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Older workers: employment
and retirement trends

As members of the “ baby-boom” generation begin

to retire and collect Social Security, pension, and other benefits,
many changes to both the public and private retirement

systems may occur, such as raising the ages

of eligibility, creating more flexible pension plans,

and introducing “ phased retirement”

eciding when to retire is a choice that
D will affect anindividual’seconomiccir-
cumstancesfor therest of hisor her life.
In addition to affecting the lives of individuals,
the retirement decisions of older workers have
an impact on the Nation’s economy. The hum-
ber of people retiring each year affectsthe size
of the labor force, which hasadirect impact on
the economy’s capacity to produce goods and
services. Other thingsbeing equal, fewer retire-
mentsinany given year would result in agreater
supply of experienced workersavailableto em-
ployers and fewer people relying on savings,
pensions, and Social Security as their main
sources of income. Consequently, changesinthe
age profile of the population and in the average
age at which people chooseto retire haveimpli-
cations for both national income and the size
and composition of the Federal budget.

To understand the factors that affect the re-
tirement decision, one must first know what it
meansto “retire.” Retirement is most often de-
fined with reference to two characteristics:
nonparticipation in the paid labor force and re-
ceipt of incomefrom pensions, Social Security,
and other retirement plans. An individual who
does not work for compensation and who re-

ceivesincome only from pensions, Socia Se-
curity, and financial assets would meet this
definition of retirement; an individual who
works for compensation and receives no in-
comefrom pensions or Social Security would
not meet this definition.

Between these two extremes, however, are
those who might be considered retired under
one definition but not the other. For example,
individuals who have retired from careersin
law enforcement or the military—both of
which typically provide pensions after 20
years of service—often work for many years
at other jobs, while at the same time also re-
ceiving pensions from prior employment. In
such cases, having retired from a particular
occupation does not necessarily mean that one
has retired from the workforce. On the other
hand, many people who retire from full-time
employment continue to work part time to
supplement theincomethey receive from pen-
sions and Socia Security. If the majority of
their income is provided by Social Security,
pensions, and savings, economists typically
classify them asretired, even though they con-
tinueto engagein paid employment. Asthese
examples suggest, not everyonewho receives
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pension income is retired, and some who work for pay actu-
aly areretired.

Thisarticle begins by describing the changeintheagedis-
tribution of the U.S. popul ation that will occur between 2000
and 2010 and summarizing the historical data on the labor
force participation of older workers. This discussion is fol-
lowed by an analysis of recent datafrom the Current Popul a-
tion Survey on employment and receipt of pension income
among persons aged 55 years and older during the mid- to
late 1990s. Employment trends among ol der workersare then
discussed in the context of datafrom the Social Security Ad-
ministration on the proportion of workerswho claim retired-
worker benefits before the full retirement age (currently age
65). Thefinal section of the article discusses recent proposals
to promote “phased retirement” through amendments to the
sections of the Internal Revenue Code that govern the taxa-
tion of pension income.

The aging labor force, 2000-2010

Asmembers of the baby-boom generation—persons born be-
tween 1946 and 1964—approach retirement age, the demo-
graphic profile of the American population will undergo a
profound change. According to the Bureau of the Census, the
proportion of the U.S. population aged 65 and older will in-
crease from 12.6 percent in 2000 to 20.2 percent by 2030.!

The age profile of the working-age population, however, al-
ready is undergoing a substantial shift toward a greater num-
ber of older workersand arelative scarcity of new entrantsto
thelabor force. In 2000, the oldest baby boomerswill be aged
54 years, while the youngest members of the group will be
aged 36 years. These 78 million individuals today make up
approximately 55 percent of the U.S. population aged 25 to
54. Their sheer numbers suggest that the impact on labor
markets could be substantial if this generation choosesto re-
tire earlier (or to remain in the workforce longer) than did
previous generations.

The data presented in Table 1 show how the age profile of
the U.S. population will change over the next 10 years. Ac-
cording to the Bureau of the Census, the number of Ameri-
cans aged 25 years or older will reach 178 million in 2000.
Over the next 10 years, this number will increase by about 10
percent to 195 million. Over that same period, however, the
number of persons aged 25 to 54—the ages when labor force
participation ratesare at their highest—is projected to increase
by only 1.5 million (1.2 percent). At the same time, the num-
ber of persons between the ages of 55 and 64 is projected to
increase by 11.3 million, or more than 47 percent. In other
words, whilethe number of personsaged 25 to 64 is expected
to increase by about 12.8 million over the next 10 years, a-
most 90 percent of thisincrease is projected to occur among
persons aged 55 to 64.

IR  U.S. Population aged 25 and older by age and sex, 2000, 2010
[Numbers in thousands]
Age and sex 2000 2010 Level change Percent change
Total

25 years and Older .........cccceeeriiieieieiieeeee 177,594 195,067 17,473 9.8
25to 34 years.......... 37,234 38,291 1,057 2.8
35to 44 years........... 44,659 38,520 —-6,139 -13.7
45to 54 years ...... 37,030 43,565 6,535 17.6
55 to 64 years ......... 23,962 35,284 11,322 47.2
65 years and Older ...........ccocveviiieieniiieniieens 34,709 39,407 4,698 135

Men

25 years and older 84,586 93,116 8,530 10.1
25to 34 years .. 18,535 18,990 455 25
35to 44 years .. 22,181 18,993 -3,188 -14.4
45 to 54 years .. 18,092 21,325 3,233 17.9
55 to 64 years . 11,433 16,922 5,489 48.0
65 years and older .. 14,345 16,886 2,541 17.7

