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PROCEEDI NGS

MR. TANNER We're going to go ahead and get started.
My nane is Mchael Tanner, and I'mDirector of Health and Wl fare
Studies at the Cato Institute and also Director of the Cato
Institute Project on Social Security Privatization.

It's ny pleasure today to wel cone you to our version of
the great debate. | actually hope that you wll get nore |ight
out of this com ng debate than the one we just heard on TV and
the one that we can expect tonight. | think this wll actually
be a good debate. Although | will have to say that, in honor of
Al CGore, | was actually there wth FDR when he signed the Soci al
Security Bill.

(Laughter.)

MR. TANNER Sorry, let's let certain things slide.

At any rate, we are very fortunate to have this debate
here today. Every spring in Washington, we go through an
exerci se where the Social Security trustees rel ease their annual
report on the state of the Social Security system and it
proj ects how many years before the systemruns a deficit and how
many years before the trust fund is exhausted, and so on. And

every year the partisans on both sides of the Social Security
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privatization debate take this report and poi nt out various
aspects of it.

Those who support Social Security privatization point
out how few years it is until the systemruns its deficit. It's
now schedul ed for 2015. And the fact that by 2037, the trust
fund will be exhausted, and so on. And, opponents point out
that, well, you' ve got till 2037, if you count the trust fund as
real assets and that you can change it this way or that way and
sol ve the probl em

But there seens to have been, until recently, sort of a
consensus on accepting the nunbers of the Social Security
trustees, and saying that their internedi ate assunpti ons woul d be
the basis for all this debate and that when we tal ked about the
survival of Social Security there really was a problem there
really was a com ng financial crisis; Social Security really was
going to be running a deficit and eventually be insolvent.

That has been chall enged recently by a nunber of
peopl e, including one of our guests here, who | think really has
| ed the novenent to chall enge that assunption, Dean Baker, who,
with Mark Wisbrot, wote their book "The Phony Crisis.” And |
think that that book really was the | oadstone of the novenent to
chal l enge this wi sdomand to suggest that there really is no

Social Security crisis; that if we just have a little nore
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econonmic growh or even the amount of the econom c growh that
we've had in the past, Social Security will be just fine.

| have to say that those on the |eft who have projected
this have been joined by sone people on the right, in the pages
of the Wall Street Journal and anong sone supply-siders, who have
al so argued that if we just cut marginal tax rates, therefore we
wi || have enough revenue in the future to solve all of Socia
Security's problens, so we don't really need to worry about it.

Today we're going to tal k about whether or not that
viewis right: |Is there a Social Security crisis or is it a

crisis that doesn't exist? Qur first speaker on that has just

rel eased a Cato paper, which will be available for you as you
| eave -- it's being delivered as we speak, so you'll be able to
pick it up on your way out, but I'msure he'll give a trenendous

summary of it. That is Andrew Biggs, who is the Social Security
Anal yst with Cato's Project on Social Security Privatization.

That doesn't begin to describe his duties. He's
actually the de facto deputy director of the project, the man who
mekes nost of the day-to-day things on the project happen. He is
a former staff nmenber for the House Banking and Fi nanci al
Services Commttee. He holds a bachelor's degree from Queen's
University of Belfast, his master's from Canbri dge University,

and a Ph.D. in economcs fromthe London School of Econonics.

ARTI Transcripts
(202) 347-0030 and wwwe.artitranscripts.com



He is also the editor of Cato's weekly newsletter on
Soci al Security privatization, and he has produced a new paper,
called "Social Security: |Is it a Crisis that Doesn't Exist?"
And he'll provide his viewpoint on that right now.

Andr ew.

ANDREW G, BI GGS,

SOCI AL SECURI TY ANALYST, CATO | NSTI TUTE

MR. BIGGS: Thanks very much, Mke. And thank you al
for coming. | would like to ask our guests for comng, as well.
| think we should have a very interesting debate here today.

In 1998, President Cinton took part in a nationw de
series of town hall neetings on Social Security reform At these
nmeeti ngs, co-sponsored by the Concord Coalition and the AARP,
Clinton urged steps to "ensure strong retirenent benefits for the
baby- boom generation w thout placing undue burden on our children
and grandchildren.” There is vigorous debate on the best type of
reformfor Social Security but nbst agreed with the President
that in these good economic tines we should fix the roof while
t he sun is shining.

But, two years later, many people are aski ng whet her
the Social Security roof even needs fixing or whether the rain

w Il ever cone. These crisis deniers argue that Socia
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Security's problens are sinply the product of pessimstic
econon ¢ assunptions made by the program s trustees.

| f the econony's growth exceeds the 1.7 percent annual
rate predicted by the trustees, as the crisis deniers believe it
surely will, then wages will rise, payroll tax revenues wl|l
i ncrease, and Social Security will becone, in the words of New
Yor k Denocratic Congressnman Jerrold Nadler, a crisis that doesn't
exi st.

Fi nanci al col umi st Jane Bryant Quinn agrees. |In 1998
she said, "W can't drag our feet any |onger on Social Security
reform" But today she calls herself "the only kid in the
village who's not crying wolf on Social Security."”

Li kewi se, Busi ness Wek calls the trustees' growth
projections ridiculously I ow and Social Security itself a phony
conflict over a phony problem G een Party Presidentia
candi dat e Ral ph Nader rejects the very prenise of a Soci al
Security crisis. And even Vice President Gore has gotten on the
band wagon. Gore says, "If Social Security ain't broke, why fix
it?" And the plan he has offered does just that. It doesn't fix
it.

These crisis deniers nake three central argunents.
First, that the trustees' projections of Social Security
i nsol vency are based on highly pessimstic estimtes of future

econom c grow h; second, that nore realistic rates of economc
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growh will return the systemto health; and, third, that even if
the trustees' projections turn out to be true and Social Security
does begin running deficits, these are easily affordable.

The first of these clains appears logical. After all,
the trustees project econonmic growh for the next 75 years at
just half the average since 1960. But in this debate, too nuch
enphasis is put on the sinple GDP growh nunber, which in fact
has practically nothing to do with Social Security itself. Too
little attention is paid to the vari ables of wage growh and
| abor force growmh that Iie behind the GDP nunber, and which help
determ ne Social Security's future.

Contrary to sone perceptions, the trustees don't
project that Anerican workers will suddenly beconme unproductive
and the econony will grind to a halt. Rather, the trustees
project |ow economc growth sinply because there won't be enough
new workers. Low birth rates since the 1970's nean that | abor
force growth will fall to just 0.2 percent annually, and sl ower
grow h of the | abor force equals slower growth of the econony.

