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In late March, the Social Security Board of Trustees released its annual report
on the financial health of the Social Security Trust Funds. Many projections
remain unchanged from last year’s report. However, the projected long-term
status shows some improvement, based largely on methodological changes for
projecting aspects of immigration. A key difference is that the projected actu-
arial deficit over the 75-year long-range period is 1.70 percent of taxable pay-
roll, which is down from 1.95 percent in last year’s report. Despite the slightly
improved outlook, clearly reform remains an important public policy matter

for current and future lawmakers.

Concerns for overall federal fiscal imbalance loom. There will be greater pres-
sures for government agencies to show that they are efficient. In that light, it
is worth noting that the Trustees also report that the cost of $5.5 billion to ad-

minister the program in 2007 was a very low 0.9 percent of total expenditures.



ith unusually lovely

spring weather on our

side, MRRC welcomed
nearly 60 researchers to its 4th
annual research workshop for
two days of collegial exchange.
MRRC Director John Laitner was
very pleased to welcome from the
Social Security Administration
Jason Fichtner, Associate Commis-
sioner for Retirement Policy, David
Pattison, Director of the Division
of Economic Research, and Econo-
mist Jae Song.

The workshop began with a ses-
sion on Social Security Programs
chaired by John Laitner. Kent
Smetters described his work on
the Optimal Design of Social Secu-
rity; Susann Rohwedder presented
her paper entitled Individual Re-
sponses to Social Security Benefit
Cuts; Warren C. Sanderson pre-
sented on Anticipating the Next
Round of Increases in the Age of
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Receipt of a Full Social Security
Pension; Alejandra Cox Edwards
presented her joint work with
Estelle James on Work and Retire-
ment Choices of Men: The Impact
of Social Security Rules in Chile.

John Karl Scholz next chaired a
panel discussion on the Future of
Social Security with panelists Joyce
Manchester, Kent Smetters, and
John Laitner offering insights.

Laitner welcomed special lun-
cheon speaker Guillermina Jasso,
Professor of Sociology at New York
University. Dr. Jasso described the
wide breadth of information avail-
able for retirement researchers in
the New Immigrant Survey and
even provided a glimpse into some
of the results one might anticipate.
A link to the data is available on
the MRRC website under Data

Resources (http://www.mrrc.isr.
umich.edu/resources/data/).

After lunch, David Pattison chaired
a session on Immigration. Emma
Aguila presented results from her



work with Julie Zissimopoulos on
the Labor Market and Immigra-
tion Behavior of Middle-Aged and
Elderly Mexicans; and Purvi Sevak
presented early findings from her
project Immigrant Native Fertility
and Mortality Differentials, joint
work with Lucie Schmidt.

Jason Fichtner chaired the next
session entitled Pensions and Re-
tirement. Motohiro Yogo present-
ed on Portfolio Choice in Retire-
ment: Health Risk and the Demand
for Annuities, Housing, and Risky

Assets; Olivia S. Mitchell presented
her joint work with Raimond
Maurer on Asset Allocation and
Location over the Life Cycle with
Survival-Contingent Payouts; Vivi-
ana Vélez-Grajales discussed her
work on How Pension Rules Affect
Work and Contribution Patterns:
The Chilean Case; and Kandice
Kapinos presented on Corporate
Use of Cash Balance Pension Plans.

The day ended with the first of two
sessions on Life-cycle Saving with

David Blau serving as Chair. Mark

Aguiar presented his joint work
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with Eirk Hurst on Deconstruct-
ing Life Cycle Expenditure; Nicola
Fuchs-Schuendeln presented on
Evidence on the Life Cycle Model
from German Reunification; Amy
Rauer discussed early results on
her project with Benjamin Karney
and Julie Zissimopoulos entitled
Marital Histories and Economic
Well-being: Preliminary Findings;
Nicole Maestas wrapped up the
day with a presentation of her
work with Xiaoyan Li on Burnout
and the Retirement Decision.

The second day began with the
second session on Life-cycle Sav-
ing chaired by Eric French. John
Karl Scholz presented his joint
work with Ananth Seshardi Are All
Americans Saving Optimally for
Retirement; Emma Aguila dis-
cussed Pension Reform in Mexico:
The Effect of Personal Retirement
Accounts on Preparation for
Retirement; David Blau presented
findings on his work on Pensions,
Saving, and Retirement; Helen
Levy described her work with
Kristin Seefeldt entitled How Do
Low-Income Women Think About
Retirement?; and Kristin Mammen
presented on the Long-term Ef-
fects of the Divorce Revolution.

