 

OASDI Benefits Received Status, by Birth Year, 1955–2015 
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Figure 10
Distribution of Years Receiving Retiree Benefits for Those 
Only Receiving These Benefits, by Birth Year, 1955–2015
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 As these data show, a significant number of individuals are projected to need an annuity in order to 
protect against the longevity risk of falling into poverty in their old age.  Because almost none of the 
annuities currently sold in the United States are indexed for inflation, having an annuity is not enough to 
prevent retirees from falling into poverty.  A price-indexed annuity would be needed to ensure that the 
retirees maintain their purchasing power throughout retirement.  Social Security’s benefits today have that 
protection, but it is uncertain whether such indexed annuities would be available in the private market for 
individual account holders.  Consequently, questions abound surrounding the provision of annuities from 
individual Social Security accounts: Who will sponsor the annuity? Who will back up an annuity provider 
if it goes bankrupt and can no longer pay the promised benefits?  Other issues include whether health 
status and/or age of an individual will affect the price of the annuity.  Therefore, as important as annuities 
are to the implementation of individual account plans, there are still many unresolved issues on how they 
would work in practice under such an arrangement.14 
 
Conclusion 
 Reforming Social Security is a difficult and complex task, since there are many parts of the program to 
be addressed under any changes.  An important component of Social Security is its provision of disability 
benefits—not just retirement benefits.  However, almost all of the discussion to date of reforming Social 
Security has been focused on the retiree benefits.  While a set of reforms, such as those including an 
individual account, may do a better job of providing retiree benefits, they are not as well suited to provide 
a disability benefit.  This is due to the lost years of compounding and contributions to an account that a 
disabled worker experiences because he/she is unable to work until reaching retirement age.  Therefore, 
many reform proponents have suggested that disability benefits be preserved or protected from any 
benefit cuts.   
 As this study shows, disability benefits under a Model 2-type individual account plan do not compare 
as favorably as retiree benefits with the benchmark reform comparisons.  When Model 2 does compare 
favorably—such as for individuals born in 1985 who would have higher benefits under Model 2—the 
magnitude of that benefit difference is just 5 percent higher for the median disability beneficiary.   
 Regardless of the reform proposal, maintaining disability benefits and/or survivor benefits could force 
even more cuts on the retirement side of the program or increase the revenue necessary to bring Social 
Security out of its projected actuarial deficit.  For example, the cliff benefit cut option would require an 

Figure 11
Percentage of Individuals Receiving Retirement Benefits Whose Traditional Defined 