Women

25 years and Older ..........ccoocveveeniieeiiene e 93,008 101,951 8,943 9.6
25to 34 years........... 18,699 19,301 602 3.2
35to 44 years........... 22,478 19,527 —2,951 -13.1
45to 54 years ...... 18,938 22,240 3,302 17.4
55 to 64 years ......... 12,529 18,362 5,833 46.6
65 years and Older ...........ccoceviiieiiiinieniieens 20,364 22,521 2,157 10.6

Source: Jennifer Cheeseman Day, Population Projections of the United States by Age, Sex, Race, and Hispanic Origin: 1995 to 2050, Current Population
Reports, Series P-25-1130 (Bureau of the Census, 1996).
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IVl | abor force participation rates by age and sex, 1950-2008
Men Women
Year
25to 54 55 to 64 65 years 25to 54 55 to 64 65 years
years years and older years years and older
96.5 86.9 45.8 36.8 27.0 9.7
97.4 87.9 39.6 39.8 32.5 10.6
97.0 86.8 33.1 42.9 37.2 10.8
96.7 84.6 27.9 45.2 41.1 10.0
95.8 83.0 26.8 50.1 43.0 9.7
94.4 75.6 21.6 55.1 40.9 8.2
94.2 72.1 19.0 64.0 41.3 8.1
93.9 67.9 15.8 69.6 42.0 7.3
93.4 67.8 16.3 74.0 45.2 8.6
91.6 66.0 16.8 75.6 49.2 8.8
91.8 68.1 16.5 76.6 51.2 8.6
91.7 67.9 16.9 76.8 51.5 8.9
91.3 69.4 17.8 79.7 57.7 9.1
1 Data for 2008 are from the Office of Employment Projections, Bureau of Labor Statistics.

Labor force participation rates

Thelabor force participation rate—the percentage of agiven
population that is either working or looking for work—varies
by age and gender. Moreover, within specific age and gender
categories, the rates have changed over time, asworkers have
responded to various economic devel opments, and as societal
valuesregarding the employment of women and the retirement
of older workers have changed. Also, asthe United Stateshas
moved from alargely manufacturing-based economy to onein
which producing and distributing information is perhaps the
most important industrial activity, there has been an increase
in demand for highly educated workers, and relatively less
demand for workers who can perform physically demanding
labor. At the same time that the economy has been producing
jobs for workers of more varied physical abilities, the two-
earner couple and the “working mom” have becometherule,
rather than the exception they were 30 or 40 years ago. With
near universal coverage by Social Security and widespread
participation in pensions and retirement savings plans, more
workers can anticipate retirement as an opportunity for leisure
and recreation, rather than as atime of financial dependency
on their children.

Men aged 55 years and older are much less likely to par-
ticipate in the labor force today than were their counterparts
half acentury ago.? According to datafrom the Current Popu-
lation Survey (cps)—a monthly survey conducted by the Bu-
reau of the Census for the Bureau of Labor Statistics (BLS)—
inthe 1950s, about 5in 6 men aged 55 to 64 participated in the
labor force—that is, they were either working or actively look-
ing for work.® (Seetable 2.) By the 1990s, only 2in 3 menin
that age group participated in the labor force. Most of the his-
torical decline occurred over a relatively brief period, from
about 1970 to the mid-1980s. Among men 65 and older, the
declinebegan earlier, but it appearsto have ended around 1985.

Between 1950 and 1985, the |abor force participation rate for
men 65 years and older fell from 46 percent to about 16 per-
cent. Sincethemid-1980s, |abor force parti cipation ratesamong
men aged 55 to 64 years have remained in the range of 66
percent to 68 percent, while the rate for those aged 65 and
older has remained between 16 percent and 17 percent.

From 1950 to the present, women's labor force participa-
tion rates have moved steadily upward. Among women aged
55t0 64, therate rose from 27 percent in 1950 to 45 percentin
1990, and 52 percent in 1999. Among women 65 and ol der,
however, the labor force participation rate has changed very
little over the last 50 years, remaining between 8 percent and
11 percent over the 1950-99 period.

The stability of labor force participation rates among men
aged 55 years and older sincethe mid-1980sislikely attribut-
ableto several factors. First, Social Security coverage hasbeen
expanded and now coversvirtually all private sector nonfarm
employment inthe United States.* The earliest age of digibil-
ity for Social Security retired-worker benefits was set at age
62—in 1956 for women and in 1961for men—and has not
changed since. Second, in the private sector, the expansionin
pension coverage that occurred in the 1950s and 1960s had
ended by 1980—about half of all workers were covered by a
pension plan in 1996, virtually the same percentage as were
covered in 1980. Finally, most traditional defined-benefit
pension plans have minimum-age and length-of-service re-
quirements that must be met before pension benefits can be
paid. These provisions, in effect, establish a minimum age
below which retirement is not a viable option for most work-
ers. According to the BLS Employee Benefits Survey, more
than 90 percent of employees in medium and large firmswho
had pension coverage in 1997 were covered by a plan with a
minimum age requirement for retirement benefits, and more
than 80 percent of these workers were covered by plans that
had a minimum retirement age of 55 years or older.®
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Recent employment trends

Data from the March cps indicate that, from 1994 to 2000,
employment increased among both men and women aged 55
to64.% (Seetable 3.) Moreover, the increases occurred among
both 55- to 61-year-olds, who are not eligible for Social Se-
curity retirement benefits, and 62- to 64-year-olds, who are
eligible for reduced Social Security benefits. The employ-
ment—popul ation ratio—the proportion of agiven population
that is employed—among men aged 55 to 61 rose from 68.5
percent in March 1994 to 73.3 percent in March 1999, be-
fore declining to 71.3 percent in March 2000. Among those
aged 62 to 64, the ratio rose from 40.9 percent to 47.1 percent
over the same period. The employment-population ratio also
increased for women. Among 55- to 61-year-olds, it rose from
53.3 percent to 58.0 percent over the period, and among 62- to
64-year-olds, it increased from 31.2 percent to 34.6 percent.

