




















Figure 17

Many Employee Characteristics More Associated with Employer Sponsorship Than Firm Size
Percentage of private-sector wage and salary workers aged 21 to 64 by various characteristics, 2006
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(Figure 17). In contrast, employees of firms that do not
sponsor plans have less formal education. Of employees
at small firms that do not sponsor plans, 55 percent have

a high school education or less and 18 percent have a
bachelor’s degree or more. For employees at large firms
that do not sponsor plans, the comparable percentages are

48 percent and 23 percent, respectively.

In addition, across all firm sizes, workers at firms
that do not sponsor plans are younger. Thirty percent of
workers at firms without a plan are 21 to 29 years of age,
compared with 20 percent of workers at firms that offer

pensions.

Firms that do not sponsor retirement plans have
higher proportions of part-time or part-year employees
(Figure 18). Of firms that sponsor plans, 75 percent of
employees at firms with fewer than 25 employees are
full-time, full-year workers, compared with 82 percent of
workers at other firms. Regardless of firm size, firms that
do not offer a plan have fewer full-time, full-year workers.
Of firms that do not sponsor plans, the smallest and
largest firms have the lowest percentage of full-time,
full-year workers: 62 percent of workers at firms with
fewer than 25 employees; 69 percent of workers at firms
with 25 to 999 employees; and 63 percent of workers at

firms with 1,000 or more employees.

Summary: Why Sponsorship Rates Differ by Firm Size

The characteristics of small-firm employees are
significantly different from the characteristics of large-
firm employees. Additionally, workers at small firms that
sponsor plans are more similar to workers at large firms
that sponsor plans than they are to workers at other

small employers. Although both administrative costs and
workforce composition are likely to influence an employer’s
decision to sponsor a retirement plan, these facts support
the explanation that, as of 2006, the low sponsorship rate
at small firms was due more to differences in demand for
retirement benefits by the firms’ employees than to the
fixed costs associated with starting up and administering

a plan.

REEXAMINING WHICH WORKERS ARE AT FIRMS
THAT Do NOT SPONSOR PLANS

As reported above, 52 percent of private-sector wage and
salary workers aged 21 to 64 reported that they worked for
an employer that sponsored a retirement plan in 2006.
However, the characteristics of workers at firms that
sponsor plans differ systematically from those of workers
at firms that do not sponsor plans. This section reexamines
firm sponsorship from the perspective of which workers
are likely to have the ability to save and are focused on
saving for retirement and are, thus, likely to demand

retirement benefits from their employers.

OTHER DIFFERENCES IN EMPLOYEE CHARACTERISTICS ARE ATTENUATED BY EMPLOYER SPONSORSHIP STATUS
Percentage of private-sector wage and salary workers aged 21 to 64 by employment status, firm size, and employer retirement plan

sponsorship, 2006
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Demand for Pensions and Employer Sponsorship

Based on the analysis presented in this paper, this section
defines the portion of the workforce that is likely to desire
to save for retirement in the current year and who are thus

likely to demand pension benefits.

Part-time or part-year workers are unlikely to desire to
save for retirement in the current year. To some degree,
this is because the bulk of these workers may typically
have low earnings and will likely receive a high income-
replacement rate from Social Security. But in part, this
is also because many workers who are currently working
part-time or part-year may typically work full-time or for a
full year. If earnings in the current year are below typical
earnings, individuals are unlikely to want to reduce current

consumption further by saving for retirement.

Few workers who are 21 to 29 years of age save
primarily for retirement; the savings of this group are
typically for education, the purchase of a home, or done for
precautionary reasons. Full-time, full-year workers earning
under $20,000 annually are unlikely to have the capacity

or desire to save for retirement. Full-year, full-time workers

earning $20,000 to $39,999 may have the ability to save,
but because they have other saving priorities, they are likely
to delay saving for retirement until after age 44. Full-year,
full-time workers earning $40,000 or more are likely to
begin saving for retirement earlier than other workers,

likely after age 29.