Benefit Amount Under Model 2 Would Be Below the Poverty Level,  by Birth Year, 
1955–2015
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Source: Employee Benefit Research Institute analysis using GEMINI from the Policy Simulation Group.
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additional 36 percent reduction to preserve disability benefits, and an additional 42 percent reduction if 
disability benefits and survivor benefits are preserved (on top of the 38 percent cut to balance the 
revenues and cost when all benefits are assumed to be reduced).  For the gradual reduction in benefits 
option, there would need to be additional cuts of 25 percent and 31 percent, respectively (in addition to 
the ultimate 33 percent cut by 2065). 
 One potential benefit of an individual account reform plan is the individuals’ ability to build wealth 
through these accounts and to pass these assets on to their heirs if they die before receiving benefits.  
However, less than 15 percent of those born in 1955 will pay OASDI taxes and not receive any benefits 
from Social Security.  Furthermore, as longevity is projected to increase, this is expected to be less than 
10 percent for those born in 2015.   
 Also, under an individual account plan, individuals who do begin to receive benefits may not receive 
them for very long and be able to pass on any residual account balance to heirs, as the accounts would be 
depleted over time.  For those who do begin to take Social Security benefits, the overwhelming majority 
receive these benefits for a considerable time; in fact, more than 90 percent are expected to receive their 
benefits for five or more years, 85 percent or more for 10 or more years, and from 60–70 percent for 20 or 
more years.  Therefore, given this distribution, far more retirees would need to be concerned with running 
out of funds than would be concerned with being able to leave a bequest. 
 Once the concern for running out of money becomes prevalent, the subject of annuities arises, as they 
are a product for insuring against this longevity risk.  Some proposed individual account plans would 
require the annuitization of the entire account balance upon receiving benefits, while others suggest 
annuitizing up to some threshold level—a common threshold being the poverty level.  In this study, under 
Model 2 individual accounts, the percentage of retirees who would need to annuitize some or all of their 
account balance increases with the year in which they turn age 65.  For example, for those born in 1955, 
33.5 percent of those receiving retiree benefits would have the traditional defined benefit amount below 
the poverty level, making it necessary to annuitize some of their individual account to reach that level.  
This percentage is projected to grow to 60.0 percent for those in born 2015.15  Consequently, a majority of 
retirees in future years would need an annuity to meet a standard threshold for these types of reforms.  
However, it is not clear who would provide the annuity and whether it would be price-indexed, as is the 
current traditional Social Security defined benefit.  
 Although there has been much discussion of reforming Social Security and its effects on retirees, a 
major component of the program (disability benefits) and a potentially necessary feature of an individual 
account plan (annuities) have not been sufficiently discussed to clarify all of the implications of the 
proposed changes.  “Preserving” disability benefits would require significantly more cuts to retiree 
benefits than would be required to close the actuarial deficit, or even more revenue to do so.  
Consequently, a discussion of how these benefits are going to be preserved and where additional revenue 
will come from is needed, or disability beneficiaries will face benefit cuts that they, in many cases, are not 
prepared to face.   
 Furthermore, the use of annuities in an individual account plan raises many questions.  Who will 
provide them?  Can the private sector do so?  How much will they cost?  Who will regulate them?  Will 
they be price indexed?  All these questions, and more, need answers, or a significant number of retirees 
with individual Social Security accounts could be faced with running out of money before they run out of 
time. 
 
Endnotes 
1 See “Facts from EBRI: The Basics of Social Security, Updated With the 2005 Board of Trustees Report,” EBRI 
Notes, no. 5 (Employee Benefit Research Institute, May 2005): 6. 
 
