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Abstract

This thesis consists of three essays that examine the impact of government policies on
pension decisions of workers and firms. The first and second essays analyze the effect
of pension-related tax policies imposed on workers and firms, respectively. These tax
policies did not change the behavior of workers and firms to the extent policymakers
anticipated. The third essay examines moral hazard problems associated with the
federal insurance of defined benefit (DB) pension benefits, as administered by the
Pension Benefit Guaranty Corporation (PBGC). Moral hazard problems may have
contributed to the PBGC’s current deficit of $2.7 billion.

The first essay examines the 10% tax penalty on uses of pre-retirement lump-sum
pension distributions (LSDs) other than rollovers. Congress imposed this penalty
on workers who did not invest all of the LSDs in tax-deferred instruments. Results
from the May 1988 Current Population Survey show that rollovers did not increase
in response to this penalty so much as Congress had anticipated.

The second essay examines the change in full-funding limits that occurred as of
1988. Employer contributions to pension plans that were overfunded by 150% or
more became nondeductible. This raised the real cost of providing pension benefits
for sponsors of the affected overfunded plans. Results from the Internal Revenue
Service Form 5500 indicate that this change has not reduced employer contributions
to the affected overfunded plans.

The third essay outlines a framework for analyzing moral hazard problems asso-
ciated with the PBGC insurance. It emphasizes the distinction between old moral
hazard (MH) problems which had existed betore the establishment of the PBGC in
1974 from new MH problems which arose from the PBGC insurance. The PBGC
Termination Case File provides weak evidence that the PBGC insurance may have
led to new MH problems that "ad not existed before 1974. Results also suggest that
the severity of totality of old and new MH problems may have increased after 1974.

Thesis Supervisor: James M. Poterba
Title: Professor of Economics
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Chapter O

Introduction

Private employer-sponsored pensions play two major roles in the U.S. economy. First,
they play a significant role in the accumulation of personal saving. The flow and
stock of pension assets is enormous. Each year, workers and firms contribute over
$90 billion to pension funds. This amounts to approximately 20% of total personal
saving in the U.S.! The total stock of pension assets exceeds $2 trillion. Second,
private pensions are a major source of retirement income for many workers. In 1989,
approximately 75% or retired individuals had received or expected to receive benefits
from pension plans of former employers.? The importance of these two roles has
motivated federal government intervention since 1917.2 With the enactment of the
Employee Retirement Income Security Act of 1974 (ERISA), the federal government
became inseparably involved in every major aspect of pension decision making. This
thesis examines the sensitivity of workers’ and firms’ pension decisions to the federal

regulations. It also explores the unforeseen consequences of government policies.

1This is based on Flow of Funds (FOF) figures tabulated by the Federal Reserve System. Unlike
the national income product accounts figures, FOF figures include pensions.

2For more details, see: Daniel J. Beller and David D. McCarthy. “Private Pension Benefits.”
Chapter 10 in Trends in Pensions 1991. Eds. John A. Turner and Daniel J. Beller. Washington:
GPO, 1992.

3The Department of Treasury issued administrative guidance in 1917, which gradually led to
favorable tax treatment of pensions.



0.1 Tax Penalty on Lump-Sum Distribution

The first essay examines individuals’ use of preretirement lump-sum pension distri-
butions (LSDs). As of May 1988 approximately 8.5 million workers, or about 8%
of the labor force, reported having received LSDs from prior jobs. Approximately
87% of these recipients did not save any of their LSDs for retirement. They shifted
approximately 78% of the total $42 billion in LSDs out of retirement savings to invest
in more liquid assets and to finance consumption.

To encourage the saving of LSDs for retirement, Congress changed the tax treat-
ment of LSDs in the Tax Reform Act of 1986 (TRA). Prior to TRA, individuals paid
income taxes on the amount of LSDs that they did not invest in tax-deferred instru-
ments such as Individual Retirement Accounts (IRAs). After TRA, individuals have
had to pay a 10% tax penalty, in addition to income taxes, on the amount of LSDs
not rolled over to tax-deferred instruments.