Of the 54.5 million workers at employers that sponsor
plans, 19 percent are part-time or part-year workers.3> Of
full-time, full-year workers at these firms, 92 percent make
$20,000 a year or more. Looking only at those full-time,
full-year employees most likely to demand retirement
benefits from their employer, 28.9 million employees, or
more than half, are either over 29 years of age and earn
$40,000 or more, or are over 44 years of age and earn

$20,000 or more.

In contrast, of the 50.2 million workers at employers
that do not sponsor plans, 17.6 million (or 35 percent)
are part-time or part-year workers and another 8.4 million
(or 17 percent) are full-time, full-year workers aged
21 to 29 (Figure 19). Restricting attention only to the

24.3 million full-time, full-year employees most likely to

A CLoSER Look AT WORKERS WHO ARE NOT COVERED BY AN EMPLOYER RETIREMENT PLAN

Millions of private-sector wage and salary workers aged 21 to 64, 2006
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demand retirement benefits from their employer,

13.5 million employees—or 27 percent of those working
for a firm that does not sponsor a plan—are either aged
30 to 34 and earning $40,000 or more, or are aged 45 to

64 and earning $20,000 to $39,999.

Access to an Employer Plan through a Spouse

To some extent, the percentage of workers at firms that
sponsor a retirement plan underestimates access of
individuals to employer-sponsored retirement benefits.
Some individuals who do not have access to a plan
through their own employers have spouses who work for
firms that sponsor a plan. Indeed, 15 percent of those
without access to a plan through their own employer had
access to a plan through a spouse. On net, of the 50.2
million employees who worked for firms that did not
sponsor a retirement plan, 11.0 million, or 22 percent,
were both likely to demand retirement benefits from
their employer and were without access to an employer
plan through a spouse. Indeed, limiting the sample to
those workers likely to demand retirement benefits, 68
percent worked for a firm that sponsored a plan, and 74
percent had access to a plan through either an employer
or through a spouse. Additionally, of those workers in
this group whose own employer sponsored a plan or
whose spouse’s employer sponsored a plan, 92 percent
participated in either their own employer’s plan or a

spouse’s employer plan.

Summary: Which Workers Do Not Have Pension
Coverage

The private-sector pension system is often criticized
because it is said that too small a fraction of the private-
sector workforce has access to employer-provided
pensions and not all workers with access to a plan choose
to participate in the plan. However, aggregated statistics

mask important differences in pension coverage by worker

characteristics. Of those most likely to desire to save

for retirement in the current year, nearly three-quarters
had access to a plan through their own employer or their
spouses’ employers, and 92 percent of those with access
participated.33 Of those who worked for an employer that
did not sponsor a plan, only about one-fifth were likely to
both desire to save for retirement in the current year and

be without access to an employer plan through a spouse.

This analysis supports the conclusion that the
private-sector pension system can and should be
improved. Certainly, not all who are likely to desire to
save for retirement in the current year have access to an
employer-provided retirement plan. However, it suggests
caution when proposing reforms to a system that provides
retirement benefits to most workers who are likely to value

retirement benefits more highly than cash compensation.

CONCLUSION

Access to, and participation in, an employer-sponsored
retirement plan is not randomly distributed throughout
the workforce. Workers who are more likely to desire to
save for retirement in the current year—older workers
with more economic resources—are more likely to have
pension coverage. Younger workers are less likely to desire
to save primarily for retirement because their savings is
typically focused on education, buying and furnishing

a home, and building up liquid assets as a precaution
against unexpected circumstances. Workers with lower
current income and lower lifetime income are less likely to
save for retirement because they are less likely to have the
ability or desire to consume less than their current income,
and because Social Security benefits replace a higher
proportion of their preretirement earnings. Consistent
with these preferences, employees who work for firms that
do not sponsor plans are more likely to be younger, have
lower current income, and lower lifetime income (proxied
by education), and are less likely to work full-time for a full