2 See Social Security Administration, “Long Range Solvency Proposals,” Actuarial Publications (Social Security 
Administration, May 26, 2005) for memorandums on the solvency of various Social Security reform proposals to 
see how they deal with disability benefits. Available at www.ssa.gov/OACT/solvency/index.html.  
3 See Social Security Administration, “Poverty-level Annuitization Requirements in Social Security Proposals 
Incorporating Personal Retirement Accounts,” Issue Paper  (Social Security Administration, April 2005). Available 
at www.ssa.gov/policy/docs/issuepapers/ip2005-01.pdf.  In this study, the percentage of retirees who would need to 
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annuitize some of all of their account to meet a poverty threshold is studied for a Social Security reform proposal 
from Sen. Lindsey Graham (R-SC).  This EBRI Notes uses the 2001 President’s Commission to Strengthen Social 
Security Model 2 to determine similar findings. 
4 See Craig Copeland, “Comparing Social Security Reform Options,” EBRI Issue Brief no. 281 (Employee Benefit 
Research Institute, May 2005).   
5 See Martin Holmer, “Introductory Guide to GEMINI,” Policy Simulation Group (June 2005), for a detailed 
description of GEMINI. Available at www.polsim.com/guide2.pdf.  
6 See President’s Commission to Strengthen Social Security, Strengthening Social Security and Creating Wealth for 
All Americans; Final Report. December 2001. Available at www.csss.gov/reports/Final_report.pdf.  This study 
assumes 100 percent participation in the individual account.   
7 See Copeland, op. cit., 2005, for further details on these options. 
8 See Martin Holmer, Introductory Guide to SSASIM, Policy Simulation Group (June 2005), available at 
www.polsim.com/guide.pdf, for a description of the stochastic estimation of equity market returns in SSAIM to 
match historical rates of return that is used in this analysis.  Briefly, the process for generating the equity returns is a 
lognormal fixed-mean random walk with a mean of 6.5 percent and standard deviation of 20.27 percent, historical 
values from 1926 to 1990.  Under a 55 percent equity and 45 percent Treasury bond asset allocation, the expected 
rate of return under the accounts in this analysis would match the 4.9 percent rate of return used in the PCSSS’ 
report to evaluate Model 2.  This allocation is assumed across all individuals for all of their working years.  The real 
Treasury bond rate of return is assumed to be 3.0 percent, matching the 2004 OASDI trustees’ report assumption.  
The 100 percent allocation to Treasury bonds is a strategy for accounting for the risk of investing the equity market 
in simulations, and that is what is used in the alternative assumption on asset returns.   
9 The progressive price indexing numbers are derived from the formula outlined in the Social Security 
Administration Memorandum on Robert Pozen’s proposal.  See Stephen C. Goss, “Estimated Financial Effects of a 
Comprehensive Social Security Reform Proposal Including Progressive Price Indexing.” Social Security 
Administration Memorandum (February 10, 2005).  Available at 
www.ssa.gov/OACT/solvency/RPozen_20050210.pdf. 
10 For the remainder of this section, all the comparisons with Model 2 assume historical equity market rates of 
return.  The percentage having a higher benefit would be lower under 100 percent Treasury bond investment and the 
percentage difference in benefits from Model 2 would be larger, relative to the other options; in other words, the 
benefits one would receive under Model 2 would be significantly lower than the other options. 
11 In Figure 4, a negative percentage difference means that Model 2’s median benefit is lower, and a positive 
percentage difference means that the Model 2’s median benefit is higher.   
12 This does not include benefits that dependents of these individuals may receive.  This percentage includes only 
benefits received directly by the individual.   
13 The poverty threshold level used in this study is the 2004 level for those ages 65 or older of $9,060, as reported at 
the Census Bureau’s website www.census.gov/hhes/www/poverty/threshld/thresh04.html.  The percentage needing 
an annuity to have their total benefit to be above the poverty level was determined using each individual’s defined 
benefit amount, not the family benefit amount.   
14 See Virginia P. Reno, Michael J. Graetz, Kenneth S. Apfel, Joni Lavery, and Catherine Hill (eds.), Uncharted 
Waters: Paying Benefits from Individual Accounts in Federal Retirement Policy, Study Panel Final Report 
(Washington, DC: National Academy of Social Insurance, January 2005) for a further discussion of payout issues 
from individual accounts. 
15 Under Model 2, the offset rate for the individual account is set at a rate below the assumed Treasury bond rate.  
However, current discussion has the offset rate at the Treasury bond or at least closer to that in the Model 2 option.  
With a higher offset rate, the traditional benefit of Social Security would be lower for beneficiaries as more of the 
benefit would be reduced to compensate for the higher offset rate.  Thus, the percentage of retirees who would have 
a traditional benefit below the poverty level would increase.  Therefore, the estimates in this study can be thought of 
as a lower bound on those needing to take an annuity.  
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g Facts from EBRI: 
   The Basics of the Pension Benefit Guaranty Corporation 
     by Ken McDonnell, EBRI 
 
Overview 
• The first U.S. private-sector pension plans were created in the late 1800s by the railroad industry. 

While there were numerous pension plan failures over the years in various industries, the pivotal 
event that led to comprehensive federal regulation was the 1963 collapse of the Studebaker Company, 
the oldest major automaker in the nation. About 11,000 workers were affected by the termination of 
Studebaker’s pension plans.  The Studebaker case created strong political support for enactment of 
the Employee Retirement Income Security Act of 1974 (ERISA), the major federal law that governs 
private-sector retirement and health plans.  

• ERISA established new requirements for private-sector defined benefit pension plans regarding 
participation, funding, vesting, reporting, fiduciary duties, and financial disclosure. The law also 
established the Pension Benefit Guaranty Corporation (PBGC) as a federal corporation.  

• The PBGC currently guarantees payment of basic pension benefits for more than 44 million 
American workers and retirees participating in more than 31,000 private-sector defined benefit 
pension plans as of 2003. The agency receives no funds from general tax revenues. Operations are 
financed largely by insurance premiums paid by companies that sponsor pension plans and by 
PBGC's investment returns. 