Aggregate evidence suggesis that the tax penalty has had little impact on rollovers.
The actual tax revenue raised from the tax penalty has far exceeded anticipated tax
revenue. During 1987-89, the tax penalty raised over $1.9 billion in tax revenue;
Congress had anticipated $547 million. Microdata evidence from the May 1988 Cur-
rent Population Survey also suggests that the tax penalty has had small impact, an
increase of at most 11 percentage points in the probability of rollover.

The paper explores two explanations for the small impact of the tax penalty. One
explanation is that many recipients of LSDs may face Equdity constraints, such that
they choose to spend their LSDs in spite of the tax penalty. The second explanation
is that individuals may make saving decisions based on rules of thumb and men:al
accounts rather than based solely on rational utility maximization.

The trend toward defined contribution (DC) pension plans, most of which offer
workers the option to receive their pension benefits as LSDs, will lead to an increase
in the number and amount of LSDs. This trend, in conjunction with the estimated
unresponsiveness of rollovers to the tax penalty, suggests that the leakage out of

retirement savings via LSDs will increase in the future.



0.2 Deduction of Employer Pension Contributions

Private pension plans receive two forms of favorable tax treatment. First, employer
contributions to pension plans are deductible from corporate taxable income. Second,
earnings within pension funds are exempt from corporate taxes; pension assets enjoy
tax-free buildup. Recently, proposals to reduce the favorable tax treatment granted to
pensions have emerged. In particular, there are proposals not to allow firms to deduct
pension contributions from taxable income. If contributions are not sensitive to the
deduction, then taking away the deduction would raise badly needed tax revenue
without decreasing personal saving or endangering the security of workers’ pension
benefits. The sensitivity of contributions to the deduction is not known.

The second essay examines the tax sensitivity of employer contributions to defined
benefit (DB) pension plans. In particular, it examines the effects of a change in the
tax price of contributions that occurred in 1988. Before 1988, employer contributions
were deductible from corporate taxes. Since 1988, employer contributions were tax-
exempt so leng as the value of the assets in the pension fund did not exceed 150% of
the present value of pension liakilities. If a pension fund was overfunded by more than
150%, then nondeductible, after-tax employer contributions were permitted. About
28% of DB pension plans were overfunded by 150% or more in 1987 and were subject
to this loss of deduction for contributions.

The paper uses data from the Internal Revenue Service Form 5500 to estimate
the change in contributions before and after the law change. The results suggest that
sponsors of plans overfunded by 150% or more did not reduce their pension contri-
butions in response to the loss of deduction for the contributions. One explanation
is that firms may derive most of the tax benefit from the tax-free buildup within the
pension funds. Firms would then continue to make nondeductible contributions to
overfunded pension plans after 1988 to enjoy the tax-free buildup within the pension

funds.



0.3 Moral Hazard Problems of PBGC Insurance

In 1974, Congress enacted ERISA which established the Pension Benefit Guaranty
Corporation (PBGC). Since that time, the PBGC has insured workers against com-
plete loss of pension benefits in the event that their firms fail with underfunded
pension plans (i.e., with pension assets less than pension benefits). At the end of
1992, the PBGC had an accumulated deficit of $2.7 billion. This deficit méy be due
in part to moral hazard problems.

The third essay examines moral hazard problems associated with the PBGC insur-
ance. It reviews the literature on moral hazard problems that may arise from firms’
and workers’ actions. It also presents evidence from the PBGC Termination Case File.
The dataset contains information on single-employer plans that have terminated with
underfunding.

The discussion highlights the distinction between “old” and “new” moral hazard
problems. Old moral hazard problems are those that existed prior to the establish-
ment of the PBGC. New moral hazard problems are those directly induced by the
provisions of the PBGC insurance. Examples of old moral hazard problems include
underfunding and risky investment of risky assets by failing firms. An example of a
new moral hazard problem involves firms filing for bankruptcy or liquidation before
terminating underfunded pension plans. Firms’ incentive to take such actions arises
frpm a provision of ERISA that gave the PBGC claims up to 30% of firms’ net worth
for the amount of underfunding. Entering insolvency proceedings prior to terminating
underfunded pension plans push down the priority of the PBGC’s claim on firms’ net
worth. Another possible new moral hazard problem is that workers with underfunded
pension plans in financially weak firms have an incentive to raise pension benefits in
lieu of wages, because they knew the PBGC insures the higher pension benefits. The

magnitude of moral hazard problems seems to have increased over time.