What the trustees don't project is slower growth of
wages. In fact, the trustees' estimate of 1 percent annual wage
growh is one-third higher than that over the past 30 years, and
fully twce as high as from 1975 to 1995. In short, while the

econony may grow nore slowy in total, for each individua
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wor ker, wages are projected to rise substantially nmore quickly
than they have in recent decades.

Hence, while any projection is bound to contain errors,
and sonewhat hi gher wage growh is both possible and desirable,
the trustees' forecasts appear at |east reasonable in terns of
the context of the past several decades. If so, then Soci al
Security is looking at payroll tax deficits beginning in 2015,
and a total long-termfunding shortfall of 20 trillion in today's
dol | ars.

Two i ndependent assessnents of the trustees
proj ections agreed. Accounting giant PriceWterhouseCoopers
found that the trustees' methods and assunptions both to be
reasonable. And the 1999 technical panel on assunptions and
nmet hods, chaired by Dr. Steurle, concluded that the trustees'
projections could be, if anything, optimstic regarding the
program s future financing.

If the trustees underestimate future increases in life
expect anci es, as the technical panel concluded, then the retiree
popul ati on woul d grow faster and Soci al Security's deficits could
be up to one-quarter higher than currently projected. In short,
the crisis that doesn't exist could turn out to be even worse
t han we t hought.

Nevert hel ess, many argue that increased econonic growth

wi |l save the day for Social Security. For instance, Dean Baker

ARTI Transcripts
(202) 347-0030 and wwwe.artitranscripts.com



and Mark Wi sbrot assert that "Using any renotely realistic
projection for the growh of wages in the econony, the Soci al
Security systemw ||l be solvent into the stratosphere of
Anmerica' s science fiction future.” Intuitively, this makes
sense. Faster econom c grow h neans hi gher wages, and hi gher
wages nean nore payroll taxes paid into the system

But for Social Security to stay even technically
solvent until 2075, real wages would have to grow at a rate of
2.9 percent annually. This is 3.7 times faster than over the
past 30 years and fully 40 percent faster than even during the
boom ng 1960's. Wen you consider that wage growh from 1995 to
1999 averaged just 2.7 percent, and that this was the highest
five-year wage growth period since 1960, it seens clear that
sol vency into the science fiction future demands science fiction
| evel s of econom c growh

And renmenber, it's just technically solvent. Because
t hese nunbers assune that the Social Security trust fund truly
saves for the future, a contention that is denied by, anong
ot hers, the Congressional Budget O fice, the General Accounting
O fice, the Congressional Research Service, and the dinton
adm nistration itself. In that case, higher econom c growh
woul d acconplish even | ess than these cal culations inply.

In short, economc growh, by itself, is a false

prom se for Social Security. And the reason is sinple. Wen
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wor kers' wages rise and they pay nore taxes into Social Security,
t hey becone entitled to nore benefits out of Social Security when
they retire. Wth nost other governnent prograns, increased
economic growh is sinply a windfall. Hi gher tax revenues nmake
nore noney avail able for spending, but the program s obligations
to the public do not increase.

When | pay nore in incone taxes to the governnent, the
governnent is not obliged to spend nore on defense or research or
anyt hi ng el se the general revenues pay for. But when | pay nore
in payroll taxes, the governnent is obliged to pay ne nore in
Soci al Security benefits when | retire. Social Security differs
fundanmentally in that wage growmh increases both its assets and
its liabilities, and in roughly equal proportions.

For this reason, the current system makes it extrenely
difficult to use econonmc growh to get ahead of the gane.

Hence, Social Security could aptly be described by the Red Queen
of Louis Carroll's "Alice in Wnderland," who tells Alice that,
“In this place, it takes all the running you can do just to keep
in the sane place.”

All this said, the crisis skeptics insist that even if
Soci al Security does becone insolvent, maintaining full benefits
is easily affordable. For instance, fornmer dinton
adm ni stration National Econom c Advisor Laura Tyson argues that,

whil e over the long terma financing shortfall develops, it
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anounts to less than 1 percent of gross donestic product over the
next 75 years.

But this is like telling a 100-year-old nan at death's
door that he has nothing to worry about because his average age
is only 50. Today, Social Security is running a surplus of
al nost 1 percent of GDP. But since today's surpluses are not
saved, what matters is not Social Security's average deficits
over the next 75 years, but its deficits at any particul ar point
intinme. And these deficits come very soon and grow very | arge
very fast.

For instance, in the 10 years prior to the trust fund's
of ficial insolvency in 2037, Social Security faces payroll tax
deficits averaging 1.7 percent of GDP. From 2066 to 2075, when
children born today will retire, Social Security's shortfal
averages 2.1 percent of GDP, nore than double the figure Tyson
guoted. And these deficits never fall and they never go away.

When payroll tax shortfalls begin in 2015, those
deficits will have to be nade up by either raising taxes or
cutting other spending. The fact that so few people nention
rai sing payroll taxes shows how unpopul ar it would be.

By 2020, Social Security payroll taxes would have to
rise to 15 percent; by 2030, to 17.8 percent; and by 2075, to
al nost 20 percent. Not surprisingly, these tax rates may be

difficult to sell to workers who nust al so pay State and Feder al

ARTI Transcripts
(202) 347-0030 and wwwe.artitranscripts.com



income taxes and will likely be subject to higher payroll taxes
for Medicare as well.

Alternately, we can cut other governnent spending to
make roomin the budget for Social Security. Some of the crisis
skeptics argue that the roomis there, but we should be realistic
about what this means. Assuming that total Federal spending
continues as a constant percentage of the econony, by 2025
non- Soci al Security spendi ng woul d have to be cut by 6.3 percent
in order to pay full benefits. By 2035, it will be 9.8 percent;
and by 2075 al nost 12 percent.

But spending on natural resources and the environnment
is just 1.4 percent of the current budget; on transportation,
just 2.5 percent; on education, training, enploynment, and soci al
servi ces conbi ned, just 3.3 percent. W would have to elimnate
all these prograns and many, many nore just to keep Soci al
Security afloat over the long run. The thought occurs that if |
were one of the Republican revolutionaries elected in 1994, with
the desire to cut entire cabinet departnents, the easiest way to
do that mght be to prom se to pay full Social Security benefits
forever without raising taxes.

Now, perhaps these and other prograns can be reduced or
elimnated without harm ng the public interest. Many here at the
Cato Institute would surely argue that they can. But that view

is not generally shared by those who deny Social Security's
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problens. Regardless if we retain the current systemwhile
prom sing not to raise taxes, then Americans shoul d be prepared
for the spending cuts that inevitably |ies ahead.