• PBGC has three principal missions:  
o To encourage the continuation and maintenance of voluntary private pension plans for the benefit 

of their participants.  
o To provide for the timely and uninterrupted payment of pension benefits to participants and 

beneficiaries under covered plans when bankruptcy occurs. 
o To maintain premiums at the lowest level consistent with fulfilling its obligations. 

• The program insures only private-sector defined benefit plans; it does not insure church or public-
sector pension plans, nor does it insure defined contribution plans (such as 401(k) plans).   

• The program is designed to be self-financing.  Revenue consists of premiums paid by plan sponsors, 
assets acquired from terminated plans, recoveries from terminated sponsors, and earnings from 
invested assets.   

• PBGC’s liabilities are not explicitly backed by the full faith and credit of the federal government; 
doing so would require a change in the law. 

• The PBGC covers both single-employer and multiemployer pension plans. Multiemployer plans are 
collectively bargained (union) plans to which more than one company makes contributions. As of the 
end of fiscal year 2004 (Sept. 30, 2004), the single-employer program accounted for virtually all of 
the PBGC’s deficit.  

 
Single-Employer Program (SEP) 
• PBGC SEP-insured participants and plans, year-end 2003: 

o Total insured participants: 34.6 million.  
o Total active insured participants: 17.2 million.  
o Single-employer plans: 29,512.  

• Financial position of the PBGC single-employer program as of Sept. 30, 2004:  
o Total assets held: $39.0 billion. 
o Present value of future benefits owed to covered workers and to “probable terminations:” $60.8 

billion. 
o Net fiscal position: a deficit of $23.3 billion, including “probable terminations.” 
o The single-employer program has operated in a negative net fiscal position throughout the history 

of PBGC, except from 1996–2001.  The largest pension default in PBGC history was the 
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termination of United Airlines’ plans in 2005, which were underfunded by an estimated $9.8 
billion before adjustment for the level of PBGC guarantees (which are less than full benefit 
promises) and for recovery that PBGC may gain should United emerge from bankruptcy and be 
successful. The largest previous U.S. pension default was Bethlehem Steel’s $3.6 billion in 
underfunding in 2002. 

• Insurance activity as of Sept. 30, 2004:  
o Benefits paid to PBGC-covered single-employer pension participants: $3.0 billion. 
o Total participants in plans trusteed and planning trusteeship by PBGC: 961,000. 
o Number of single-employer participants receiving benefits from the PBGC: 517,900. 
o Plans trusteed and planning trusteeship by PBGC: 3,469. 

• Under the single-employer program, PBGC pays monthly retirement benefits up to a guaranteed 
maximum.  The maximum payments in 2005 for a single life annuity are: 
o At age 65: $3,801.14 a month (or $45,614 per year). 
o At age 62: $3,002.90 a month (or $36,035 per year). 
o At age 60: $2,470.74 a month (or $29,349 per year). 
o At age 55: $1,710.51 a month (or $20,526 per year). 
o Benefit increases and new benefits are only partially covered by PBGC's guarantee if they have 

been in the plan less than five years on the date of plan termination. PBGC guarantees the larger 
of 20 percent or $20 per month of the increase for each whole year since the benefit increase. 
Participants may receive the full benefit increase if the increase has been in the plan more than 
five years. Generally, benefit increases occurring within one year of plan termination are not 
guaranteed. 

 
Multiemployer Program (MEP) 
• PBGC MEP insures multiemployer plans, defined as collectively bargained pension arrangements 

involving unrelated employers, usually in a common industry, such as construction, trucking, textiles, 
or coal mining.  

• Under the multiemployer program, PBGC provides financial assistance through loans to plans that are 
insolvent (that is, plans that are unable to pay basic PBGC-guaranteed benefits when due). Before a 
plan receives financial assistance from PBGC, it must suspend payment of all benefits in excess of the 
guarantee level. 

• PBGC MEP-insured participants and plans, year-end 2003: 
o Total insured participants: 9.8 million. 
o Active insured participants: 4.9 million. 
o Multiemployer plans: 1,623.  