The analyses in the three essays point out the difficulty of predicting the effects of
policies beforehand. Workers’ decision about uses of LSDs and firms” decision about
pension contributions appear to be less sensitive to taxes than policymakers have
anticipated. Consequently, tax policies designed to change their decisions did not
have much of an impact. The difficulty in formulating policies is also apparent in the
case of the PBGC. What started out as a good-intentioned, seemingly inexpensive
social insurance program has created distortions resulting in moral hazard problems
that policymakers did not foresee. The discussion in the three essays also point out
the long-lived nature of policies. Policymakers do not appear ready to rescind or
reform the three policies examined in this thesis, though we now have fair knowledge

about the flaws of these policies.
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Chapter 1

Tax Policy, Lump-Sum Pension
Distributions, and Household

Saving*

1.1 Introduction

The personal saving rate in the United States remained steady during the post-World
War II until the mid-1980s. It declined sharply between 1986 and 1990. The National
Income Accounts (NIA) indicate that personal saving as a percerntage of net national
product ranged between 4.4-7.2% prior to 1986. Since the mid-80s, the personal

saving rate has ranged between 3.5-4.9%.! The reasons for the decline in personal

*T would like to thank Daniel Beller, Peter Diamond, Jonathan Gruber, Richard Hingz, Sook
Hee Lee, James Poterba, Andrew Samwick, Rob Shumsky, and participants at the Harvard-MIT
Public Economics Seminar for helpful comments. All remaining errors are my own. I would also
like to thank Daniel Feenberg for figures from IRS tax data. I gratefully acknowledge financial
support from the National Science Foundation, Lynde and Harry Bradley Foundation, and World
Economy Laboratory. The data used ir this paper were made available by the Inter-University
Consortium for Political and Social Research. The data for Curtent Population Survey, May 1988
were originally collected and prepared by the U.S. Dept. of Commerce, Bureau of the Census. I
bear all responsibility for the analyses and interpretations of the data presented herewithin.

1 Economic Report of the President 1992, p. 326. The magnitude of the decline has been open to
debate. Bosworth et al. (1991) made several adjustments to the NIA figures. In particular, they
counted state and local pension assets as personal saving. Their computations indicate that personal
saving as a percentage of net national product declined from 8-10% prior to 1986 to less than 6%
in 1990.
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saving are unclear. Several explanations have been put forth, suich as changes in
the demographic characteristics of the U.S. population and an increase in payout of
corporate earnings to bond- and stockholders.?

The decline in the personal saving rate and the lack of a good explanation may
explain Congress’s concern about the trend away from defined benefit (DB) pension
plans and toward defined contribution (DC) pension plans.®> Most DB pension plans
pay pension benefits to workers at retirement, such ihat the pension money remains
locked up as retirement savings. In contrast, most DC pension plans allow workers
to receive their pension benefits as lump-sum distributions (LSDs) when they are
separated from their employers. When workers in DC plans move across jobs and
receive LSDs, they have the opportunity to shift money out of retirement savings and
into other uses such as buying a house and investing in a money market account.

As more workers become covered by DC plans, LSDs will become more prevalent,
and the dissipation of retirement savings fcr consumption may increase. Congress’s
desire to stem such a dissipation of retirement savings is understandable. It has the
potential to undo Congress’s efforts to raise personal saving via private pensions.
Congress’s efforts have included granting of favorable tax treatment to contributions
to DC pension plans. If workers in DC plans spend their LSDs, then the foregone tax
revenue from the favorable tax treatment will have been for nought.

Consequently, in 1986 Congress imposed a 10% tax penalty on uses of LSDs other
than rollovers. In other words, unless an individual reinvested the entire LSD in
tax-deferred instruments such as IRAs and insurance annuities, the individual was
subject to the 10% tax penalty. Congress wanted to keep the money locked up
as retirement savings by requiring the saving of LSDs in instruments that penalize

withdrawal before retirement.* Such a penalty on consumption is not new. Congress

2See: Bosworth et al. (1991), Hatsopoulos et al. (1989), and Poterba (1991).