John Bound chaired the first of two
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sessions on Health & Disability.
Richard Burkhauser presented

A Cautionary Tale of Not Being
Expected to Work in America: The
Relative Economic Fate of Single
Mothers and Working Age People
with Disabilities Over the last
Quarter Century.

Ahmed Khwaja discussed findings
from his work on Moral Hazard,
Adverse Selection and Health
Expenditures: A Semiparametric
Analysis; Dan Silverman presented
Sources of Advantages Selec-

tion: Evidence from the Medigap
Insurance Market. Arie Kapetyn
discussed Why Does Self-reported
Disability Vary Across Countries?;
and Huan Ni presented findings
from her work with Hugo Bentiez-
Silva on Measuring the Effects of
Heath Dynamics on Retirement
Decisions. Olivia Mitchell chaired
a second panel discussion on
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The Decumulation Phase of the
Life-cycle. Presenters included
Bob Willis, Jacqui Smith, Frank
Stafford, and Michael Hurd.

Michael Hurd chaired the second
session on Health & Disability. Eric
French presented on his work with
John Bailey Jones on Differential
Mortality, Uncertain Medical Ex-
penses, and the Saving of Elderly
Singles. Estelle James presented on
The Impact of Private Participa-
tion on Disability Costs: Evidence
from Chile. Max Schmeiser diss-
cussed his paper with Richard

Burkhauser: The Impact of Fatness
on Disability Insurance Applica-
tion by the Non-Elderly.

A final session entitled Rational
Planning was chaired by Bob
Willis. Presentations included
Financial literacy: An Overview
of 3-years of Work by Annamaria
Lusardi; Intertemporal Choice

Where the Rubber Meets the Road:

Evidence from Transaction-Level
Data by Jonathan Zinman; and
Social Identity and Preferences by
Daniel Benjamin.

Now imm
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DECONSTRUCTING LIFECYCLE
EXPENDITURE

By Mark Aguiar and Erik Hurst

t is well documented that household expenditures over the lifecycle
increase through middle age and then decline sharply thereafter.
Household consumption tends to rise from ages 25 to 45 and to fall
between ages 45 and 70. This is true for purchases of durable goods,
like automobiles and appliances, as well as nondurable goods like
food,; it also holds after accounting for household size. This finding
Is somewhat at odds with the life-cycle model, which posits that
households should seek to smooth consumption—to acquire and
maintain a given standard of living—over the lifecycle. From this
perspective, the observed drop in spending heading toward older
ages does not make sense. In the Research Brief, we summarize our
recent efforts to try to provide some insight into what may be going
on. We propose that it is critical to consider how people spend their
time, how this relates to spending decisions, and, importantly, how this
relationship changes over the life course.

This project is third in a series re-visiting consumption expenditures
in light of time allocation. In Aguiar and Hurst (2005), we use food
diaries to document that declines in food expenditure at retirement
do not necessarily imply food consumption declines. In Aguiar and
Hurst (2007), we document that shopping intensity for food, and
therefore price paid for equivalent grocery items, varies systematical-
ly over the lifecycle. Both studies focused exclusively on food expendi-
tures. However, by focusing on food, a relatively small component of
non-durable expenditures, our previous work left open the question
of whether, and to what extent, these insights were relevant for other
types of expenditure and to what extent they were important for
explaining the spending profile described above. This work, among
other goals, aims to resolve these outstanding questions.

Using data from the Consumer Expenditure Survey, we decompose
nondurable expenditures into more detailed consumption categories.
In doing so, we show that there is a tremendous amount of variation
across the lifecycle profiles of individual consumption categories.

The entire decline in nondurable expenditure late in the lifecycle is
driven by three categories — food, nondurable transportation, and
clothing/personal care. Expenditures on these categories are posi-
tively correlated with market work. Food is amenable to home pro-
duction while transportation and clothing are inputs into market
work. The remaining categories of nondurable expenditures, consti-

The Gender Impact of Social Security Reform by
Estelle James, Alejandra Cox Edwards, and
Rebeca Wong.

The University of Chicago Press, 2008

As populations age and revenues diminish, gov-
ernment and private pension funds around the
world are facing insolvency. The looming social
security crisis is especially dire for women, who
live longer than men but have worked less in the
formal labor force. This groundbreaking study
examines alternative social security systems and
their disparate impacts on men and women. Em-
phasis is placed on the new multi-pillar systems
that combine a publicly managed benefit and a
mandatory private retirement saving plan.

The Gender Impact of Social Security Reform
compares the gendered outcomes of social se-
curity systems in Chile, Argentina, and Mexico,
and presents empirical findings from Eastern and
Central European transition economies as well as
several OECD countries.