I n concl usion, the Social Security crisis is comng,
and it could turn out to be even worse than projected. Wile
hi gher economi c growth woul d be wel cone, no gromh rate within
realistic paraneters is sufficient to solve the problemfor the
long term And when the problemcones, it will inpose a
substantial burden on future workers, particularly when they nust
al so bear the other costs associated with an agi ng popul ati on.

Gven all this, what is the solution? There is no easy
one. But the key is to devise reforns of the systemthat can
t ake advantage of higher economc growh, and to take the steps
necessary to ensure that that higher economic growth actually
takes place. After all, all future benefits nust be paid for out
of future econom c output, regardl ess of the pension systemin
pl ace.

Ref orm based on personal retirenent accounts would be a
start, particularly if they invested the payroll tax surpluses
t hat have previously been used to buttress current governnment
spendi ng. Saving these surpluses would build assets for the
future, but the systenis benefit liabilities would rise only at
the rate of the systenlis capacity to pay them In this way, you

coul d hel p close Social Security's financing gap.
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Today' s vi brant econony is a good thing for Anericans
and for the Federal budget in general. But we should not |et
irrational exuberance regarding the benefits of today's economc
growt h cloud the need for far-reaching reformof the nation's
public pension system

Thank you.

(Appl ause.)

MR. TANNER  Thank you very nuch

As | nmentioned earlier, | think, that what Dean Baker,
together with Mark Weisbrot, in their book, has really set the
basis for the question of this debate today. They have been
preem nent in arguing that there is no Social Security crisis, or
that it is a phony crisis, so we're very happy to hear their side
of the issue today.

Dean Baker is Co-Director of the Center for Econonic
Policy Research and, as we nentioned, co-author, with Mark
Wei sbrot, of "Social Security: The Phony Crisis." Fornerly, he
was Seni or Research Fellow at the Preanbl e Center in Washi ngton,
D.C., and the Century Fund in New York, and before that Senior
Econom st at the Econom c Policy Institute in Washington. He has
his Ph.D. in econonmcs fromthe University of M chigan.

Dean.
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DEAN BAKER

COAUTHOR, "SOCI AL SECURITY: THE PHONY CRI S| S*

MR. BAKER: Thanks. | appreciate the chance to speak
here today.

| have to say | was very inpressed when | got the
paper. | don't think |I've ever seen anyone devote so nuch effort
to arguing agai nst nmy viewpoint, even if not always accurately,
but, in any case, | was inpressed.

In terns of tal king about the book, our main reason in
witing this book was, nore than anything, to call attention to
what's in "this" book "The Social Security Trustees' Report."
Because, in |looking at this, we saw a national debate, a mgjor
nati onal debate, on the Nation's nost inportant social program
that is dom nated by m sinformati on. Mre than anything, what we

wanted to do was tell people what is in these projections.

You hear people going around -- people in their
twenties, thirties, forties, even fifties -- saying, "Social
Security is not going to be there for ne." kay, well, you | ook

at the book, you |look at the book and let's say we go to sl eep.
We never did anything. W take every word in here as being
absolutely true, and what does it tell it us? First off, we

coul d pay every penny of schedul ed benefits through the year
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2037. kay, that gets nmany of us through our date with our
dem se.
| f you go beyond that, okay, 2038, 2039, 2040, the

trust fund is depleted. What does the book tell us? It tells us

we could still pay about 72 percent of schedul ed benefits. Wat
does that nean? 1In the year 2040 -- we've never done anyt hing;
the book is exactly right -- a typical retiree gets 10 percent

nmore in inflation-adjusted dollars than a typical retiree does
today. |Is that what your 20-year-old neans when he says,
"There's going to be nothing there for me" 10 percent nore than
what their grandparents are |living on now?

Carry it out further, to 2060, they will have 30
percent nore. In inflation-adjusted dollars, 30 percent nore
than a typical retiree has today. That's right out of the book.
That's not the debate we're having in this country. People are
thinking that this thing is going belly up. Mybe in 10 years,
maybe in 20 years, maybe in 30 years, but if we don't do
somet hing quickly, the thing's going belly up. That's not true.
It's not true by this book. It's not true by any scenario |
could think of. Ckay, so that's step 1. Let's |ook at what the
nunmbers actual |y say.

Ckay, step 2: Do | think they're pessimstic? | think
they're pessimstic. | think assum ng that were going to have

1.5 percent productivity gromh on average is a pessimstic
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assunption. Wiy do | think that? |If we look back -- and let's
not take 30 years; we've had a relatively bad period from'73 on
-- let's go back as far as we can. W're looking into the
future, and none of us knows the future. You know, we're | ooking
into the science fiction future, excuse ne, 75 years. W don't
know this. None of us predicted personal conputers back in the
1960's, so | don't think our know edge of things 40, 50, 60 years
out has inproved significantly. So, we are |looking are into the
science fiction future.

What can we say about it? Let's |look at the [ast 50
years. Wat has the average productivity growh rate been?
About 2.1, 2.2 percent. Ckay, somewhere around there. Wat
woul d be ny best guess for the future? Wite it dowm. | don't

know. No one here knows. Let's just take our best guess from

t he past.

We can go further back. W don't have very good
nunbers, but if you go back before World War |11, before the
Depression -- you know, there's a debate about that, but nost

people put it around 2 percent. So put it around there. Does
that solve the problemin the sense that the fund is solvent for
the indefinite future? No. It puts it out to about 2043, 2044,
2045. To nme, that's reasonably good.

Furthernore, what it nmeans is we have nore rapid wage

growh. People wll be richer in that period. So, I"'mwlling
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to say that nmaybe we don't have this thing solvent for 75 years,
but | actually, in this sense, have a fair bit of confidence in
future Congresses, and future presidents, that they'|ll be at

| east as smart as we are and, if there is a shortfall, we could
deal wth it.

"1l get back to that in a second, but |let ne nmake one
ot her point, because Andrew made this and it's nade frequently,
that we tal k about this idea, "This assunes the trust fund."
Wll, I'mwlling to give anyone either side on this issue.

Ei ther we have a trust fund or we don't. You can choose one or
the other; you can't choose both.

Ei ther we have a trust fund, in which case the debts
owed to the trust fund could be treated |ike any pension fund --
you know, if they've accunulated 300 mllion in governnent bonds,
no one says, "Well, how s the governnent going to pay that?"