8There are two measures of the prevalence of DB plans: (1) the percentage of firms that sponsor
DB plans and (2) the percentage of workers covered by DB plans. Both measures indicate a trend
away from DB plans. Between 1975 and 1988, the fraction of firms with pension plans that sponsored
DB plans fell from 33% to 20%. During the same period, of all workers covered by pension plans,
the fraction with DB plans fell from 84% to 71%. See: Trends in Pensions 1992, p. 590-93.

4 Another motivation may have been a desire to recapture some of the foregone tax revenue from
the favorable tax treatment of contributions to the pension plans.
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had imposed a 10% tax penalty on early withdrawals from Individual Retirement
Accounts (IRAs) in 1982.

Whether the tax penalty on not rolling over LSDs has actually succeeded in in-
creasing the saving of LSDs is not known.® Past studies of individuals’ use of LSDs
have not addressed the effect of the tax penalty.® Thus, the purpose of this paper is
to present some empirical evidence on the impact of the tax penalty on individuals’
decision to save or spend their LSDs.

The paper proceeds as follows. Section 1.2 contains a brief description of two
types of institutional details about LSDs: when individuals can receive LSDs and
how the tax treatment differs by the particular use of LSDs. It describes the changes
in the tax treatment that occurred in 1986. Section 1.3 describes the May 1988
Current Population Survey (CPS) that served as the primary dataset for analyzing
the effect of taxes on individuals’ decision to roll over LSDs. Section 1.4 presents a
model to illustrate the effect of taxes on the “rational” choice of saving instruments for
recipients of LSDs. It also includes a discussion of recent works by Siiefrin and Thaler
(1988) and Thaler (1991), who argue that individuals’ actual saving behavior does
not match predictions of models of rational saving decision based on a well-defined
utility maximization problem.do not predict The predicted effect of taxes from the
behavioral model differs from that from the model of rational choice. Section 1.5
presents aggregate evidence from the U.S. Treasury Individual Tax Model File on
the effcct of the 10% tax penalty on rollovers of LSDs. It also presents individual-
level evidence from the May 1€88 CPS on the effect of the tax penalty. Section 1.6

concludes the paper with a discussion of policy implications.

®Engen and Gale (1992) examined the effect of the penalty on early withdrawals from IRAs on
savings. They find that un increase in the penalty would decrease savings, because individuals would
be mote reluctant to contribute to IRAs.

8See: Andrews (1991) and Piacentini (1990).
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1.2 Background

This section briefly describes two sets of federal regulations concerning lump-sum
distributions (LSDs): the set of regulations concerring when workers can receive

LSDs and those regarding the tax treatment of LSDs.

1.2.1 Recipiency

Workers may receive LSDs under three types of circumstances. First, the provisions
of some pension plans offer participants the option of receiving their accrued pension
benefits as L.SDs upon separation from the employers (whether the separations are
voluntary or involuntary).” Workers whose pensions give them the LSD option are
referred to as being eligible for LSDs. Second, the Employee Retirement Income
Security Act of 1974 (ERISA) allowed employers to cash out employees with small
accrued benefits unilaterally. In other words, employers can give LSDs to workers
upon separaiion whether the workers want to receive them or not, given that the
amount of accrued benefits is less than the legal maximum unilateral cashout limit.
The current maximum unilteral cashout limit is $3,500. Workers may also receive
LSDs without experiencing separation from employers. If an employer terminates a
pension plan, then he/she may offer workers the option of LSDs.? Exact figures on
the fraction of workers who receive LSDs under each of these three circumstances are
not available.

Individuals who receive LSDs have three options: (1) they can leave the money
with the firms they are leaving, if the firms have not failed, (2) they can receive
checks for the amount of the LSDs and save or spend as they please, and (3) they can

arrange to have the money rolled over into their new employers’ DC pension plans.?

TAbout 10% of defined benefit plans and between 80-90% of defined contribution plans allow
LSDs. If a pension plan does not offer workers ithe LSD option, then the workers receive their
pension benefits as an annuity that starts payment at retirement. See: Fernandez in Trends in
Pension.

