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it would cost to do what you really want.” In other words, why work until age 65 to
maintain a $150,000 per year consumption habit if by retiring early, one can live a
fulfilling life on “only” $100,000 annually? Recognizing that money may not buy
happiness, Lisenberg suggests instead that retirement may be better spent in
early-morning meditation, spending a few hours writing “the great American
novel,” and then volunteering at a community center. But when the client becomes
too sick or frail to write a novel and needs volunteers to visit her—then what?

The Real Worry: Growing Out-of-Pocket Health Care Costs

Models of retirement planning with perfect certainty are likely to understate
the risks from poor health. First, there are risks to future income and wealth from
poor health prior to retirement. In a 10-year period, seven out of ten adults aged
51-61 developed health problems, lost their jobs, or lost spouses owing to divorce
or death (Johnson, Mermin, and Uccello, 2006; also see Smith, 2005). Most of these
shocks had a sharp adverse impact on wealth: among couples, a new medical
condition caused a 17 percent decline in wealth for couples, work disability caused
a 16 percent decline, and divorce a 44 percent decline, presumably the conse-
quence of uninsured legal fees and other contingencies (Johnson, Mermin, and
Uccello, 2006). Typically, complex dynamic programming models call for higher
levels of precautionary saving to guard against such risks.

Once retired, health care is a commodity where opportunities for substitution
between leisure and market expenditures are limited. Poor health both restricts the
ability of elderly people to engage in home production (for example, if they can no
longer drive around to search for low prices) while increasing demand for expen-
sive health care.!! Also, the elderly face substantial financial risk from health care
expenditures (McGarry and Shoeni, 2005; Goldman and Zissimopoulos, 2003;
French and Jones, 2004).

Currently, Medicare requires a 20 percent copayment and a one-day deduct-
ible for hospital stays. Most retirees have a “Medigap” plan that covers these
out-of-pocket liabilities, while Medicaid picks up the difference for those with
low-incomes who are eligible. But the percentage of private-sector employers
offering retiree health benefits has eroded, from 20 percent in 1997 to just
13 percent in 2002 (Fronstin, 2005). Even academic institutions are shedding their
retiree health benefits; only 76 percent offered such benefits in 2004, and many of
those are planning to drop coverage within the next five years (Fronstin and
Yakoboski, 2005). As noted earlier, a 55-year-old couple retiring in 2016 will need
to accumulate more than $400,000 over the next decade to pay for Medigap

" Victor Fuchs of Stanford (personal communication) maintains that the marginal utility of consump-
tion is higher, not lower, as infirmities and disabilities accumulate at older ages. He offers as examples,
taxis, first-class airplane seats, higher quality beds, household help, and other amenities,
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insurance (Fronstin, 2006), and this sum does not include protection from nursing
home expenditure risk.

To capture the distribution and growth of these expenditures, out-of-pocket
medical expenditures for households age 75-84 were estimated from 1993 and
2004 in the Health and Retirement Study (HRS); these are shown in Figure 4. In
1993, 2 percent of households experienced out-of-pocket expenses in excess of
50 percent of their before-tax income. (This probably understates the true distri-
bution because the initial sample comprised noninstitutionalized households.) By
2004, this fraction had risen to 6 percent, with an additional 9 percent paying
between 25-50 percent of income. These estimates do not reflect unpaid bills
written off by hospitals, or patients who fail to comply with their prescription drug
regimens or clinic appointments because of difficulty in paying.

The furture course of out-of-pocket expenditures is more worrisome. Figure 4
shows projected medical expenditures in 2019 based on 1993-~2004 real annual
growth rates in income (1.2 percent) and a modest 4 percent annual real growth
in out-of-pocket expenditures.'® The fraction of households spending more than
one-half of their income in out-of-pocket expenditures is projected to rise to
9 percent, In another study, median out-of-pocket health care expenditures for
retiree couples were predicted to rise from $5,760 in 2000 to $16,400 in 2030,
or 35 percent of their future after-tax income (Johnson and Penner, 2004).

Past trends may not predict the future. The Medicare drug benefits are likely
to recduce the burden of out-of-pocket medical expenditures; but the continued loss
in retiree health benefits, and the hike in Part B (physician) premiums for high-
income households (Foster and Clemens, 2006), will exacerbate it. Certainly, the
prospect of an uninsured (but tax-deductible) five-year nursing home stay for the
widow of our hypothetical household in Table 2 leads to a hike of more than
$600,000 in target wealth at retirement, as shown by comparing row 12 with row 8,
albeit one that can in part can be cushioned by saving more (row 13).

Rising health care costs in the presence of a Medicaid “safety net” could have
quite heterogeneous effects on people currently working. Some might respond to
future health care costs by increasing retirement saving rates in anticipation of
higher out-of-pocket health care expenses. But others would prefer not to save
against these future contingencies and rely instead on government social insurance
programs, particularly those such as Medicaid and Supplemental Security Income
(SSI) that are only available to people with low wealth (Hubbard, Skinner, and
Zeldes, 1995). But Medicaid and SSI are not in themselves the most appealing of
options. For example, Medicaid restricts the dollar amount of resources one can