They assunme that. GOkay? |It's a separate program That's one
option. W have the trust fund. It can run out of noney, it can
have a shortfall

You don't want the trust fund? That's fine, too. It's
a governnent programthat's going to cost nore noney in the
future. It never runs out of noney. GCkay, the prison system
That's going to cost nore noney, too. Does it run out of noney?
The mlitary, that m ght cost nore noney, too. Does that run out

of noney? So, you have an option. I'mwlling to have it either
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way. |'Il let other people set the terns of the debate, but
whi chever way you pick it, I"'mgoing to hold you to it. So, |
think it's very inportant to be consistent here.

Secondly, one other thing I want to get to, Andrew, and
then I'Il back to whether we have a crisis here. |'m always
fascinated by this when we have this issue that the trustees
nunbers mght be too optim stic because people m ght actually
live longer. |1'mold-fashioned enough to think that's good news,
t hat people mght live | onger.

And | understand that that increases the projected
shortfall. But I think it's very inportant that we understand
what that means. Say people were just being born today, people
in their teens, twenties, they live nuch |onger than nme and t hat
neans that they have a longer retirenment than ne, and that's nore
expensi ve than mne, well, | haven't done anything wong by them
that we've given themthe neans to live | onger, okay?

And, frankly, | don't really think it nmakes a | ot of
sense for ne to be telling kids who are just born today what age
they should retire at, how nuch taxes they should be paying in
their working lifetime, and how nuch benefits they should be
getting at sonme point in the future. In other words, it's not a
generational issue. That's a problemthat each generation is

going to have to deal with, in turn.
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And one thing | can guarantee you: Watever we do in
the year 2000 -- or, we'll nmake it the next Congress, 2001 --
it'"s not still going to be in place 40, 50, 60 years from now.

So, don't think that we're witing this dowm and they're going to
be bound by it. They're not. They're going to do what nakes
sense for them

And | don't know, and no one here knows, what w |l make
sense for them And if it really turns out to be the case that
we' ve bl essed themw th such great technol ogy and heal t h that
they're going to live nuch |longer than us, that's wonderful. And
| think they'll have to worry about how they deal with that in
ternms of supporting thenselves in retirenent.

Now | et me get to the next point: Wat's a crisis?
hate to have argunents over semantics. And | think a |lot of
econom cs turns out to be sonmething big is sonething small. So,
| think it nakes nore sense to say "Let's conpare it to
sonmething.” And people are always yelling at nme, "Wiy do you
bring other things into the issue?” WII, you want to call it a
crisis. Let's conpare it to other things.

And, again, |'man old-fashi oned enough econoni st --
haven't been in Washi ngton | ong enough maybe -- but, in
econom cs, what matters is after-tax wages, in the sense that

that's what determ nes people's willingness to work; npst
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importantly, it's what determ nes people's living standards.
What do you have after you pay your taxes?

And maybe |'m different from sone ot her peopl e here,
but suppose everyone were as rich Bill Gates but they paid 90
percent of their inconme in taxes? That woul dn't bot her ne.

Maybe it would bother them W' ve done very well by themin ny
book, because they all have a |ot nore noney after tax than we
do. So, what | like to do is say, okay, Social Security is a
crisis? Fine, it's a crisis. But, what are the big things that
wll affect after-tax incone? And | have several overheads -- |
realize they haven't had a chance to get themcopied for this,

but if I had them| would show you themto you, but 1'Il tell you
what's on them

If we | ook at the potential inpact on people's
after-tax incone, we have to raise Social Security tax -- we have
t he nunber right here -- 1.89 percent. That will do it -- 1.89
percent, we raise their taxes. That nmakes it solvent through the
75-year period. Well, straightforward arithnetic, we will say it
| owers their after-tax income by 2 percent.

Well, here are sone other things |I | ooked at. W have
projections for health care cost growmh. A lot of people -- |
know Pete Peterson had a New York Tines op ed, where he's going,
"Ch, ny God, | ook at Medicare, | ook at Social Security. This

will be devastating.” Well, it's driven by health care cost
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expenses in the private sector. And | did projections on that.
If we carried that through the year 2030 -- these are rapid
health care cost growth projections that underlie a | ot of these
baby- booner trouble issues -- then the inpact on after-tax,
after-health care incone is 12 percentage points, six tines the
crisis of Social Security.

Let's take another issue. Inequality. Over the |ast
two decades, nobst workers have seen no increase in the real wage,
not because we haven't had productivity growth but because we've
had an increase in inequality. 1It's all gone to people at the
high end. |If that continues over the next 30 years, the inpact
on after-tax income for a typical worker is going to be a
reduction of about 20 percent in their take-hone pay, 10 tines
the Social Security crisis.

One nore factor: productivity gromh. Again, | care
about productivity growh, not so nuch because of how it affects
the Social Security story, but it neans we're richer. If we
could just take the case, let's say there's five-tenths of a
percentage point nore rapid productivity growh, every four years
we've fully covered the cost of the tax increase that would be
needed to fund the systemfor 75 years. So, | care about
after-tax incone. That's what | learned in grad school. That's

what nost people care about: what's on the pay check at the end
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of the day. W all conplain about the taxes, but we care about
what's on the paycheck.

Secondly, let's say we do care about taxes. This isn't
the first time we've had to raise taxes. In ny book, | point out
several other cases. If we ook at increases in expenditures --
and the taxes conme sone at the State, sone at the Federal |evel
as a share of GDP -- the increase for Social Security is actually
relatively small conpared to, say, the increase in mlitary
spendi ng associated with the buildup of the Cold War. It was
about 8 percentage points as a share of GDP.

O, we could take the increase in education spending to
pay for us baby booners when we were in school. That was about
two and a half percentage points as a share of GDP. The increase
i n spending on Medicare, from 1965, when it started, to the
present is, again, about two and a half percentage points as a
share of GDP. The Carter/Reagan mlitary buildup, 1978 to 1986,
that's about one and a half percentage points as a share of GDP

And, let's go back. Social Security, 1960 to 1990,
that was about 2 percentage points as a share of GDP. In fact,
if you | ook back decade by decade, if we want to say we have a
Social Security crisis today, we had a nmuch worse one in the
forties, the fifties, the sixties, and the seventies, because in
each of those decades we had |larger tax increases than what we're

| ooking at in the future.
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So, again, if you want to call that a crisis, fine, but
we're seeing crises all the tine. So, | don't think it's
meani ngful to say that every problemwe m ght face at sone point
in the future, and maybe the very distant future, is a crisis.

I f that nakes people feel good, that's okay.

One last thing I just want to say in terns of the
honesty of the debate. | passed out, and | assune nost of you
picked it up, a letter that | had sent to Martin Feldstein. One
of the points I've raised with the advocates of -- and | won't
just say "privatization," because |I've raised this with people in
the dinton admnistration, as well -- if you want to put Soci al
Security noney in the stock market, whether through individual
accounts or whether collectively through the trust fund, you have
to have a projection of stock market returns.