• Financial position of the multiemployer program as of end of fiscal year 2004, ending Sept. 30, 2004: 
o Total assets held by the multiemployer program: $1.1 billion. 
o Present value of future benefits: $3 million. 
o Nonrecoverable future financial assistance (PBGC assistance to insolvent MEP plans, technically 

considered a loan but unlikely to be repaid), present value: $1.3 billion. 
o Net fiscal position of the multiemployer program: a deficit of –$236 million. 

• Insurance activity as of end of fiscal year 2004, ending Sept. 30, 2004: 
o Benefits paid: $1 million.  
o Total participants in plans trusteed and planning trusteeship by PBGC: 100,000. 
o Number of multiemployer participants receiving benefits from the PBGC: 320. 
o Plans trusteed and planning trusteeship by PBGC: 27. 

• The Consolidated Appropriations Act of 2001, signed into law on Dec. 21, 2000, increased the benefit 
guarantee in multiemployer plans to the product of a participant’s years of service multiplied by the 
sum of (1) 100 percent of the first $11 of the monthly benefit accrual rate and (2) 75 percent of the 
next $33 of the accrual rate. For someone with 30 years of service, this raised the guaranteed limit to 
$12,870. 
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For More Information 
• PBGC Web sites and documents: 

o PBGC Web site: www.pbgc.gov/ 
o PBGC annual reports: Most recent is for 2004, www.pbgc.gov/publications/annrpt/ 
o PBGC Pension Insurance Databook (most recent is 2003): 

www.pbgc.gov/publications/databook/default.htm 
o PBGC Fact Sheets: www.pbgc.gov/publications/factshts/default.htm 
o Testimony on PBGC’s Condition, by PBGC Director Bradley Belt, April 26, 2005, before the 

Senate Health, Education, Labor, and Pensions Committee: 
www.pbgc.gov/news/speeches/testimony_042605.htm 

• U.S. Government Accountability Office (GAO): 
o Pension Benefit Guaranty Corporation: Structural Problems Limit Agency’s Ability to Protect 

Itself From Risk, Statement of David M. Walker, Comptroller General of the United States, 
Testimony before the Subcommittee on Government Management, Finance and Accountability, 
Committee on Government Reform, House of Representatives, March 2, 2005 (GAO-05-360T), 
www.gao.gov/new.items/d05360t.pdf 

o Current and Emerging Challenges in Retirement Security (PowerPoint presentation by David M. 
Walker, Comptroller General of the United States, Dec. 13, 2004. Slide 28: “Several Reforms 
Might Improve Plan Funding and Reduce the Risks to PBGC's Long-term Viability.” 
www.gao.gov/cghome/aicpaben20041204/aicpaben20041204.pdf 

• Congressional Research Service (CRS): 
o “Can the Pension Benefit Guaranty Corporation Be Restored to Financial Health?” CRS Report 

to Congress, Order Code RL32702, Dec. 16, 2004. 
www.ilr.cornell.edu/library/downloads/keyWorkplaceDocuments/CRS/CrscanthePension.pdf 

 
Sources: Pension Benefit Guaranty Corporation, 2004 Annual Report (Washington, DC: Pension Benefit Guaranty 
Corporation, 2005), www.pbgc.gov/publications/annrpt/default.htm; 2003 Pension Insurance Fact Book 
(Washington, DC: Pension Benefit Guaranty Corporation, 2004) www.pbgc.gov/publications/databook/default.htm; 
and PBGC Fact Sheets, www.pbgc.gov/publications/factshts/default.htm  

 
                    

 
 
 

Figure 1 
PBGC Single-Employer Program Funded Status 

($ billions) 

 Sept. 30, 
2004 

Sept. 30, 
2003 

Sept. 30, 
2002 

Sept. 30, 
2001 

Assets $39.0 $34.0 $25.4 $21.8 
Liabilities 62.3 45.3 29.1 14.0 
Net Position (23.3) (11.2) (3.6) 7.7 
Benefit Payments for Prior Fiscal Year 3.0 2.5 1.5 1.0 
Reasonably Possible Exposure 96.0 83.9 35.4 10.9 
Sources: Congressional Research Service report RL32702, based on PBGC 2004 Performance and Accountability Report, 
PBGC 2003 and 2002 annual reports. Note: Due to rounding, assets minus liabilities may not equal net position. 
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Figure 2
Defined Benefit Pensions: Active Participant Trends 
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Source: Employee Benefit Research Institute calculations based on data from the Pension Benefit Guaranty Corporation.
* Estimates.