year.
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Differences in sponsorship rates are perhaps most
stark when tabulated by size of firm. Sponsorship
rates range from 18 percent at firms with fewer than 10
employees to 71 percent at firms with 1,000 employees
or more. There are at least two potential reasons why
retirement plan sponsorship would vary by firm size. One
explanation is that there are large fixed costs associated
with establishing and administering a plan, leaving
small firms with high per-employee costs. An alternative
explanation is that small-firm employees do not place a
high value on compensation in the form of retirement
benefits. Both factors likely play some role. The data are
consistent with workforce composition being a primary
reason for the low rate of sponsorship by smaller firms.
Overall, small-firm employees are more likely to be
younger, have lower earnings, and have less education, and
they are less likely to work full-time for a full year. However,
workers at small firms that sponsor plans are more similar
to workers at large firms that sponsor plans than they are

to workers at other small employers.

It has long been noted that small firms are much less
likely to sponsor a retirement plan than are large firms.
Most efforts at increasing small firm sponsorship implicitly
assume that administrative costs are the primary barrier
to small firms offering pension plans. Although there is
evidence that reducing administrative costs increases
pension coverage,34 there is some frustration among
policymakers that policies aimed at getting small firms to
sponsor plans have not been more effective. The analysis
in this paper suggests that, as of 2006, the primary reason
firms, large or small, did not offer retirement benefits is
because many of their workers were not focused on saving

for retirement.
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Making reasonable extrapolations about their earnings
paths and Social Security replacement rates, it appears
that only one in four private-sector workers without access
to employer-based retirement plans is likely to have the
ability to save and be focused primarily on saving for
retirement. Only one in five is both likely to desire to save
for retirement in the current year and to be without access

to an employer plan through a spouse.

The incentives faced by both employees and employers
should be taken into account when crafting pension
reforms, and realistic goals should be set for increasing
employer-based retirement plan coverage. Some workers
do not have the resources to fund current consumption,
much less the ability to set aside resources to fund
consumption in retirement. Other workers may have the
ability to save and will likely desire to save for retirement
at some point in their career, but have more important
savings priorities in the current year. It is unlikely that
either group of these workers will seek to work for a firm
that offers a pension plan; and, if they do work for a firm
that offers a plan, it is unlikely that they would choose to
contribute a portion of their salary to a retirement plan.
More significantly, some households face a lifetime of low
earnings. Even the best-designed voluntary private-sector
retirement system is unlikely to provide adequate resources
to fund retirement consumption for workers who find they
have inadequate resources to fund consumption in years
when they are participating in the labor market. Because of
this, it is of vital importance to maintain a Social Security
system that provides adequate benefits to workers with low

lifetime earnings.




NOTES

1

See lwry and John (2006).

Permitted disparity—the provision in the tax code that allows

Social Security integration—is defined in Section 401(l) of the
Internal Revenue Code. See Perun (2002) for a discussion of Social
Security integration. Perun finds that, as of 1997, about one out

of three DB plans were integrated and about one in four DC plans
were integrated. Because integrated DB plans tend to be larger

than average, about 42 percent of DB participants were in an
integrated plan in 1997. The study was not able to determine the
exact proportion of DC participants in integrated plans, but because
most integrated DC plans in the 1997 sample were very small (75
percent had fewer than 20 participants), fewer than one in four DC
participants were in integrated plans. In addition, permitted disparity
rules do not apply to employee 401(k) contributions and employer
401(k) matching contributions; that is, employers that provide

only matching contributions to a 401(k) plan are not permitted to
integrate their plans with Social Security.

Contributions to both DB pensions and DC pensions (other

than Roth contributions) receive the same income tax treatment.
Contributions to pensions do not provide a tax preference to
corporations. Compensation expense is deducted from revenue
when calculating taxable corporate income; allowing a deduction
for pension compensation expenses is not a tax preference. The tax
preference arises because of the treatment of pension contributions
under the individual income tax. Compensation, even deferred
compensation, is typically included in an individual’s taxable income,
but special rules allow deferral of the individual income tax on
qualified pension compensation.