And |'ve been beating people's heads agai nst the wall
and sayi ng, |ook, we have a | ot of people spending a lot of tine
t hi nki ng about the projections here. They |ook at wage grow h,
| abor force growh, birth rates, death rates. There's a |ot of
work on this. And what | say is if you're going to spend al
this time deriving all these projections in the Social Security
trustees' report, it makes sense to just put sone tine into the
st ock market projections.

And, what's been happening to date is people have said,

well, what's the return we can anticipate in the stock market?
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"The same in the future as in the past." And, again, as we heard
from Andrew, the whole reason we're projecting we're going to
have a problemis that we're assum ng nmuch sl ower econom c growh
in the future than in the past.

So, how do those two go together? Well, if we had
returns, we'd at |east be able to evaluate the argunent. Now,
stock returns aren't a nystery. They don't just drop from--
it's not just manna from heaven. Stock returns either cone from
capital gains or stock goes up in price, or dividend paynents.
There's nothing el se there. Stock goes up in price or dividend
paynent s.

Now, | challenge Martin Feldstein, as well as everyone
else -- 1've harassed the people here -- if there's soneone who
hasn't gotten a letter who considers thenselves a participant in
the debate, I'll send it to you. Wuat I'mjust saying is if you
think you can get 7 percent returns in an econony that's grow ng
1.7 percent a year, in which profits are growing 1.7 percent a
year, and you currently have price-to-earnings ratios of 30 to 1,
whi ch gives you a dividend yield of under 2 percent, show ne how
to doit. No one has.

It takes nme about 20 m nutes to produce those
projections. | can't be that nuch smarter than Martin Fel dstein.
| think before we put trillions of dollars of workers' core

retirement savings in the stock market, it shouldn't be too nuch
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to ask that someone just take a hal f-hour and wite down the
projections that tell us how this makes sense. Wen we've seen
that, | think we could talk about it seriously. Until then, |
don't even consider that on the agenda.

"Il stop there. Thanks.

(Appl ause.)

MR. TANNER  Thank you, Dean. And | appreciate your
comng into the lion's den to talk to us today. It's always
appr eci at ed.

Qur next speaker has been in the lion's den nany tines,
al t hough on both sides of issues. And we're very happy to have
him here today and particularly to talk to us about sone of the
assunptions that are going into this on all sides of the debate.
Gene Steurle is a Senior Fellow at the Uban Institute, where he
has been extensively involved in tax and budget policy, and
particularly Social Security.

He has served in the Treasury Departnent under four
different Presidents and was eventual |y appoi nted Deputy
Assi stant Secretary of the Treasurer for Tax Analysis. And, for
our point of view, one of the nost inportant things is he served
as Chair of the 1999 Techni cal Panel on Assunptions and Met hods
for the Social Security Adm nistration, which reviews the
econoni ¢ and denographi ¢ assunptions and the nethods used to

project the status of the Social Security trust fund.
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He has al so co-author, with John Bocha, of "Retooling
Social Security for the 21st Century,” which | think is one of
t he best books out there, sonmething that | certainly refer to at
| east every week on this issue. W're very happy to have Cene
w th us.

Gene Steurle.

EUGENE STEURLE

SENI OR FELLOW THE URBAN | NSTI TUTE

MR. STEURLE: Thank you for the nice introduction. |'m
not sure actually whether |'m supposed to be the lion or the
gladiator. | think maybe I'm sonmewhere in between. Mybe that's
the worst of all. You get hit by the sword fromone end and you

get gnawed by the teeth of the |lion on the other

Soci al Security: Is it a crisis that doesn't exist?
Well, there's sonmething to be said on both sides. | guess, like
several people here, I'mnot sure that | like the term"crisis."
| nmean, of the issues that face us, I'"mnot sure that 1'd put

Social Security down as a crisis.

In fact, | often go to audi ences and pose themthe
question about what do they think are our major econom c probl ens
or major problens facing our society, and a | ot of people venture

forth education and sone people venture forth crime. A |ot of
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peopl e nention child poverty as a crisis. They don't usually
mention the fact that we're living longer and that we're getting
health care as a crisis.

Social Security is sort of a budgetary phenonenon that
results fromthe very particular way we've designed this program
to grow over tine in ways that we do not design nost prograns of
governnment. So, it's a very particular budgetary type of issue
that 1'Il try to get intoinalittle bit nore in a nonent.

It's sort of funny that when we think of budget crises,
we tend to think about things Iike Social Security and Medi care,
where things are actually getting better and better fromyear to
year in terns of the benefits that we get. And in areas where |
think, as a society, we really need to work on our problens, we
say we don't have the budgetary wherewithal, partly because we've
deci ded that these other areas mght get this automatic growth

There's anot her problem | have in the question of
whet her it's a crisis. And that's the question of whether, if
there is a crisis or there is a problem whether to define it
really as a Social Security problem And I think, once we go
down that road, we get trapped into the type of debate, in sone
sense, that we have today, which is it gets narrowy focused on
things like trust funds, which actually, if you read between both
sides, you actually find out that neither side really likes the

use of trust funds as a way to really neasure what's goi ng on.
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| think nost people recognize that we really want to
know what's going on in the econony, how do we take care of ol der
people in our econony, and will we have the neans to deal with
it. And trust funds are just very crude ways we have of trying
to neasure it. As | say, that's | think recognized on all sides
of the debate, and certainly in Andrew s paper, as well.

What is this problemthat's comng up? Well, it's
|argely centered or it's largely focused or it |largely happens
when the baby booners retire, even though those who have studied
denographics know that it's really not just a baby boom
phenonenon. It's largely led by the fact that we have people
retiring for very long periods of time and we have significant
declines in birth rates. And those two together are |leading to a
very dramatic drop in the nunber of workers relevant to the
nunber of schedul ed retirees.

And that has all sorts of inplications, one of which is
that we are projecting, or at |east Social Security projects now,
that if we continue retiring at the rate we are now, and given
that the birth rates of the past are largely dom nating the | abor
force for the next 20 or 30 years -- even if we would suddenly
change birth rates, it's not going to affect the |abor force for
anot her 25 or 30 years -- so we know pretty well what this

dependency ratio is going to be. And it turns out that close to
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a third of all adults in society are soon scheduled to be on
Soci al Security.

That's a |lot of society on Social Security. And it's
not clear, relative to other needy people in society, that these
are indeed the nost inportant people that will be largely
supported through a governnent transfer system You can say that
we can afford it. And | think actually Dean's right -- if the
econony gets richer, we can afford it. W could afford a | ot of
things today that we couldn't have afforded in 1900, when we were
only one-fifth as rich on a per capita basis. W could have tax
rates of 60 or 70 or 80 percent today and still have noney |eft
over that makes us richer than people in 1900.