8This commonly occurs when an employer terminates a pension plan as a result of going out
of business. LSDs are less common during asset reversions or other types of plan termination by
ongoing firms.

®Most pension plans do not offer employees the option of transferring money from former em-
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Taxes may affect individuals’ choice among these options.

1.2.2 Tax Treatment

The tax treatment of LSDs has changed over the years. Prior to 1987, individuals
paid income taxes on the amount of LSDs that they did not invest in tax-deferred
instruments such as Individual Retirement Accounts (IRAs) or insurance annuities.
Since the passage of the Tax Reform Act of 1986 (TRA), individuals have had to
pay a 10% penalty, in addition to income taxes, on the amount of LSDs not rolled
over within 60 days of receiving an LSD.!® This tax penalty became effective as of
January 1, 1987 (U.S. Joint Tax Comm. 719). Some recipients were exempt from this
tax penalty. Notably, those who received LSDs as a result of job separation during
or after the year they turned 55 years of age were not subject to this penalty.

TRA introduced two sets of changes in the tax treatment of LSDs. First, it
changed the structure of federal personal income tax, generally lowering the marginal
tax rates and reducing the number of tax brackets. Second, it imposed a 10% penalty
on uses of LSDs other than rollovers.

Figures 1 and 2 illustrate the federal personal income marginal tax rates (MTRs)
for married individuals filing joint returns and for single individuals, respectively. The
MTRs for 1986 and 1987 are illustrated. For older recipients (55 or older), the MTRs
on consumption out of LSDs before and after TRA are as illustrated in Figures 1
and 2. By “consumption out of LSDs,” I am referring to uses to LSDs other than
rollovers and not strictly consumption uses. The older recipients were not subject to
the 10% penalty, suca that the change in the structure of federal income tax rates is
the sole source of variation in the MTRs before and after TRA. For these recipients,
the MTRs on consumption out of LSDs are generallylower after TRA than before
TRA, as shown in Figures 1 and 2.

ployers’ pension plans.

10T, illustrate the impact of income taxes and the tax penalty, consider how much a person must
pay to the IRS for not rolling over any of a $10,000 LSD. The tax penalty amounts to $1,000. If the
individual is in the 28% tax bracket, then he/she owes $2,800 in income taxes. The net result is a
payment of $3,800 or 38% of the LSD to the IRS.

15



In contrast, younger recipients were subject to a 10% tax penalty on consumption
out of LSDs. After TRA, their MTRs on consumption out of LSDs equal the federal
income tax rates plus 10 percentage points for every level of taxable income. Figures
3 and 4 illustrate the MTRs on consumption out of LSDs for younger recipients be-
fore and after TRA. They show the MTRs for married individuals filing joint returns
and for single individuals, respectively. The figures show that the penalty has over-
whelmed the effect of fewer and lower tax brackets. The MTRs increased for most
recipients after 1986. In fact, the MTRs rose more for recipients with lower taxable
income than for those at the high end of taxable income.?

Figures 3 and 4 show that the receipt of an LSD was less likely to push a recipient
into a higher tax bracket after TRA. The figures also show that if an individual
experienced a bracket jump as a result of receiving an LSD, then the size of the
bracket jump was larger in 1987 than in 1986. Appendix A presents tabulations from
the May 1988 CPS that support these observations. We would expect the likelihood
and the size of bracket jumps to affect rollovers.

In July 1992, Congress changed the administration of taxing LSDs. They enacted
a 20% withholding tax on LSDs that are paid out to workers. This withholding tax
became effective as of January 1, 1993. Under the new law, if an individual leaves
the money in the former employer’s pension plan or has the former employer roll
over the money into a tax-deferred instrument, then he/she is exempt from the 20%
withholding tax, the 10% tax penalty, and from income taxes on the LSD (i.e., no
taxes are owed when the LSD is received). If the individual chooses to receive a check
for the amount of the LSD, then the former employer withholds 20% of the LSD and
sends the worker a check for only 80% of the LSD. The 20% withholding tax is a
prepayment of taxes on the amount of the LSD not rolled over. If the individual does
not roll over the entire pre-tax LSD, then he/she is subject to the 10% tax penalty

and income taxes on the amount of the LSD.!? Thus, this new withholding tax is

1 This would suggest that the tax penalty is a regressive tax. Since this paper is a positive analysis
and not a normative analysis of the tax treatment of LSDs, I leave equity considerations to future
research.