Women'’s positions have improved relative to
men in countries where joint pensions have been
required, widows who have worked can keep
the joint pension in addition to their own benefit,
the public benefit has been targeted toward low
earners, and women’s retirement age has been
raised to equality with that of men. The Gender
Impact of Social Security Reform will force econ-
omists and policy makers to reexamine the de-
sign features that enable social security systems
to achieve desirable gender outcomes.

Estelle James is a consultant to the World Bank,
USAID, and other organizations, former lead
economist at the World Bank, and professor
emeritus of economics at the State University of
New York, Stony Brook.

Alejandra Cox Edwards is professor of econom-
ics at California State University-Long Beach
and consultant to the World Bank and the Inter-
American Bank for Development.

Rebeca Wong is associate director of the Mary-
land Population Research Center and associate
research scientist in the Department of Sociology
at the University of Maryland.
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tuting roughly half of total nondurable expenditures,
do not decline over the back half of the lifecycle.
These categories include entertainment, housing
services, charitable giving, and utilities. Moreover,
expenditures on several of these categories, most
notably entertainment, increase over the latter half of
the lifecycle.

« We show that entertainment expenditures and time
allocated to entertainment are positively correlated
over the lifecycle, suggesting complementarity be-
tween time and goods.

« Conversely, food expenditures and time allocated to
food preparation are negatively correlated, suggesting
substitutability between time and goods.

The model suggests that entertainment expenditures
should be relatively stable between ages 43 and 60.
Specifically, the model predicts declines in expen-
diture of 3 percent between age 43 and 51 and an
additional 3 percent between age 52 and 60. The data
imply respective changes of +3 and -3 percent. The
model matches the divergence of food and entertain-
ment expenditures in the latter half of the lifecycle
quite well.

The model is less successful in explaining the first
half of the lifecycle. In particular, the model predicts
that entertainment expenditure should increase by
1 percent between age 25 and 33 and be unchanged
between age 34 and 42. In the data, the respective
changes are increases of 47 and 35 percent. One way
to interpret this failure is through the data on time
allocation. The model suggests that agents should
delay time spent on entertainment until the comple-
mentary expenditure is high, that is delay entertain-
ment time until middle age. The time freed up should
instead be allocated to home production, where the

margin of substitution between time and goods is
high. This is not the pattern observed in the data.

Relative to their 30s and 40s (and to expenditure

on entertainment), people in their 20s allocate an
abundance of time to entertainment. It is possible
that the low level of expenditure while young may
be due to liquidity constraints and/or precautionary
savings. However, these forces cannot explain why
the young allocate so much time to entertainment
rather than food production - there is no equivalent
constraint on time allocation. This allocation of time
may instead reflect the high returns to building social
capital for the young and the low returns to home
production before the accumulation of a stock of

home durables.

CONCLUSION

This paper documents that the hump in lifecycle
expenditures on nondurables masks informative
variation across individual expenditure categories. In
particular, we highlight that food declines relative to
entertainment (and several other categories) in the
second half of the lifecycle. The qualitative pattern is
consistent with a model in which time and good are
substitutes for food, but complements in entertain-
ment. Quantitatively, the model closely matches the
joint allocation of expenditures and time on food

and entertainment in the latter half of the lifecycle.
Going forward, any explanation of the lifecycle profile
of expenditures needs to match the fact that food
expenditures (a necessity) falls during the back half of
the lifecycle while expenditure on entertainment (a
luxury) rises during the back half of the lifecycle.

Mark Aguiar is Associate Professor of Economics at Univer-
sity of Rochester. Erik Hurst is Professor of Economics at the
University of Chicago Graduate School of Business.
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Q:

Hugo Benitez-Silva
discusses his

MRRC-supported research

Economists often use the concept of rationality in trying to understand economic behavior. Talk about how this orientation
informs your thinking and research.

The rational expectations hypothesis states that, in forming beliefs about future states of the world, people
use all available information to assess the probabilities of and make the best possible guess about various
outcomes. Early research on rational expectations was mainly interested in understanding how people
form expectations about macro-level variables, like prices or inflation. In the mid-1980s, researchers
began to apply the rational expectations framework to study micro-level variables. Applied to individual
level variables, the theory hypothesizes that people have in their head a probability distribution (which
will end up coinciding with what we will observe empirically for the population) about a potential
outcome, and that they can give you a good guess as to where on that distribution the likely outcome will
fall.