That doesn't nean, however, that that's what we want to
do. Just because we're richer, that doesn't nmean that that's how
we want to divide our resources or the nost inportant things we
want to subsidize; as in this case, that a 17th or an 18th or a
19th year in retirement, that that has a higher priority than,
say, child poverty or sone of the problens in some of our centra
cities, crinme, or anything else.

So, we have this large change in dependency ratios that
is comng about. It has been reflected in the budget, in the
fact that if you take a graph of Social Security, Medicare, and
Medicaid, this is an approxi mation for spending on the elderly.

It's the only 75-year approxi mation we have. It cones pretty

ARTI Transcripts
(202) 347-0030 and wwwe.artitranscripts.com



31

cl ose. Medicaid has got sonme noney that's not spent on the
el derly, but then there's sonme other noney spent on the elderly
that's not in this projection. So, it's a rough approxi mation.

And if you take the nunbers done by the O fice of
Managenent and Budget or the Congressional Budget Ofice and,
under a variety of econom c assunptions, a variety of econonic
growh rates, and it turns out that these prograns that used to
be 5 or 10 percent of total revenues now are getting close to 40
or so percent, and are growi ng up toward 80 or 90 percent of
total revenues under these projections, |eaving no noney for
al rost anyt hi ng el se.

Can we afford it? Yes, we can afford it. But the
guestion is: Do we want that type of society to occur?

Now, the question also comes about: |Is this push
that's com ng about because of this 20th century decision to
spend vastly increased portions of our societal wealth on
retirement and health care in retirement, does the continuation
of that reflect the demands of society?

| would argue that, in many ways, | don't think it
does. And in large part, because we don't really vote on it.
What's happening is that, again, going back to the way we design
progranms, it's the health in the retirenent prograns that have
the automatic growth that we don't have in the education or --

what were the ones you nentioned, Dean -- the mlitary, prisons.
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You don't have automatic growmh there. You vote on it fromyear
to year.

It's not that if we have an ol der population in the
future we m ght not spend nore on the old. W nmay indeed spend
nmore on the old. But we don't set it up in such a way that today
we have determ ned that they get their noney before the educators
get their noney, before the prisons get their noney, or before,
if you want to, the taxpayers get their noney. That's a
decision, in a denbcratic society it seens to ne, we have to nake
over tine.

To give you an exanple of this automatic growh, under
current projections, at the nodest productivity rates we now
have, a typical couple retiring in the year 2000 gets a life-tine

benefit of about $265,000. That's what they would pay if they

went to insurance conpany today and said, "I want to buy a
policy. Wat would you charge nme for that policy?" |I1t's about
$265, 000.

The reason the nunber gets so large is that, for a

typical couple, the longer living of the two will |ive 25 years,
so that's about 25 years' worth of benefits. [It's the main thing
that's adding up to those costs. It's not so nuch that the

annual benefit is so high.
By 2040, that nunber is projected to grow to $435, 000.

So, under these nobdest econom c growh rates, the nunber grows by
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60 percent or so. So, one way to solve our crisis, if we wanted
to doit, is we could say, let's not let that nunber grow by 60
percent; let's let it grow by 30 percent. And al nost under al
proj ections, the trust funds would be in balance. Now, that may
not be the type of programthat Cato would want in terns of, say,
i ndi vi dual accounts or trying to put nore saving in the system
as the Denocrats in governnent also seemto want to do, by trying
build up a trust fund, but there seens to be sonme agreenent on
both sides to try and increase saving, and that dodges that
issue. But if you just want to take what cash flow fromthe tax
systemis paying, you could easily give future retirees a | ot
nore than they have today and sol ve the problem

So, in that sense, Dean is right, there is not a
crisis, because we can pay it off. But the problemrenmins that
if this built-in growth is there and it's automatic, what are we
usurping in ternms of other things we want to have as a society?
And it doesn't wait until 2037. It doesn't even wait until 2010
to happen. |If you |ook at the budget today -- and, again, |I'm
going to add in health care; it's driven by health care until you
get to about 2008 or so; and after that, it's retirenent health
care -- retirenent and health care for the elderly are already
pushi ng aside other parts of the budget. They are absorbing a
| arger and | arger percent of total expenditures and tota

revenues every year, even today.
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And if you follow the budget debates in Congress this
year, |l ast year, the year before that, and next year, you'll see
that it is largely driven by this factor, this spending on the
elderly. It has this automatic growh that tends to push aside
ot her things, despite this tenporary reprieve given from about
2002 to 2010.

Now, what did the technical panel that | served as
Chair try to do? The technical panel's job was mainly to review
the assunpti ons of the trustees, and largely cane to the
conclusion that they were fairly reasonable. W nade sone nodest
suggestions for change. Probably the principal thing that we
suggested to change was that we said that |ife expectancy we
t hought was growing at a faster rate than the trustees were
proj ecting.

And we used as exanples not just sone nodel buil ding,
but we noted that, under the Social Security projections, US.
femal es woul d not attain the |ife expectancy of French fermales in
1995; that is, French females, in 1995 have a |life expectancy
that the Social Security trustees say Anerican fenmal es woul d not
achieve until 2033. It would take Anerican females till 2049 to
catch up to the life expectancy of Japanese fenmales, in 1995. It
was things like that led us to say that |ife expectancy

proj ecti ons probably should be increased.
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Now, does that make it harder or easier to solve the
problenf? Actually, in ny view, it nade it easier to solve the
pr obl em when you went through all our projections. W said that
we t hought real econony growth would be higher. That was our one
ot her projection. That nmade the actuary deficit alittle bit
smaller, if that's all you were going to focus on. M/ viewis
any reform of Social Security, even one that Dean will accept in
the long run, is at some point going to index for life
expect ancy.

It's silly when President Cinton is announcing, in his
State of the Union Address in 1998, that sonmebody born in that
year mght live to the year 2100. It's silly to think that
sonmebody who is going to live to 102 should have a transfer
systemthat's going to support himor her when they retire at 62,
which would inply that they would have 40 years of transfers from
ot her parts of the population to support themin retirement. To
me that's silly.

Any reformis probably going to at | east add i ndexing,
whet her the reformtries to maintain the current systemor the
reformtries to add on individual accounts. Once you accept that
notion, that at sone level we're going to index for life
expectancy, we're going to build in sone extent to which we say
okay, you've got 18 years or 19 years or 20 years of retirenent,

we're not going to give you nore than that, we're going to try to
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keep it constant at sone |evel, once that builds into the reform
it's easier to reform because the actual deficit that we would
have projected under our system woul d have been | ess.