" The 7.9 percent real growth in out-of-pocket expenditures estimated using the Health and Retirement
Survey data is probably too high given the downward bias in 1993 expenditures. The 4 percent estimate
comes from the real per capita growth in cutof-pocket health expenditures (including insurance
premiums) between 1980 and 2005 from Catlin, Cowan, Heffler, Washington, and the National Health
Expenditure Accounts Team (2007).
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Figure 4
Out-of-Pocket Medical Expenditures as a Percentage of Before-Tax Household
Income, Age 75-84, in 1993, 2004, and 2019 (Predicted)
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Note: N = 1,728 (1993) and N = 1,954 (2004 and predicted 2015). All dollar amounts adjusted by the GDP
deflator and estimated using population weights. Observations excluded if household income is less than
$5,000 in 2004 dollars, The 2004 measure asked about the past two years of spending, so one-half the
reported amount is presented. For the prediction, a real growth rate of 1.2 percent for income and 4.0
percent for outof-pocket expenditures are assumed.

leave to a spouse and does not pay for a number of medical services for chronic
illness, such as wheelchair or stair lifts, safety devices, and nursing aides.'® Medicaid
also limits the choice of nursing homes, because Medicaid rates are below private
pay rates.!* As Arrowood (2005) notes: “Think long and hard about counting on
Medicaid for [long-term care]. You might not get what you had expected.”

Conclusions

The question of how much one should be saving for retirement touches on many
issues in economics, psychology, and health, While there is much that we don’t know,
and much that may be unknowable, the literature does offer several lessons. First,
greater accuracy in calculating required saving rates or assets can only be a good thing,
even if it means wrestling with child equivalence scales, retirement dates, household

" For an example of adaptive equipment not allowed by the Wisconsin Medicaid program, see
(http:/ /dhfs.wisconsin.gov/medicaid/updates/2004/2004-75att. htm), accessed May 22, 2006.

'* “While many nursing-home residents rely on Medicaid, you'll most likely have a much easier time
finding an available bed in the nursing home of your choice if your loved anc can at least pay for the
first six months or year out-of-pocket.” In “Nursing Homes Don't Come Cheap” (FOXNews.com, 2005).
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structure, future interest rates, and other values. In using ESPlanner, I was struck by
how many factors—far more than just the standard economic variables—had enor-
mous eftects on target wealth. Even a simple spreadsheet program can engender that
critical wake-up call to think more about planning for retirement.

But the best laid plans can be undone by a messy divorce, a disabling disease,
or a stock market crash. In theory, one could use dynamic programming models in
a world of risk to solve for the optimal saving plan, but doing so would simply drive
home the point that it's never possible to be entirely prepared for retirement. One
wants to avoid that sense of futility and avoidance expressed in a 1997 New Yorker
cartoon by Roz Chaz: “Who can plan, like, next week? Because an asteroid could
smash into the Earth tomorrow, so what’s the point?”

Second, planning to smooth household expenditures through retirement is a
reasonable target, particularly given that wealth requirements for Baby Boomers
may be substantially greater than those of their parents. As noted above, saving
incrementally more each year is a good strategy, because it both raises wealth
accumulation, and makes it easier to sustain consumption in the future. Substantial
evidence exists that saving programs run through employers—like IRA and 401k
accounts—can be redesigned in a number of ways to encourage greater participa-
ton and wise portfolio choices (Benarizi and Thaler, this issue).

Third, planning for consumption smoothing doesn’t mean one has to main-
tain consumption spending through retirement. One could plan on getting by with
less just after vetirement (as in Aguiar and Hurst, 2006a), while leaving some assets
untouched for future contingencies. Housing wealth is ideal for this type of risk,
since equity in the house can be directly transferred to purchase an apartment in
an assisted living development, or to help pay nursing home bills, These consider-
ations may explain why households might sensibly hold on to their housing wealth
tonger than is predicted under standard life-cycle models (Sun, Triest, and Webb,
2006). A more modest goal is to keep enough assets to install a walk-in shower or
wheelchair-accessible ramps, but to rely on the government for extended long-term
care,

»(’)nc‘alsu wants to guard against obsessive oversaving—scrimping for years only
to die before enjoying it—and the difficult part of retirement planning is in finding
that balance. Nor will the balance be the same for every household; retirement
p?;ﬁming should mirror individual psychological preferences or even biological
differences in brain functioning reflecting tradeoffs between the thrill of shoppillg
Ii’d&l}' and the impulse to save for the future (McClure, Laibson, Loewenstein, and
(,.Auht:«n‘ 2004 Knutson, Rick, Wimmer, Prelec, and Loewenstein, 2007).
h1l‘di:‘::l;;\)l‘zl1‘2;:::‘]::::1;]E)Izmlnli‘n‘g is c.,omplex and‘ uncert'ain even in the .absence of

Pemenal changes in-pub ic policy. Short of asteroids, there are likely to be
(l;iz]t:(xk(\l\(i[l:ﬁtl;1:\30;":11‘;?:311;rgoz;x;d:ealtl? care iﬁsurance d.uring the ne%t few
ance coverage could lead us él:)';er t‘o th:lmretm emt} Owarqs UanerSﬂII heath .
where the aiﬁliu‘ to pay for Privz;te health e allo i e Umted ngdom.

) aith care allows patients to Jump the queues




Jonathan Skinner 77

and get their hip replacements sooner (Aaron and Schwartz, 2005). Thus, private
wealth may become even more valuable should health care reform provide univer-
sal basic coverage without the extras.

Finally, the best hope for future retirement prospects lies in strong and
equitable macroeconomic income growth, coupled with moderation in health
expenditures and a favorable fiscal balance to fund Social Security and Medicare
obligations. Of course, even with these favorable trends, a healthy 401(k) plan
won’t ensure a happy retirement, but it’s certainly a good place to start.
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