Much of the increase in employment among persons aged
55 years and older during the mid- to late-1990s probably was
due to the strength of the economy during these years. Be-
tween 1993 and 1999, for example, the unemployment rate
for workers of all ages declined from 6.9 percent to 4.2 per-
cent. Over the same period, the Nation’sreal gross domestic
product (GDP) grew at an average annual rate of 3.7 percent.”
Itispossible, however, that at least part of theincreasein em-
ployment was due to the trend of workers choosing to remain
inthelabor forcerather than taking early retirement, aswell as
the effects of long-term trends away from defined-benefit pen-
sion plans, which often include early-retirement subsidies, to-
ward defined contribution plans, which are age neutral intheir
design. The Employee Benefits Survey, for example, indicates
that between 1993 and 1997, the proportion of full-time em-
ployeesin medium and large private establishmentswho were
covered by a defined-benefit pension plan fell from 56 per-

LI Employed persons aged 55 years and older by age and sex, 1994-2000
[Numbers in thousands]
Men Women
Age and year Employed Percent employed: Employed Percent employed:
of survey
Population Population
P Total Percent of Fulltime Parttime P Total Percent of Fulltime | Part time
population ota population
55 to 61 years:
1994 ........ 7,047 4,828 68.5 90.7 9.3 7,676 4,089 53.3 73.1 26.9
1995 ........ 6,993 5,035 72.0 91.5 8.5 7,716 4,196 54.4 74.1 25.9
1996 ........ 7,409 5,349 72.2 91.2 8.8 7,947 4,314 54.3 745 255
1997 ........ 7,523 5,404 71.8 90.6 9.4 8,142 4,582 56.3 77.1 22.9
1998 ........ 7,855 5,664 72.1 91.4 8.7 8,515 4,896 57.5 7.7 22.9
1999 ........ 8,174 5,990 73.3 91.7 8.3 8,743 4,904 56.1 76.8 23.2
2000 ........ 8,204 5,849 71.3 92.3 7.7 9,041 5,240 58.0 77.2 22.8
62 to 64 years
1994 ........ 2,869 1,172 40.9 76.1 23.9 3,129 975 31.2 60.6 39.4
1995 ........ 2,879 1,206 41.9 79.0 21.0 3,162 975 30.8 58.3 41.7
1996 ........ 2,681 1,159 43.2 77.8 222 3,044 968 31.8 59.3 40.7
1997 ........ 2,733 1,255 45.9 79.2 20.8 3,069 1,047 34.1 62.5 37.5
1998 ........ 2,812 1,283 45.6 80.9 19.1 3,065 1,040 33.9 61.2 38.8
1999 ........ 2,785 1,297 46.6 78.4 21.6 3,199 1,102 344 60.1 39.9
2000 ........ 2,927 1,380 47.1 77.9 22.1 3,209 1,109 34.6 61.3 38.7
65 to 69 years
1994 ........ 4,225 1,056 25.0 57.9 42.1 5,365 891 16.6 37.4 62.6
1995 ........ 4,395 1,169 26.6 54.7 45.3 5,263 919 17.5 36.3 63.7
1996 ........ 4,522 1,237 27.4 56.7 433 5,224 865 16.6 40.4 59.6
1997 ........ 4,321 1,150 26.6 56.8 43.2 5,180 936 18.1 42.1 57.9
1998 ........ 4,286 1,085 253 57.0 43.0 5,075 941 18.5 445 55.5
1999 ........ 4,298 1,136 26.4 55.7 44.3 5,022 941 18.7 40.9 59.1
2000 ........ 4,376 1,330 30.4 60.5 395 4,976 983 19.8 44.2 55.8
70 years
and older: .
8,493 953 11.2 49.7 50.3 12,678 682 5.4 32.9 67.1
8,607 970 11.3 449 55.1 13,001 650 5.0 30.4 69.6
8,738 989 11.3 44.2 55.8 13,174 681 5.2 30.3 69.7
9,083 1,063 11.7 45.7 54.3 13,294 639 4.8 32.8 67.2
9,238 970 10.5 48.0 52.0 13,484 740 55 31.9 68.1
9,429 1,030 10.9 44.8 55.2 13,646 807 59 35.0 65.0
9,510 1,169 12.3 48.5 51.5 13,759 816 5.9 36.4 63.6
Source: Author analysis of the annual income supplement to the Current Population Survey.
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LIRS Population aged 55 years and older by age, sex, and pension receipt status, 1994-2000

[Numbers in thousands]
Age and year Men Women
of survey
Population Pension recipients Percent Population Pension recipients Percent
55 to 64 years:
1994 .o 9,916 2,351 23.7 10,805 1,336 12.4
1995 ... 9,872 2,303 233 10,878 1,316 12.1
1996 ... 10,090 2,279 22.6 10,991 1,164 10.6
1997 ....... 10,256 2,177 21.2 11,210 1,287 115
1998 ....... 10,667 2,152 20.2 11,580 1,253 10.8
1999 ....... 10,959 2,195 20.0 11,943 1,403 11.7
2000 ..ooiiiiieeeeeeen 11,131 2,174 19.5 12,250 1,439 11.7
65 years and older:
1994 .o 12,717 6,299 49.5 18,043 5,259 29.1
13,001 6,108 47.0 18,264 5,252 28.8
13,260 6,206 46.8 18,398 5,025 27.3
13,404 6,316 47.1 18,474 4,933 26.7
13,524 6,317 46.7 18,559 5,114 276
13,727 6,457 47.0 18,668 5,186 27.8
13,886 6,358 45.8 18,735 5,513 29.4
Note: Retirement plans may include a traditional pension, a retirement Source: Author analysis of the annual income supplement to the Current
savings plan, or both. Population Survey.