But et me add this. Between the trustees' report, the
trustees' operation, the operation of this technical panel,
these, for the nost part are, | think, sone of the best processes

the governnment has. They really have a | ot of checks and

bal ances in them | think they tend to be bal anced. Qur
techni cal panel had Denocrats and Republicans. | don't even know
what they were, actually, in nost cases. It was very

nonparti san. They were econom sts, actuaries, and denographers.

We agreed unani nously not as to the exact point of the
estimate, but the general deneanor of the report. The trustees
have a | ot of checks and bal ances between private and public
appoi ntees to the system as well as fromthe Actuary's Ofice,
which I think is one of the finest in government. There are a
| ot of good checks and balances in this system | think it would
be a nmistake to think of that system as being politicized, or try
to politicize it in any way.

One of the issues that our panel also discussed that we
tried to enphasize -- and it doesn't cone out in the debate at
all, is about what's the nmean projection for what the systems
going to be like in 2075, which, quite honestly, none of us

really know very well -- is we tried to enphasize an issue that
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in technical terns is called stochastic nodeling. But the issue
is you don't want to just |ook at the nean, you want to | ook at
the variance. For instance, if you're thinking of investing in
stocks, you don't want to just |look at the mean return over tine,
you want to |l ook at the riskiness of the stock.

Simlarly, we want policymakers not to just | ook at
sone nean projection of values in the future, but we want themto
| ook at the variance. W want themto | ook at how these things
are going to vary over tinme. And the reason we want themto do
that is because in fact it is possible to design the system so
that this debate becones superfluous. That is, I'll give you a
big exanple: |ife expectancy. Maybe we got |ife expectancy
right; maybe we didn't.

| ndex the systemfor |ife expectancy and it is no
| onger a system whose bal ance is affected by whether our
projection is right or not. You just gradually, over tine,
increase a little bit the nunber of years of retirenent that
are -- excuse me, you increase the age at which early and norma
retirenment benefits are given, according to as people live
| onger, you prom se sonething |ike 17 years or 15 years or
what ever you think is the right nunber, that's the nunber of
years of retirenment we think we're going to give you. You
gradually index the system And the systemno |onger is risky

according to that.
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You could do it with respect to other paraneters as
wel |, although they're nore conplex. VWhich neans this whole
debat e about whet her sonebody gets the nunber right or not could
be put aside if we would just design the systemso that if it is
i mbal anced in the future we have automatic mechani sns to take
care of the problem

Again, to take you back to the begi nning, what nekes
this particul ar budgetary problemdifferent fromnost other
problens we tal k about of governnment is that in the case of
Soci al Security, and Medi care and our health prograns in
particular, is that they have a certain built-in indexing that
al nost no other program has. That indexing forces the
governnment, forces the econony, forces the taxpayer to constantly
devote | arger and | arger shares of national inconme out of
revenues to these systens automatically.

| magi ne i f our Founding Fathers, in the year 1789, or
whenever, had deci ded the budget for the year 2100. W would
think that would be a bit silly. But if you | ook through the
current system because of these indexing factors and because
they're built into the prograns and there's no vote required
every year, we have determ ned the budget, at |east under current
| aw, unl ess we change the law, for the year 2300.

It's that sort of arrogance in trying to totally

predict the future and set a policy for the future that's causing
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much of this problem It's a budgetary problem It's not a
probl em of having adequate resources to deal with many of the
i ssues that face us as a nation.

Thank you.

(Appl ause.)

MR. TANNER. Thank you, Gene.

Qur | ast speaker today has been here before, as well,
and witten for Cato. | think you have a copy of a paper that he
co-authored with Neil Howe. R chard Jackson is a Senior Advisor
to the Concord Coalition and an expert on entitlenment prograns in
the federal budget. He's the co-author, as | nentioned, with
Nei | Howe, of Concord's series "Facing Facts: Reports on Soci al
Security, Medicare, and the Budget," and the co-author, wth
Neil, of our paper there on "The Myth of the 2.2 Percent
Sol ution.”

We're very pleased to have you with us today to sum up

Ri chard Jackson

RI CHARD JACKSON,

SENI OR ADVI SOR, THE CONCORD COALI Tl ON

MR. JACKSON: Thank you very mnuch
It seens just about everything has been said, but I

guess | haven't had a chance to say it nyself, so here goes.
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| haven't seen an advance copy of Andrew s paper, so |
can't vouch for all the details, but I would like to say that |
amin agreenent with the basic argunent. It isn't pessimsmto
suppose that GDP growth, that the growth of the economy wll slow
inthe future. It's sinple arithnetic.

What the critics forget is of course that GDP growh
depends on work force gromh. And work force growth is projected
to slowdramatically in the future. It has grown at about 1.7
percent since the early 1970's. It is projected to slow to about
two-tenths of a percent by the 2020's. So it would fly in the
face of all logic if GDP growth didn't slow.

Qobviously, the nore interesting question is whether the
trustees are too pessimstic about productivity. Well, the
Advi sory Board Techni cal Panel that Gene headed up | ast year took
a look at the issue and didn't really find nmuch reason to think
so. They reconmended, | think, a .1 percent increase in the
productivity growh rate, which actually the trustees
i ncorporated into their 2000 reports.

As it turns out, the latest revision of the Nationa
| ncone and Product Accounts shows that productivity output per
wor ker hour has grown at 1.4 percent since 1973. That's exactly
now what the trustees' long-termproductivity growth assunption
is. Wy since 1973, rather than going back further, as Dean

suggested? Because in 1973, productivity dramatically sl owed,
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and the sl ow-down seened to be persistent, and it occurred not
just in the United States, it occurred in all devel oped
countries.

Now, it's true that over the past couple of years,
since 1996, productivity has picked up again and picked up
dramatically. And maybe the trustees will have to raise their
assunption again in the future in order to take that into account
if it indeed turns out that this productivity slow-down is over.

But that brings ne to ny second point, and | guess it's
t he second point of agreenent. And it also gets to the whole
i ndexi ng i ssue you were tal king about. And that's that even if
the faster rate of productivity growh of the past few years
turns out to be permanent, it isn't going to do a whole lot to
i nprove the long-termoutl ook for Social Security.