Figure 2 shows the trend in the number of active participants in single-employer defined benefit 
pension plans—the number of currently active (as opposed to retired) workers who will be eligible to 
receive a pension benefit when they retire. From a high of 22.2 million workers in 1988, the number 
of active participants in DB pensions is estimated to have declined to 17.2 million in 2003. This 
figure illustrates the shrinking number of current private-sector workers who will be eligible to 
receive a “traditional” defined benefit pension when they retire. 
 
Figure 3 shows the trends in both single- and multiemployer defined benefit pension plans. 
Multiemployer pension plans, which almost exclusively cover union workers, peaked at 2,244 in 
1980 and declined gradually to 1,587 in 2004. Single-employer plans, which generally cover 
nonunion workers, declined sharply from 112,208 in 1985 to 29,651 in 2004. Among single-
employer plans, this reflects the termination of many small- and medium-sized plans; most of the 
single-employer defined benefit pension plans that remain today are very large. 

Figure 3
Pension Plan Trends 
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Source: Pension Benefit Guaranty Corporation, 2004 Pension Insurance Databook, Tables S-31 and M-6.



EBRI Notes •  July 2005 •  Vol. 26, No. 7 
 

www.ebri.org 18

 

g New Publications and Internet Sites 
 
Employee Benefits 
International Foundation of Employee Benefit Plans.  Employee Benefit Attitude Surveys. IFEBP 
members, $40; nonmembers, $80 + S&H. International Foundation of Employee Benefit Plans, 
Publications Department, P.O. Box 68-9953, Milwaukee, WI 53268-9953, (888) 334-3327, option 4; fax: 
(262) 786-8780, e-mail: books@ifebp.org. 
 
The National Underwriter Company.  2005 Benefits Facts. $54.95. The National Underwriter Company, 
Orders Department MP, P.O. Box 14448, Cincinnati, OH 45250-0448, (800) 543-0874, fax: (800) 874-
1916, www.NationalUnderwriterStore.com. 
 
Health Insurance 
Golub, Ira M., and Roberta K. Chevlowe.  2005 COBRA Handbook. $199. Aspen Publishers, 7201 
McKinney Cir., PO Box 990, Frederick, MD 21705-9727, (800) 638-8437, www.aspenpublishers.com. 
 
Hewitt Associates.  Health Care Expectations: Future Strategy and Direction, 2005. Free. Hewitt 
Associates LLC, Attn: Hewitt Information Desk, 100 Half Day Rd., Lincolnshire, IL 60069, (847) 295-
5000, infodesk@hewitt.com, www.hewitt.com. 
 
Pension Plans/Retirement 
Mangiero, Susan M.  Risk Management for Pensions, Endowments, and Foundations. $69.95. John Wiley 
& Sons, 1 Wiley Dr., Somerset, NJ 08875, (800) 225-5945. 
 
Reference 
Business Insurance.  2004/2005 Directory of Buyers of Insurance, Benefit Plans & Risk Management 
Services. $250 (CD-ROM). Crain Communications Inc., Customer Service - SCS, 1155 Gratiot Ave., 
Detroit, MI 48207-2912, (888) 446-1422, subs@crain.com. 
 
International Foundation of Employee Benefit Plans.  Benefits and Compensation Glossary, Eleventh 
Edition. IFEBP members, $35; nonmembers, $50 + S&H. International Foundation of Employee Benefit 
Plans, Publications Department, P.O. Box 68-9953, Milwaukee, WI 53268-9953, (888) 334-3327, option 
4; fax: (262) 786-8780, e-mail: books@ifebp.org. 
 
Omnigraphics, Inc.  Government Phone Book USA: A Comprehensive Guide to Federal, State, County, 
and Local Government Offices in the United States, 13th Edition. $275. Omnigraphics Customer Service, 
PO Box 625, Holmes, PA 19043, (800) 234-1340, fax: (800) 875-1340, www.omnigraphics.com. 
 