cent to 50 percent. At the same time, the proportion of em-
ployeesin thesefirmswho were covered by defined-contribu-
tion plans rose from 49 percent to 57 percent.®

Pensions among older workers

An important consideration for an individua deciding whether
to retire from the workforce is whether the sources of income
available in retirement will be adequate to maintain his or her
desired standard of living. Table 4 showsthe proportion of men
and women aged 55 and older who reported in the cpsthat they
received pension income of some kind during the calendar year
prior to the survey. Inthistable, “pensonincome” includesem-
ployer-sponsored pensions (including military retirement), vet-
erans pensions, and periodic payments from annuities, insur-
ance policies, individual retirement accounts, 401(k) accounts,
and Keogh plansfor the self-employed.

Not surprisingly, the proportion of men and women who
receive income from a pension or other retirement plan in-
creases with age. In 1999, only 20 percent of men aged 55 to
64 received any income from a pension or other retirement
plan; among those 65 years and older, however, 46 percent
had income from private pensions or retirement savings plans.
The patternsamong women are similar: only 12 percent of 55-
to 64-year-old women received income from private pensions
or retirement savings plansin 1999, while 29 percent of those
aged 65 years and older received such income.

The proportion of men aged 55 to 64 years who were re-
ceiving pension income declined from 24 percent in 1993 to
20 percent in 1999. Over the same period, the proportion re-
ceiving pension income fell from 50 percent to 46 percent

among men aged 65 and older. The proportion of women aged
55 to 64 years with pension income was more stable, at 11
percent to 12 percent throughout the 1993-99 period. Among
women 65 and older, 29 percent received income from private
pensions and retirement plansin 1999, the same percentage as
in 1993.

Work by Pension Recipients.  Among men aged 55 to 64 who
received income from aprivate pension or retirement savings
plan during 1999, about 37 percent were employed either full
or part time in March 2000—an increase of more than four
percentage points over the comparable rate in 1994, when it
was 32.5 percent. (See table 5.) Relatively few men aged 65
or older who receive income from private pensions and re-
tirement savings plans also engage in paid employment: only
10to 12 percent were employed, on average, over the 1994—
2000 period. Women who receive pension income are even
lesslikely than men to be employed. Among 55- to 64-year—
old women who received income from a private pension or
retirement savingsplanin 1999, just 31 percent were employed
in March 2000. Among women aged 65 years and older, only
6 to 8 percent, on average, were employed during the 1994—
2000 period.

Social Security retirement benefits

Currently, the age of full retirement under Social Security is
65 years. Retired-worker benefitsarefirst available at age 62,
but benefits that begin before the full retirement age are sub-
ject to apermanent actuarial reduction equal to approximately
0.6 percent for each month below age 65. A worker retiring at
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age 62 would receive benefits equal to 80 percent of the amount
he or she would have received at age 65. As aresult of the
Socia Security Amendmentsof 1983 (PL. 98-21), thefull retire-
ment age is being increased to 67 incrementally over a 22-year
period. Reduced benefitswill continueto be available at age 62,
but whenthefull retirement agereaches 67, the benefit payableat
62 will be 70 percent of the amount that would have been paid if
not for thereduction for early retirement.

Most people choose to begin receiving Social Security re-
tirement benefits before age 65. The data presented in Table 6
show that approximately 75 percent of men and 80 percent of
women who began receiving benefits between 1989 and 1998
applied for benefits before age 65. Among women, this per-
centage has remained steady over the past decade,®while
among men, there was a dight increase in the proportion of
applicants younger than 65 years.

Thedatapresented in table 3 indicate that the proportion of
55- to 64-year-olds engaged in paid employment rose steadily
through the mid- to late-1990s. The data also show, however,
that a much smaller proportion of 62- to 64-year-olds were
employed than among those aged 55 to 61. One reason for
the sharp decline is that age 62 is the earliest age of igibil-
ity for Social Security retirement benefits.® The availability
of (actuarially reduced) benefits at age 62 allows many people
who otherwise would have continued working to retire from
the labor force.

The Social Security system also can affect the decision of
whento retire from the labor force through the delayed retire-

ment credit and the earnings test. The delayed retirement
credit provides a permanent increase in benefits for workers
who delay receipt of Social Security benefits until after age
65—thus creating anincentivefor older workersto remainin
the labor forcein order to receive full benefits. The earnings
test reduces the Social Security benefits of recipients under
the normal retirement age whose earnings exceed specific
thresholds.** For example, a Social Security recipient under
age 65in 2000 can earn up to $10,080 without having hisor her
benefit reduced, but benefits are cut by $1.00 for each $2.00
earned in excess of that amount. This creates a financial in-
centive for these individual s to keep their earnings below the
threshold. Congress has at times atered both the delayed
retirement credit and the earnings test to encourage workers
to stay in the labor force.