The last available results are those of the 2004 survey. Results from
the 2007 survey are expected in the first quarter of 2009.

See Appendix Figure A1.

Panel data are an alternative to cross-sectional data. A panel
begins with a cross-section of households, but then follows the
members of the households in the panel over a period of time.
Observed differences by age in a cross-section may be attributable
to either the effect of age or so-called “cohort” effects: differences
between groups due to factors other than age. For example, the life
experiences of individuals born during the Great Depression may
make their behavior at any given age quite a bit different than that
of the baby boomers. Following groups of individuals over time, as
in a panel, may allow the researcher to disentangle age and cohort
effects. The use of panel data to analyze consumption and savings
does not alter the findings materially.

Carroll (1997) and Gourinchas and Parker (2002) find that
consumption and income are fairly equivalent early in life, leaving
little to savings (savings is equal to income less consumption).

Optimization over the life cycle generally requires that the marginal
utility of consumption be equal in each time period. If certain other
conditions are met, this would also imply that an individual would
prefer to smooth consumption over time. Retired people may
maintain their marginal utility by diminishing their consumption
and increasing their time devoted to leisure. So, a constant marginal
utility across the life cycle can also be maintained by trading
consumption for leisure. See Engen, Gale, and Uccello (2004)

and Scholz, Seshadri, and Khitatrakun (2006) for a more formal
description of life-cycle models and for a discussion of retirement
savings adequacy.

9

This is the pattern observed by age when looking at cross-section
data. For a discussion of earnings patterns using lifetime earnings
histories, see Mitchell and Phillips (2006).

Using life-cycle models, the major puzzle for economists has not
been to explain why younger individuals do not save, but rather

to explain why younger individuals do not take on more debt.

That is, if earnings typically increase at the beginning of workers’
careers, the workers may be able to finance consumption in every
year of their lives that is higher than the amount they earn early in
their careers (and would make themselves better off by doing so).
Consuming more than the workers earn would be accomplished by
accumulating debt in these years. One explanation for the apparent
lack of borrowing is that individuals may not have access to credit.
Such individuals are referred to as “liquidity constrained”: they would
like to borrow against future earnings, but without access to credit,
they do not have enough liquid assets to consume as much as they
would like. See Deaton (1991) for a discussion of liquidity constraints
and life-cycle models. Another explanation is that, although workers
can expect earnings to increase, on average, future earnings are too
uncertain for them to want to risk taking on debt. For a discussion of
“buffer-stock” savings and its effect on life-cycle models, see Carroll
(1997). Hubbard, Skinner, and Zeldes (1995) argues that the presence
of government transfer programs that use both earnings-based and
asset-based means tests (for example, food stamps and welfare)
reduce asset accumulation. These programs reduce savings both by
providing a floor under which consumption cannot fall regardless of
earnings or wealth, and by subjecting any accumulated wealth to an
implicit 100 percent tax when earnings are low. Including means-
tested programs in a life-cycle model with buffer-stock savings can
explain why low-income households are more likely to hold no wealth
and why such behavior is rational.

For example, Carroll (1997) simulates representative consumers
rationally beginning to save for retirement at roughly age 45 to 50.
Similarly, the model in Gourinchas and Parker (2002) predicts that
financial asset accumulation and savings for retirement rationally
begins sometime after age 40.

For a discussion of children and life-cycle savings, see Scholz and
Seshadri (2007).

Calculations assume total household income is equal to earnings
and all other eligibility requirements (such as the asset test for food
stamps) are met. Eligibility for food stamps is determined monthly;
eligibility for the EITC is determined annually. For purposes of the
food stamp benefit, monthly earnings are assumed to be 1/12 of
annual earnings, and it is assumed that the individual deducts from
gross income $175 per child for monthly dependent care expense
when calculating net income.