12]n other words, the recipients must make up for the 20% withheld and roll it over, along with
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designed to discourage individuals from ever having possession of the LSDs.1?

As results in Section 1.5 will show, the tax penalty has not succeeded in increas-
ing rollovers. On the other hand, it has raised considerably more tax revenue than
Congress had anticipated. During 1987-89, the tax penalty raised over $1.9 billion in
tax revenue; Congress anticipated $547 million (Table 5). The revenue potential of
the tax penalty may have mctivated the recent change in the administration of the
tax penalty. This withholding tax was included in the bill that extended unemploy-
ment benefits passed in July 1992; it was expected to raise tax revenue to pay for

part of the cost of the extended unemployment benefits.

1.3 Data

The analysis in this paper is based on data from the May 1988 Current Population
Survey (CPS), which includes a supplement on employee benefits. The supplement
questions were asked of adults in one-half of the basic CPS sample who were employed
for pay at the time of the interview. For the sake of convenience, we shall refer to
these adults who were employed at the time of the interview as simply workers. Out
of 109,192 adults in the basic CPS sample 27,701 workers answered the supplement
questions. Like the basic CPS data, the supplement data provide weights that allow
adjusting the supplement sample to be representative of the U.S. population.

The supplement includes a set of questions about the receipt of lump-sum distri-
butions (LSDs) from pensions on prior jobs.!* Recipients of LSDs answered questions
only about their most recent LSDs. They were asked to report the year they received
their most recent LSD and the amount.

Both recipient-weighted and dollar-weighted tabulations from the May 1988 CPS

supplement are presented in the following discussion, because a small fraction of

the check they received for 80% of the LSDs. In this case, they are eligible to request refunds from
the IRS on line 54 of Form 1040. They are also exempt from the 10% tax penalty and income taxes,
13For more information, contact the Taxpayer Service Division of the IRS. Also, refer to: Ellen E.
Schultz’s article in the Wall Street Journal and Dick Janssen’s article in Business Week.
14The exact question from the May 1988 CPS supplement was “Have you received a lump-sum
payment from a pension or retirement plan on a previous job?” (U.S. CPS, attachment 15).
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individuals receive a large fraction of the total amount of LSDs. Tabulations on the

recipiency, size, and uses of LSDs follow.

1.3.1 Recipiency of LSDs

In May 1988, approximately 53% of workers participated in pension plans (item A
of Table 1). Of these workers, about 36% were eligible to receive their accrued pen-
sion benefits as LSDs. In other words, their pension plans contained provisions that
allowed them to receive their accrued pension benefits as LSDs. About 8% of the
supplement sample or 2,162 adults reported having received at least one LSD from
a prior job. Using weights to make the sample representative of the U.S. labor force
shows that a total 8.5 million workers had received at least one LSD from a prior job
by May 1988 (item D of Table 1). They had received a total of approximately $42
billion in LSDs.1® This total is in 1988 dollars, as are all dollar figures in subsequent
tables.

The dataset probably provides an underestimate of the number of people who
received LSDs, since those who had received LSDs but were unemployed at the time
of the interview were not included in the supplement interview. Figures from this
dataset probably also underestimate the incidence of LSDs, since the number of LSDs
the workers received were not included in the supplement. Another caveat about the
data is the ambiguity about the possible receipt of multiple LSDs from one separation.
A worker may have received more than one LSD as a result of separation from an
employer if he/she had participated in more than one pension plan that allowed
LSDs. It is not clear which LSD such individuals would have reported on the CPS.
Presumably, they reported the largest LSD.

Table 2 presents tabulations on the distribution of LSD recipiency. The second
and third columns show the distribution weighted by the number of recipients, while
the last two columns show the distribution weighted by the amount of the LSDs.

The distribution of LSD recipiency by two characteris<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>