Retired worker beneficiaries as a percentage of each age
category. |f more workers chose to delay receipt of Social
Security benefits until age 65, this delay would eventually
show up asadeclining percentage of 62- to 64-year-oldswho
arereceiving such benefits. The datapresentedin table 7 show
that there was a decline of about two percentage points be-
tween 1995 and 1998 in the proportion of men aged 62 to 64
who were receiving benefits. This coincided with the rising
employment—population ratio among men in this age group.
Thelower rate among 62- to 64-year-old men during this pe-
riod may have been caused by robust economic growth, or it
may reflect a trend toward later retirement, independent of

LIRS Employment among retirement income recipients aged 55 years and older by age and sex, 1994-2000
[Numbers in thousands]
Men Women
Age and year
of survey Pension Number Percent Pension Number Percent
recipients employed employed recipients employed employed
55 to 64 years:
1994 2,351 763 325 1,336 369 27.6
1995 2,303 864 375 1,316 410 31.2
1996 2,279 831 36.5 1,164 324 27.8
1997 2,177 832 38.2 1,287 416 32.3
1998 2,152 778 36.2 1,253 363 29.0
1999 2,195 870 39.6 1,403 370 26.4
2000 2,174 799 36.8 1,439 442 30.7
65 years and older:
1994 6,299 637 10.1 5,259 345 6.6
1995 6,108 727 11.9 5,252 326 6.2
1996 6,206 726 11.7 5,025 281 5.6
1997 6,316 724 115 4,933 277 5.6
1998 6,317 648 10.3 5,114 404 7.9
1999 6,457 706 10.9 5,186 426 8.2
2000 6,358 739 11.6 5,513 401 7.3
Note: Retirement plans may include a traditional pension, a retirement Source: Author analysis of the annual income supplement to the
savings plan, or both. Current Population Survey.
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IV MM Social Security retired-worker benefits awards by age and sex, 1989-98
Men Women
Age in year benefits began
Number of Percent of Number of Percent of total
awards awards awards awards
62 to 64 years:
616,200 73.2 490,700 80.6
618,900 73.8 487,800 79.6
639,800 73.3 489,100 79.0
641,800 74.2 510,600 80.1
646,100 75.3 502,800 79.5
607,600 76.1 504,600 815
596,500 75.6 486,200 79.5
581,900 76.0 488,100 80.4
586,300 75.4 486,500 66.7
586,800 75.7 497,500 75.9
1989 173,700 20.6 87,500 14.4
160,300 19.1 86,900 14.2
172,200 19.7 95,400 15.4
166,100 19.2 89,900 14.1
159,400 18.6 97,100 15.4
145,500 18.2 82,600 13.3
145,900 18.5 88,900 145
135,200 17.7 86,500 14.3
137,300 17.7 86,500 11.9
136,300 17.6 92,500 14.1
1989 ..o 52,100 6.2 30,700 5.0
58,900 7.0 38,200 6.2
61,300 7.0 34,400 5.6
57,600 6.7 36,600 5.7
52,100 6.1 32,200 51
45,600 57 31,600 51
47,000 6.0 36,300 5.9
48,300 6.3 32,200 53
53,800 6.9 156,600 215
52,100 6.7 65,800 10.0
NoTe: Special outreach programs by the Social Security Administration  from disabled worker benefits to retired worker benefits.
resulted in an above-average number of conversions of nondisabled widows Source: Annual Statistical Supplement to the Social Security Bulletin,
to retired worker benefits in 1997 and 1998. Initial awards exclude conversions  (Social Security Administration, various years).

economic conditions. More time will be needed before firm
conclusions can be drawn. Among women aged 62 to 64, the
proportion who were receiving Social Security benefits fluc-
tuated between 34 percent and 36 percent from 1989 to 1998,
with no clearly discernibletrend.

Older workers and phased retirement

In the traditional view of retirement, aworker moves from full-
time employment to complete withdrawal from the labor force
inasingle step. In fact, however, some workers choose to con-
tinue working after they have retired from their “career” jobs.
The datain table 5, for example, show that 37 percent of men
and 31 percent of women aged 55 to 64 who received income
from private pension plans in 1999 were employed in March
2000. The process of retiring often occurs gradually over a
number of years, with many workersretiring from year-round,
full-time employment and moving to part-time or part-year
work at another firm, often in a different occupation.

Asmembers of the baby-boom generation beginretiringin
the coming decades, millions of skilled and experienced work-
ers will exit the labor force. As this occurs, employers may
find it necessary to alter their employment practices and pen-
sion plansto induce some of those who would otherwiseretire
completely to remain on the job, perhaps on a part-time or
part-year schedule. This process is sometimes referred to as
phased retirement. No statutory definition of phased retire-
ment exists, but one analyst has described it as “the situation
in which an older individual is actively working for an em-
ployer part time or [on] an otherwise reduced schedule as a
transition into full retirement. [1t] may also include situations
in which older employees receive some or all of their retire-
ment benefitswhile still employed.”*?

Advocates of phased retirement contend that more pen-
sion-eligibleindividual swould choose to continue working if
employerscould offer them the opportunity to collect pension
benefitswhileremaining on theemployer’spayroll. Under cur-
rent law, this option may be offered only to employees who
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have reached a pension plan’s normal retirement age. Some
employers have suggested that phased retirement would be
embraced by morefirmsif this option could be offered to em-
ployees at the plan’s early retirement age. Employers gener-
ally would prefer the freedom to offer these “in-service” pen-
sion distributions only to selected categories or classifica-
tionsof plan participants.® In order for either of these actions
to occur, however, the Internal Revenue Code and the Em-
ployee Retirement Income Security Act (ERISA) would need
to be amended.™

Current approachesto phasedretirement A study conducted
by the benefits consulting firm Watson Wyatt Worl dwidefound
that 16 percent of the 586 firms participating in the survey
offered some form of phased retirement to their employees.’®
The firms surveyed by Watson Wyatt described a number of
strategies that employers can useto retain the services of val-
ued employeeswho are eligiblefor retirement, and who might

be lost to the firm if the only options available are full-time
employment or full-time retirement. Although the firms par-
ticipating in the survey may not be representative of al em-
ployers, their practiceswith respect to phased retirement offer
some insights into the strategies that firms have been able to
employ under current law and regulations to promote phased
retirement among their employees.’