After age 40, earnings are assumed to grow over time at a rate
slightly lower than average wage growth projected by the Social
Security Administration (2006). For example, in real 2006 dollars
for the individual earning $20,000 at age 40, wages increase from
approximately $17,200 at age 30 to approximately $22,600 at age 59;
real earnings from age 60 to age 66 are relatively flat. For more detail
on the derived wage profiles, see Brady (forthcoming).
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5 While working, payroll taxes are 7.65 percent of earnings. Income
taxes are calculated assuming the individuals are single with no
children. The presence of children would reduce income tax liability.
However, assuming the costs of raising children are greater than
any associated tax benefits, properly accounting for the presence
of children would increase the calculated replacement rate of an
individual’s own preretirement consumption. For both federal and
state income taxes, it is assumed that 2006 tax law applies. That is,
current tax rates are applied in all periods, and the parameters of the
tax code that are indexed are adjusted for inflation (without regard to
rounding rules) in periods both before and after 2006. Without loss
of generality, state income taxes are calculated using Virginia income
tax. Adjusted gross income (AGl) is set equal to earnings. Individuals
take a standard deduction (equal to $5,000 in 2006) and a single
exemption (equal to $3,200 in 2006) and are eligible for the childless
earned-income credit (completely phased out for adjusted gross
income over $12,120).

16 Note that savings not only increases the calculated replacement rate
by increasing retirement income (the numerator of the replacement
rate ratio) but also by decreasing the amount of income available
for consumption prior to retirement (the denominator of the
replacement rate ratio). By definition, income saved is not consumed
and thus does not need to be replaced in retirement.

7 See Brady (forthcoming) for a more general discussion of
replacement rates and adequate savings rates.

18 If workers have expenses prior to retirement that they do not have
after retirement, they may desire to replace less than 100 percent
of net income. For example, if households own their own home
and plan to pay off their mortgage prior to retirement, they would
need fewer resources to cover expenses after retirement. If workers
raised children and expect children to be out of the house prior to
retirement, they do not need to replace preretirement income used
to pay child expenses. Similarly, expenses may be lower if retirees do
not have expenses related to working, such as commuting costs or
the cost of eating outside the home.

There are two primary reasons why workers may want to accumulate
more assets. First, if workers desire to retire prior to the normal
Social Security age, Social Security benefits will be reduced and
workers may desire to make up this difference with retirement assets.
Second, if workers expect expenses to be higher, on net, in retirement
than they were prior to retirement, they may desire to replace more
than 100 percent of preretirement income. The primary reason for
expenses to go up in retirement would be an increase in out-of-
pocket medical expenses.

These factors are discussed in more detail in Brady (forthcoming).

19 Although the ratios are higher, net worth—to-income ratios show
similar differences between households with different levels of
education. Hubbard, Skinner, and Zeldes (1995) shows that wealth-
to-income ratios (and, presumably, financial asset-to-income
ratios) vary not only by education and age, but also by income when
controlling for education and age.

20 Eligibility for pensions may be restricted by a worker’s age, hours
worked, and years of service (see endnote 28). In addition, a firm may
restrict pension benefits to a particular line of business within the
larger firm or restrict the benefit to certain occupations.

21 See, for example, Purcell (2007); Copeland (2007); and Munnell,
Lee, and Meme (2004).

PAGE 34 PERSPECTIVE

SEPTEMBER 2008 VoL. 14, No. 2

22

23

24

25

26

27

Wage and salary workers aged 21 to 64 represented the bulk

(88 percent) of the 118.8 million private-sector wage and salary
workers in the United States in 2006. This analysis excludes
individuals who are likely to be continuing their education

(6 percent of all wage and salary workers were aged 18 to 20);
very young (2 percent of all wage and salary workers were younger
than 18); or nearing or possibly phasing into retirement (4 percent
of all wage and salary workers were aged 65 or older).