One outcome people were studying in this regard was retirement, and the idea was that people form
expectations about when they are likely to retire. Most of the literature to that point had focused on the
comparison between expectations with outcomes—with what people say they think is going to happen
with what actually does happen. The assumption was that if people are forming rational expectations,
then they should, on average, be right. If things do not turn out as people expect, then they are irrational.
But, of course, for a given individual many things can happen unexpectedly that affect the outcome. In
the case of retirement, an unexpected health shock, for example, can lead to an earlier than expected
retirement.

Because of the possibility that people are revising and correcting expectations as they go based on

new information, Deb Dwyer and I (and others) began to think about how people form expectations

over time, and whether or not this process of expectation formation can be considered to be “rational.”
Fortunately, longitudinal datasets, like the Health and Retirement Study (HRS), for example, were coming
on-line which asked questions about expectations at multiple waves of data collection. MRRC provided
support for some of our research in this area (WP 2003-037, WP 2003-059, WP 2003-062), and our more
comprehensive article has recently been published in Empirical Economics, after two earlier publications
on the topic, one of them dealing with married couples. In the latest publication, using data from two
panel datasets and three different types of expectations, we find we cannot reject the rational expectations
hypothesis. This means that we can at least continue to rely on rationality, and the strategies used to
model it, as a good first approximation to behavior by individual decision makers. I believe we need more
realistic economic models, which are likely to be more complex, but also more attentive to details of the
process of expectations formation by individuals.

As workers are increasingly exposed to a range of options for financing their retirement, two topics of great interest are
annuities and portfolio choice. Describe your work in these areas.

Something that has puzzled economists for a long time is the fact that people do not buy private
annuities, despite the fact that they appear to be a good deal. The most simple annuity is a contract which
provides a future (constant, in real terms) income stream in return for an initial payment. Rather than
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AARP SOLUTIONS
FORUM HELD IN D.C.

On April 29, the AARP Public Policy Institute
held the first in a series of policy forums
designed to open dialogue on timely and
important policy matters. The forum, en-
titled “Promoting Individual Retirement Sav-
ing,” invited three speakers from across the
political spectrum to briefly describe their
proposals aimed at encouraging Americans
to save for retirement. Over 100 people at-
tended from a broad range of organizations,
including the MRRC, and various govern-
ment agencies. J. Mark wry of the Brook-
ings Institution and the Retirement Security
Project moderated the panel. Janet McCub-
bin who is Director of Economic Issues for
the AARP Public Policy Institute and Kevin
Hassett of the American Enterprise Institute
both served as discussants.

Teresa Ghilarducci of the New School for
Social Research discussed her proposal for
Guaranteed Retirement Accounts (GRAS).
Under her plan, most employers and work-
ers would be required to contribute, contri-
butions would be subsidized, returns would
be guaranteed, and the investment funds
would be managed by the federal govern-
ment.

Next, Gene Sperling of the Center for Ameri-
can Progress proposed a plan for the cre-
ation of a universal 401 (k) that would ensure
all Americans have access to a retirement
savings plan. Features of his plan included
progressive matching of contributions by
the federal government, tax incentives, and
automatic enrollment.

Finally, David C. John of the Heritage Foun-
dation and the Retirement Security Project
discussed his and J. Mark Iwry’s plan for
implementing a set of initiatives for expand-
ing retirement saving. Their “automatic
IRA” plan increases individual saving by
making participation the default option and
taking advantage of existing payroll deduc-
tion systems.

Visit the Public Policy Institute’s website for

more information. http://www.aarp.org/re-
search/ppi/policylive.html
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an investment, it is more of an insurance policy against outliving your
financial resources in retirement. Social Security, for example, is a type
of annuity. There is a lot of interest in this as concerns about retirement
well-being grow. Do people have enough income in retirement to
maintain their customary levels of consumption? For people who
might expect to be long-lived, this should be a particular concern, and
annuities should be even more appealing.

In my work for MRRC on this topic (WP 2003-055), I placed the decision
to annuitize in a model that allows individuals to balance the choice

to purchase an annuity against concerns for saving and spending,
working as a means to supplement income, and also the presence of
Social Security. My work suggests that people may actually be making
a rational and optimal decision in not fully annuitizing taking these
other variables into account. Also, most annuities are quite expensive,
and the person may rightly feel that he is giving up too much in order
to have a steady income stream. The puzzle may have more to do with
pricing of annuities than irrational behavior.

Another somewhat puzzling fact for economists is why individuals who
do hold investments are generally very conservative in their portfolio
choice. There was a hypothesis in the literature that people who have
flexibility in their labor supply, that is, can work more or less depending
on their need for income, might be more willing to take greater risks in
stock market investments. The idea is that knowing that they can work
more serves as a type of insurance against a bad investment outcome.
Our MRRC work on this topic, using the HRS, did lend support for this
proposition (WP 2003-056). I think it’s quite interesting to consider that
people may base investment decisions in part on their labor supply.