According to the data collected by Watson Wyatt, many
firms rehire retired employees on a part-time or temporary
basis: 75 percent of the firms having a phased retirement ar-
rangement said that they rehire employees after they retire,
usually as part-timeor temporary workers. In addition, 42 per-
cent said they contracted with retired employees to be con-
sultants. (Some firms had both kinds of arrangements with
retired employees.) Of the firms with phased retirement, 60
percent said that their approach included allowing retirement-
digible employeestowork fewer days per week or fewer hours
per day. Other policies include allowing employees who are

IVl Social Security retired-worker beneficiaries by age and sex, 1989-98
[Numbers in thousands]
Men Women
Age in year benefits began Number of Percent Number of Percent
beneficiaries of age group beneficiaries of age group
62 to 64 years:
1,330 44.0 1,180 348
1,336 43.6 1,167 34.2
1,345 43.7 1,150 33.7
1,351 43.9 1,137 33.7
1,350 443 1,126 33.9
1,353 44.8 1,139 34.5
1,320 448 1,128 35.0
1,293 44.6 1,126 35.7
1,278 43.0 1,131 35.1
1,286 425 1,156 35.3
65 to 69 years:
1989 3,841 82.5 3,019 54.7
1990 . 3,898 84.0 3,067 55.8
1991 . 3,896 83.6 3,062 55.7
1992 . 3,937 84.3 3,098 56.6
1993 . 3,946 84.5 3,104 57.2
1994 . 3,906 83.6 3,065 56.9
1995 . 3,900 83.8 3,058 57.3
1996 . 3,871 84.3 3,046 58.0
1997 . 3,836 84.8 3,053 59.2
1998 3,783 84.2 3,036 59.4
70 years and older:
1989 7,546 89.3 7,399 54.4
1990 . 7,751 89.2 7,607 54.7
1991 . 7,985 89.7 7,836 55.3
1992 . 8,186 89.9 8,037 55.8
1993 . 8,354 89.4 8,218 56.1
1994 . 8,536 89.5 8,404 56.6
1995 . 8,694 89.7 8,570 57.1
1996 . 8,848 89.4 8,715 57.4
1997 . 9,012 89.6 8,972 58.5
1998 9,138 89.5 9,112 59.0
Source:  Annual Statistical Supplement to the Social Security Bulletin, various years.
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not ready to fully retireto transfer to other jobswithinthefirm
(32 percent had such palicies), extended | eaves of absence (23
percent), and job sharing (19 percent).

As the variety of these arrangements indicates, severa ap-
proachesto phased retirement can be accommodated under cur-
rent law. It is important to note, however, that two of the most
popular arrangements—hiring retired former employeesonapart-
time or temporary basis and hiring retirees as contractors—re-
quire the individua to separate from the firm before returning
under an dternative work arrangement. Thisintroduces consid-
erable uncertainty into the process for both the retiree and the
employer, because oncethe employment relationshipissevered,
neither party islegally bound to renew it.

Another popular approach to phased retirement isto allow
employees to reduce the number of days per week or hours
per day that they work for aperiod of months or years before
they cease employment altogether. Unless the employee has
reached the pension plan’s normal retirement age, however,
the plan cannot pay retirement benefitsto theindividual while
he or she remains employed by the firm, even if only on a
part-timebasis. A plan that pays benefitsto an employee that
has not yet reached the plan’s normal retirement age could
lose its tax-qualified status.'” In order to qualify for the fa-
vorable tax status granted to tax-qualified pension plans, the
plan must pay benefits only on condition of death, disability,
termination of employment, plan termination, or at the nor-
mal retirement age.®

An employee who has reached the pension plan’s normal
retirement age can begin to receivedistributionsfrom the plan,
even if he or she continues to be employed by the firm.:°
Likewise, an employee who has reached the plan’s early re-
tirement age can begin to receive distributions from the plan
upon separation from the firm, provided that he or she has met
the required number of years of service stipulated by the plan.
If aparticipant has separated from the employer and has be-
gun to receive distributionsfrom the plan at the early retirement
age, he or she can continue to receive these distributions,
even if at some future date the participant becomes re-em-
ployed by the plan sponsor.

Policyissues. Someemployers seethe statutory prohibition
on making in-service pension distributions to employeeswho
have not yet reached normal retirement age as an obstacle to
establishing phased retirement plans because some ol der work-
erswould find it financially impractical to cut back to a part-
time or part-year work scheduleif they were unableto supple-
ment their earnings with pension income. One way for afirm
to offer phased retirement to these workers under current law,
without jeopardizing the tax-qualified status of itspension plan,
would be to lower the normal retirement age. For example, if
the normal retirement age under the plan is 62 years and the
early retirement ageis 55 years, the firm could reduce the nor-
mal retirement age to some age between 55 and 61. From the

employer’s point of view, there would be at least two poten-
tial drawbacksto such an approach: It could result in an unin-
tended exodus of workers into retirement—because al eli-
gible plan participants would be able to receive full pension
benefits at an earlier age than previously—and it could result
in a dramatic increase in the cost of funding the plan—be-
cause full benefits would be payable at a younger age.

Rather than reduce the normal retirement age in their pen-
sion plans, some employerswould prefer that Congressamend
the Internal Revenue Codeto allow in-service pension distri-
butions to employees who have reached the plan’s early re-
tirement age (or some age between the early and normal re-
tirement ages).? Some observers believe, however, that such
a policy would be contrary to the main purpose of pension
plans, which is to replace wage income during retirement.
Thesecritics say that if employerswere permitted to pay pen-
sion benefits to individuals still engaged in gainful employ-
ment, the benefitswould become atax-subsidized supplement
to wages, paid to individuals who are still able to work; they
argue that the benefits were intended to be a substitute for
wages, paid to retired workers. Permitting in-service distri-
butionsto current employeeswho have not reached the plan’s
normal retirement age might allow employersto compensate
current employees with pension funds, effectively reducing
their operating expenses by shifting some of the cost of wages
to the pension fund.