Stock Options 
National Center for Employee Ownership.  2004 Current Practices in Stock Plan Design. NCEO 
members, $50; nonmembers, $75. To purchase access to the results, go to 
www.nceo.org/options/currentpractices.html or call Pam Chernoff at (510) 208-1310. 
 
Web Documents 
2005 State Legislators’ Guide to Health Insurance Solutions and Glossary 
www.cahi.org/cahi_contents/resources/pdf/2005LegGuide.pdf 
 
401(k) and Profit Sharing Plan Eligibility Survey 2004 
www.psca.org/PDFS/elig2004.pdf 
 
After a Long Hiatus, IRS Proposes 403(b) Regulations 
www.mellon.com/hris/pdf/fyi_02_07_05.pdf 
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Changes in Workers’ Compensation Laws in 2004 
www.bls.gov/opub/mlr/2005/01/art2full.pdf 
 
Employer Costs for Paid Leave 
www.bls.gov/opub/ted/2004/dec/wk2/art04.htm 
 
HIPAA Administrative Simplification - Educational Materials 
www.cms.hhs.gov/hipaa/hipaa2/education/default.asp 
 
Innovations at Work: A Guide to Best Practices in Employee Benefits 
www.principal.com/theprincipal10best/2004/bestpractices_2004.pdf 
 
Key Pension Proposals Included in Bush Budget 
www.watsonwyatt.com/us/pubs/insider/showarticle.asp?ArticleID=14222&Component=The+Insider 
 
Measuring Defined Benefit Plan Replacement Rates with PenSync 
www.bls.gov/opub/mlr/2004/11/art6full.pdf’ 
 
New Automatic Rollover Requirement—What to Do NOW 
www.aon.com/about/publications/pdf/alert/alert_013105.pdf 
 
The Outlook of Retiree Health Benefits 
www.tiaa-crefinstitute.org/Publications/resdiags/issue81.pdf 
 
Pension Funding: A Fresh Look at a Growing Crisis 
wrg.wmmercer.com/content_print.asp?article_id=20056040&ext=.pdf 
 
Predicting the Future of Health Savings Accounts 
www.iscebs.org/PDF/HSA_survey.pdf 
 
Principles of Pension Funding Reform for Multiemployer Plans 
www.actuary.org/pdf/pension/funding_issuebrief_05.pdf 
 
Protecting the “CIA” of Electronic Health Data: Employers’ Role in HIPAA Security Compliance 
www.segalco.com/publications/indepths/nov04HIPAAsecurity.pdf 
 
Retirement Plan Comparison Chart 
www.401khelpcenter.com/pdf/retirement_plan_comparison.pdf 
 
Social Security: Women, Children and the States 
www.nwlc.org/pdf/sswomen&states2005.pdf 
 
What Does Price Indexing Mean for Social Security Benefits? 
www.bc.edu/centers/crr/facts/jtf_14.pdf 
 

g Call for Papers 
The TIAA-CREF Institute is accepting submissions for the 2005 TIAA-CREF Paul A. Samuelson Award 
for outstanding scholarly writing on lifelong financial security issues. Submissions may be theoretical or 
empirical in nature, but must cover a subject directly relevant to lifelong financial security.  Research 
must be published between Jan. 1, 2004 and June 30, 2005, and submitted by Sept. 9, 2005.  More 
information about the competition, including an application form, is available on the Institute’s Web site 
at www.tiaa-crefinstitute.org/Awards/awardp1.htm. 
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The Employee Benefit Research Institute (EBRI) was founded in 1978. Its mission is to 
contribute to, to encourage, and to enhance the development of sound employee benefit 
programs and sound public policy through objective research and education. EBRI is the only 
private, nonprofit, nonpartisan, Washington, DC-based organization committed exclusively to 
public policy research and education on economic security and employee benefit issues. 
EBRI’s membership includes a cross-section of pension funds; businesses; trade associations; 
labor unions; health care providers and insurers; government organizations; and service firms. 

 
EBRI’s work advances knowledge and understanding of employee benefits and their 
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