Many American workers claim Social Security retirement benefits at the early
retirement age of 62. Talk about your work addressing this “puzzle.”

Along with many others, we observed the increasing trend toward
claiming Social Security benefits at the early age of 62. Because there

is an actuarial adjustment that makes it fair to delay claiming until the
age of 65, or the Normal Retirement Age (NRA), economists are puzzled
by the trend. In my work with Deb Dwyer and Warren Sanderson on
this topic, we began by taking a close look at the incentive structure
built into rules for claiming. The earnings test is one such incentive
that is actually not well understood, as I had discussed in earlier work
with Frank Heiland. It is generally understood that if you work too
much while claiming Social Security between age 62 and the NRA,

your benefits will be reduced. In fact, the government withholds

that amount but pays it back to you later when you reach the normal
retirement age. Given that, it may make sense to workers to go ahead
and claim early, continue working, and be taxed by the earnings test,
knowing they will get it back later. But even when we did a good job
modeling the incentive structure, there is still this large hump of people
claiming at 62 that is not completely explained.



One thing we thought might be important in trying to understand why so many people claim as soon
as possible is Americans’ uncertainty about the long-term availability of Social Security benefits.
There is certainly a lot of talk in the media about the coming insolvency and the need to address that
problem. We think that many people might be thinking “I better get these benefits while I can.” There
are good reasons for this. For example, the earnings statement every working American receives from
SSA now says they may not be able to pay the full amount in the future but only about 75 cents on the
dollar. In our MRRC paper looking at this (WP 2006-134), we find that expectations about potential
future cuts in Social Security help to explain early claiming quite well. Once the appropriate earnings
test incentives are modeled, and we account for the probability of reforms to the system, an increase
in the normal retirement age (NRA) has little effect on claiming behavior, and it can even increase the
proportion of individuals claiming before the NRA.

Where are you headed next?

Building on this work that seeks to accurately represent system incentives in understanding people’s
behavior, I am interested in investigating knowledge about Social Security rules. It is important for
accurate modeling of the system’s incentives to know whether or not people have a full understanding
of the program rules. This work would also contribute to the literature on financial literacy by
studying the role of people’s knowledge of Social Security rules on their welfare. It is actually an open
question as to whether lack of financial information necessarily leads to bad financial outcomes,
which may have serious welfare consequences. What if we were to find that people have low levels of
information about Social Security program rules and yet still find that they go ahead and claim, more
or less, at their optimal time? It could be that, even though they have no prior information, when they
get to retirement age, they will look around and see their friends all claiming benefits. Without the
benefit of prior knowledge, they will just follow the crowd. So we would be interested in evaluating the
welfare cost to individuals of not obtaining information about Social Security Program rules. I would
also like to take this opportunity to thank the SSA and the MRRC for their support, which has been
very important to my continued research in these policy relevant areas.

“Expectations in Micro Data: Rationality Revisited “ (with Deb Dwyer, Wayne-Roy Gayle, and Tom Muench), Empirical Economics, Vol. 34-2 381-416, 2008.

“The Rationality of Retirement Expectations and the Role of New Information,” (with Debra S. Dwyer), Review of Economics and Statistics, Vol. 87-3,
587-592, 2005.

“Expectation Formation of Older Married Couples and the Rational Expectations Hypothesis,” (with Debra S. Dwyer), Labour Economics, Vol. 13-2
191-218, 2006.

“The Social Security Earnings Test Revisited: Information as a Work Incentive,” (with Frank Heiland), Journal of Policy Analysis and Management, Vol.
26(3) 527-555, 2007.

“Early Claiming of Social Security Benefits and Labor Supply Behavior of Older Americans,” (with Frank Heiland), forthcoming in Applied Economics, 2008.

Hugo Benitez-Silva is Associate Professor
of Economics at SUNY-Stony Brook. His
research includes the study of disability
and other programs in the United States,
dynamic life-cycle models of annuity and
portfolio decisions with an emphasis on
modeling the effects of uncertainty in wage
income and capital investments, retirement
expectations, and labor supply effects of
early retirement rules. His current work

includes estimation of a dynamic structural
life-cycle model of retirement and disability,
modeling of expectations regarding future
reductions of retirement benefits, accuracy
of self-reported housing values, welfare
effects of having imperfect information of
Social Security rules, and the connection
between health investments and retirement
behavior.
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