In 1999, about 2.4 million workersin the United Stateswere
receiving pension payments from a former employer—more
than amillion were under the age of 65. (Seetable 5.) Current
law alows for an individual who has separated from a firm
and is receiving pension distributions under an early retire-
ment provision of the plan to become re-employed by that firm,
while continuing to receive those benefits. Some employers
have argued that it should be permissible to alow eligible
employees to receive partial distributions under an early re-
tirement provision without first having to separate from the
employer and then be rehired. Such an option would require
an amendment to the tax code. However, plan sponsors cur-
rently have the option of setting the normal retirement age at
any age not greater than 65, and the early retirement age at any
age under the normal retirement age, provided that the plan
complies with the statutory requirements with respect to ben-
efit accrual, vesting of benefits, nondiscrimination on the ba-
sisof age, and other plan characteristics.

Anamendment to thetax code permitting in-service distri-
butions at the early retirement age would alter incentives to
work or retire, aswell as how much to work and for whom to
work. Conseguently, it would affect both |abor force participa
tion and hours worked among affected employees. The net
effect of these changes in labor force participation and hours
worked would be almost impossibleto predict. Someworkers
who would otherwise have fully retired before the plan’s nor-
mal retirement age would choose instead to continue working
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for their current employer on a reduced schedule, because
they would be able to take partial pension distributions while
still employed. Thiswould tend to increase labor force partici-
pation. Other workerswho would have taken early retirement
and then sought other employment might choose instead to
remainwith their current employer on areduced schedule. The
effect of this change in behavior on hours worked might be
closeto neutral, depending on the wages available from alter-
native employment and theincome received from pension dis-
tributions. Finally, some empl oyeeswho otherwisewould have
chosen to continue working until reaching the plan’s normal
retirement age might instead reduce their work schedule and
supplement their earnings with partial distributions from the
retirement plan. Thiswould tend to reducetotal hoursworked.

Distributions from 401(k) plans. Coverage under defined
contribution plans, such as those authorized under section
401(Kk) of the Internal Revenue Code, grew rapidly during the
1990s. Between 1991 and 1997, the proportion of workersin
medium and large private-sector establishments (those with
100 or more empl oyees) who participated in defined contribu-
tion retirement plansincreased from 49 percent to 57 percent. %
Thetrend among small establishments (those with fewer than
100 employees) was similar. In 1996, 38 percent of employ-
eesinsmall private establishments participated in defined con-
tribution retirement plans, compared with 28 percent in 1990.%

In-servicedistributionsfrom defined contribution plansthat
occur before the participant reaches age 59% are subject to a
10 percent excise tax in addition to ordinary income taxes.
Distributions may begin as early as age 55, however, if the
employee separates from his employer under an early retire-
ment plan. Distributions in the form of alifelong annuity are
permissible at any age. Some advocates of phased retirement
arrangements have suggested that the minimum age for in-ser-
vice distributions from defined contribution plans should be
lowered to age 55.2 The effect on labor force participation of
such achangein tax policy would likely be very similar to the
effect of allowing in-service distributions from adefined ben-
efit plan at the plan’s early retirement age. Some workerswho
might have fully retired from the labor force earlier than age
59Y, so that they could begin taking distributions from the
plan, would beinduced to work longer. Otherswho would have
taken early retirement and then sought work el sewhere would
remain with their current employers, because they would be
ableto combine wagesfrom part-timework with distributions
from the retirement plan. Finally, some employeeswho other-
wisewould have chosen to continue working until age 59%2 or
later would reduce their work schedules and supplement their
earnings with distributions from the retirement plan.

Flexibility versusnondiscrimination.  Pension plansthat pro-

vide benefits mainly to the owners of afirm or to highly paid
employees do not qualify for favorable tax treatment under the

28 Monthly Labor Review October 2000

Internal Revenue Code.?* The tax code defines specific tests
that must be applied to a pension plan to determine whether
or not it meets these requirements for nondiscrimination in
favor of highly compensated employees.® These tests con-
sist mainly of mathematical computations of the percentage
of plan participants who are highly compensated employees
and the percentage of contributions to the plan or benefits
paid by the plan that are made on behalf of highly compen-
sated employees.

Itisarelatively common practicefor firmsto establish sepa-
rate nongualified retirement plans for the company owners or
senior executives. However, if a plan that was originaly es-
tablished as atax-qualified plan is subsequently found to dis-
criminate in terms of coverage or benefits in favor of highly
compensated employees, it could loseitstax-qualified status.
In most of these cases, the only viable options available to the
plan sponsor would be to remove the discriminatory provi-
sionsof the plan or terminate the plan. Covering rank-and-file
employees under a nonqualified plan usually would not be
practical because of the substantial tax liability that would re-
sult for both the plan sponsor and plan participants.

In general, employers would prefer the flexibility to offer
phased retirement to some—but not all—pension plan partici-
pants. Some analysts have suggested that, even if Congress
were to amend the Internal Revenue Codeto alow in-service
distributions from pension plans before the normal retirement
age, it would do little to spur the growth of phased retirement
unless employers also were permitted to limit eligibility for
this benefit to employees with particular skills or abilities.
However, a phased retirement option that offered in-service
distributions only to managerial or professional employees
could result in the plan failing to meet the nondiscrimination
requirements of the Internal Revenue Code by altering the dis-
tribution of benefits among plan participantsin away that fa-
vored the highly compensated group.?® In contrast, a phased
retirement option that offered in-service distributions to all
participants meeting specified age and length-of-service re-
quirements would not conflict with the IRC antidiscrimina
tion requirements.