Appendix Figure A2 provides more detailed statistics on private-
sector wage and salary workforce composition.

Another household survey, the BLS’s Survey of Income and Program
Participation (SIPP), collects information on the type of retirement
plan an individual is offered. However, those data are only available
every five years, with the latest data available being 2003. See U.S.
Census Bureau (2001). Alternatively, retirement plan coverage can
be determined by surveying businesses (rather than households),
as is done by the BLS’s National Compensation Survey. See U.S.
Department of Labor (2007). In addition, private-sector pension
plans are required to file a Form 5500 report annually with the
Department of Labor. Form 5500 data summarize contribution,
distribution, and asset information for private-sector plans. See
U.S. Department of Labor (2008).

Appendix Figure A2 provides more detailed statistics on pension
coverage. In addition to characteristics discussed in the text, the
likelihood of working for an employer that sponsors a plan also varies
by the occupation of the employee and the industry of the employer.
For example, 67 percent of executive, administrative, and managerial
workers work for an employer that sponsors a plan compared with
30 percent of workers in service occupations other than protective
services. Workers in the finance, insurance, and real estate (F.I.R.E.)
industries have a 65 percent probability of working for an employer
that sponsors a plan, compared with 34 percent of construction
industry workers and 28 percent of workers in personal service
industries.

See Appendix Figure A2 for more detailed information on
participation rates by employee and employer characteristics.

See Appendix Figure A2 for this detail. For example, employer
sponsorship rates by industry range from 21 percent (agriculture,
forestry, and fishing) to 66 percent (durable goods manufacturing);
among workers whose employers sponsor a plan, participation rates
range from 64 percent (retail trade) to 86 percent (durable goods
manufacturing).

More formally, the primacy of sponsorship in determining differences
in participation rates can be seen by comparing the standard
deviation of sponsorship rates among groups of workers to the
standard deviation of the participation rate conditional on a firm
sponsoring a plan among groups of workers. For example, using the
groupings of workers from Figure A2, the sponsorship rate by size
of firm ranges from 18 percent to 71 percent, yielding a standard
deviation of sponsorship rate of 20.5 percent. Conditional on a

firm sponsoring a plan, participation rates range from 77 percent

to 81 percent, yielding a standard deviation of only 1.5 percent.

The comparisons for the other groups are (standard deviation of
sponsorship rate to standard deviation of conditional participation
rate), ethnicity: 11.7 percent to 3.7 percent; immigration status:

14.8 percent to 4.1 percent; industry: 15.5 percent to 7.8 percent;
education: 15.7 percent to 8.0 percent; and occupation:

14.6 percent to 8.1 percent.
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30

31

32

33

34

More formally, the comparison of the standard deviation of
sponsorship rates to the standard deviation of conditional
participation rates are weeks and hours worked: 12.5 percent to

22.1 percent; annual earnings: 20.3 percent to 23.0 percent; and age:
7.8 percent to 11.0 percent.

In general, eligibility can be delayed until the later of: (1) age 21 or
(2) one year of service. Special rules allow for a two-year service
requirement if all benefits accrued under the plan vest immediately.
Special rules allow nonprofit educational institutions to delay
eligibility until age 26. A year of service is typically defined as a
12-month period in which an employee has 1,000 hours of service,
so even long-tenured part-time or part-year workers may not be
eligible for a plan if they never pass this threshold.

For a more complete discussion of the factors involved in a
firm’s decision to offer retirement benefits and the effect of
nondiscrimination rules on this decision, see Brady (2007).

See Appendix Figure A3 for more detail.
See Appendix Figures A4 and As for more detail.

See Figure A6 for more detailed information on sponsorship rates
and participation rates among these groups of employees.

For example, as of December 2007, there were over 500,000 SIMPLE
IRA plans with approximately 2.2 million participants. Approximately
98 percent of the plans had 25 or fewer participants. See Brady and
Holden (2008).
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