Section 410(b) of the Internal Revenue Code prescribes
specific tests for determining if a pension plan’s coverage or
benefitsdiscriminatein favor of highly compensated employ-
ees. These tests are mathematical calculationsthat reveal the
proportion of plan participants who are highly compensated
employeesand the proportion of contributions or benefitsthat
are made on behalf of highly compensated employees. Some
plan sponsors who would like to implement phased retire-
ment programs would prefer to have these tests for nondis-
crimination replaced by the more subjective method of test-
ing that wasin effect until 1994, which was based on the“facts
and circumstances’ surrounding the operation of the plan. In
some cases, a phased retirement option that fails the math-
ematical tests for nondiscrimination that are required under



current law might not fail if it could betested under the earlier
(pre-1994) approach.

Legidation in the 106" Congress. Only July 19, 2000, the
U.S. House of Representatives passed the Comprehensive Re-
tirement Security and Pension Reform Act. Among many other
pension reforms, this act would authorize the Secretary of the
Treasury to, in some cases, employ atest based on facts and
circumstances.?” Earlier in July, the Phased Retirement Liber-
alization Act (H.R. 4837; S. 2853) wasintroduced, which would
amend the Internal Revenue Code to permit in-service
(preretirement) distributionsfrom adefined benefit or defined
contribution plan when the participant has either reached the
plan’s normal retirement age, reached age 59%, or has com-
pleted 30 years of service, whichever comes first. Currently,
such distributions cannot be made from a defined benefit plan
beforethe participant hasreached the plan’snormal retirement
age or from a defined contribution plan before age 59v2.

Policy responses to an aging population

In a free market economy, individual employers decide how
much compensation to offer and whether that compensation
will include benefits like pensions and health insurance. Em-
ployees decide whether they will work, where they will work,
and how much they will work at least in part on the basis of the
compensation offered by prospective employers. The terms of
these labor market transactions can be influenced through di-
rect regulation—such as ERISA, the Age Discrimination in Em-
ployment Act, and minimum wage |egidation—through socia
insurance programs—such as Socia Security and Medicare—
and through the financial incentives created for both employers
and employees by the Internal Revenue Code.

Socid insurance programs and the tax code differ from di-
rect regulation in that their primary objectives are, respectively,
to provide benefits to individuals and to collect revenue for
government operations. Neverthel ess, both Social Security and
the tax code affect the labor market behavior of employers and
workers by establishing financial rewards or sanctions for cer-
tain actions. Given that the aging of the population and theim-
pending retirement of the baby-boom generation are likely to
affect the supply of labor and the productive capacity of the
economy, both the Social Security Act and the tax code may be
amended to provide incentives for people to work longer.

The rulesthat govern digibility for Socid Security benefits
can have a substantia influence on workers' decisions about
when to retire. Empirical evidence indicates that more retire-
ments occur at age 62—the earliest age at which reduced re-
tired worker benefits are available—and at age 65—the earliest
age at which full retired worker benefits are available—than at
other ages. The“ earningstest,” which reducesbenefitsfor some
Socid Security beneficiaries who work, and the “delayed re-
tirement credit,” which increases benefits for workers who de-

fer their benefitsuntil after age 65, adso may influence one'sdeci-
siontowork (and how much to work) after becoming eligiblefor
Social Security. At times each of these provisions has been
amended to provide greater incentives for individuals who are
digiblefor Socia Security to continueworking.

The Social Security Amendments of 1983 mandated a
gradua increaseintheageat whichindividualsareeligiblefor
full retirement benefitsfromits current level of 65 yearsto 67
yearsin 2022. As a result, the actuarial reduction in Social
Security benefitsfor those who retire at 62 will increase from
20 percent to 30 percent, creating afinancial incentive to de-
lay receipt of Social Security and continueworking. The 1983
amendments also provided for an increase in the delayed re-
tirement credit (DRC) for workers who defer their application
for Social Security benefits until after age 65. In 1977, Con-
gress set the DRC at 3 percent, meaning that benefits were
permanently increased by 3 percent for each year that aworker
delayed receipt of Socia Security beyond age 65. The 1983
amendments provided for agradual increasein the DRC begin-
ning in 1990. When fully phased-in, the bRc will be 8 percent
per year for peoplewho turn age 65in 2008 or later, which will
resultin abRC that is close to being “actuarialy fair” for the
averageworker.

The Socia Security Act was recently amended to repeal the
earnings test for beneficiaries who are 65 or older. As a result
of Public Law 106-182 (April 7, 2000), the earnings test has
been diminated for people at the full retirement age (currently
65 years) or older, effective January 1, 2000. The earnings test
remainsin effect, however, for beneficiaries who are under the
full retirement age. In 2000, Socia Security recipients under
age 65 will have their benefits reduced by $1 for each $2 of
earnings in excess of $10,080.

Some employers are caling on Congress to amend the tax
code to allow employers greater flexibility in designing phased
retirement programsfor their employees. One proposed amend-
ment would permit pension in-service distributions to employ-
ees who have not reached the pension plan’s normal retirement
age. This, employers say, would allow them to offer older em-
ployees the chance to cut back their work schedules to part
time, while supplementing their reduced salaries with pension
income. Under current law, such an arrangement would be per-
missible only for plan participants who have reached the plan’s
normal retirement age.

The Phased Retirement Liberalization Act would alow in-
service pension distributions to begin when a participant has
reached the earliest of the plan’s normd retirement age (59%2
years), or the completion of 30 years of service. This might
promote continued employment among older workers who—
if given the choi ce between working full time and taking early
retirement—would otherwise have chosen to retire. A more
complicated issue, not addressed by thislegislation but likely
toariseinthefuture, iswhether an employer may offer suchan
option only to specific categories of workers. O
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