And, again, this is ground that Andrew al ready went
over but, yes, of course it's true that higher productivity neans
hi gher wages and that hi gher wages nean hi gher revenues. But
hi gher wages al so nean hi gher benefits. 1In fact, you really
can't make substantial progress in solving the |ong-term
financing gap in Social Security w thout de-linking wages from
initial benefits. And I'mnot sure if any my co-panelists
support that. |I'mnot sure that that's sonething the Concord
Coalition has advocated; | don't think so. But wthout such a

reform productivity just doesn't solve the | ong-term problem
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What about the other assunptions underlying the
trustees' projections? |Is there any closet pessimsmthere?
Wll, I don't think so on nost of them certainly not on
fertility, which the trustees over the long run assunme wll be
1.95, which is the average rate over the past 25 years.

Certainly not on immgration, where they posit a continuation of
current trends.

Maybe the one area where they are a bit pessimstic,
again, is longevity. But as we've seen, longevity would -- nore
optimsmthere would add to long-termcosts, not reduce them By
the way, | whol eheartedly endorse the idea of indexing for
| ongevity. | think that's a fundanental and an inportant reform

kay, so let's |leave the assunptions aside and nove on
to the next issue, which is whether the official projections
t hensel ves are a cause for serious concern. | believe they are.
This year, all Social Security benefits could be paid for with a
payroll tax rate of 10.3 percent. By 2040, the trustees project
that these benefits will cost 17.9 percent of payroll.

s a cost increase of 75 percent affordable? Well,
suppose it is. Although hiking taxes to pay for those benefits
i gnores anot her big problem confronting Social Security, which is
the declining rate of return on contributions. |t does nothing

to help that. As a matter of fact, it would nake that worse.
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Let nme just coment briefly on Dean's argunment on this
issue. | actually find your argunent about I|inking slower
economc growh to declining returns in the future to be an
intriguing one. | would just point out that we don't need
returns of 7 percent real in the future to do better than what
the current system prom ses. W need about 1 percent or 1.5
percent real. And we need less than that to do better than what
the current system can pay after bankruptcy. And also |I'm not
quite sure howthat fits in wth the argunent that we're
underestimati ng economic growth and that that will speed up in
the future. But that's another issue.

Al so, of course, hiking taxes to pay for Socia
Security benefits ignores the issue Gene was tal king about, which
is the broader fiscal and econom c context of an aging popul ation
and a graying budget. Renenber, Social Security isn't the only
seni or benefit program whose cost is going to be rising. Add in
both parts of Medicare and Medicaid -- here's the infanmous New
York Tinmes ad -- and the projected burden rises to the equival ent
of roughly 40 percent of each worker's taxabl e paycheck.

Now, defenders of the status quo really don't want to
confront this cost in its totality. They would rather argue that
each programis its own separate deal, a kind of hardened silo,
regardl ess of whatever else is going on fiscally and

economcally. The idea seens to be that workers won't m nd
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payi ng a heavy tax burden so long as the noney is being collected
and distributed by different Federal agencies. But, let's be
cl ear about one thing: |[If senior benefits are left on auto
pilot, it wll result in one of two outcones: |arge tax hikes or
the withering away of the rest of governnent.

|"mnot sure if you were quoting the O%M nunbers
before. | think you were. But OVB now projects that by 2040 the
big three senior programs -- | include Medicaid there because
al nost all of the projected growmh is due to nursing hone care
for the elderly -- Social Security, both parts of Medicare, and
Medi caid, wll be consum ng 81 percent of budget outl ays
according to the President's FY 2001 budget. That's up from 41l
percent today and from 15 percent, | believe, in 1965.

| don't think anyone here really believes that the sole
function of government should be to distribute benefits to old
peopl e, but that is the inevitable consequence, | submt, of
adhering to two widely held and utterly contradi ctory goals.
That is, not touching senior benefits and linmting the size of
gover nment .

So, that brings us to the second choice, which is
rai sing taxes. And here Dean and | fundanmentally agree. |'m not
exactly sure what the differences in our assunptions are. But
|"ve run the nunbers nyself and made a simlar calculation to the

one Dean has. And he is absolutely right that the growth in

ARTI Transcripts
(202) 347-0030 and wwwe.artitranscripts.com



Social Security itself doesn't put a big dent in after-tax worker
wages in the future if we hike taxes to pay for it. It certainly
doesn't if we only hike taxes 1.8 or 1.9 percent. But if we
assunme that we have to cover the cash deficits on a pay-as-you-go
basis, that nakes the slice out of after-tax wages a bit bigger.
And if we include health care, it makes it a lot larger, still.

My basic assunptions are that the rest of the budget,
the rest of outlays on non-senior prograns renain constant as a
share of GDP; that real per age-adjusted beneficiary spending on
Medi care and Medicaid grows at half the real rate it has grown
over the past 25 years; and that workers, that |abor, bears the
full incidence of payroll taxation.

And when ny col | eague, Neil Howe, and | cranked out
t hose nunbers, the result that we canme to is that under the 1999
trustees' report, which is the last tine we updated that, raising
taxes to pay for the total cost of governnment woul d erase about

four-fifths of the growth in after-tax wages over the next 50

years. So, | don't knowif that's a crisis, but it certainly is
a problem

Thank you.

(Appl ause.)

MR. TANNER  Thank you very nuch
We're going to get to you folks for your questions in

just a mnute, but since Andrew and Dean are sort of the heart of
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this debate here, I"'mgoing to is offer each of themthree
mnutes, if you wll, to conment on what you've heard. We'Ill et
Andrew go first and then Dean can sumit up, and then we'll go to

you. So, if you just want to take three quick m nutes.

MR BIGES: Sure. |If could just comment for a nonent
on Dean's discussion of future stock returns. This is a big part
of his book, and it is sonmething I did bring up in ny paper,
although I did not nake it really central to nmy comments, or |
didn't even touch on it in ny coments. | figured it would cone
up, so | just jotted down a few points.

The first is what R chard Jackson just said, that even
if everything Dean says is correct and that stock returns in the
future average 3.7 percent annually, well, Social Security's
inplicit rate of return is the sumof |abor force growh and wage
growt h, and over the next 75 years that equals 1.37 percent
annually. Now, would | rather have historical stock returns than
3.7 percent? Sure, but I'd rather have 3.7 percent than 1.4
percent.

Moreover, the point that Martin Feldstein nmakes is that
the real return on a funded pension systemis not sinply the
return on the investnents it nakes, but really the full rea
return on capital, which includes the returns on investnents plus
the extra corporate taxes that the conmpanies you are investing in

pay as a result of this extra investnment. Now, this is only true
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to the extent that the funding involves extra savings on top of
what we're doing today, but certainly that's the intent of any
funded pension system

Now, the real return on capital over the past 40 years
has been, on average, 5.6 percentage points higher than the
inmplicit return on Social Security. So, if anything |ike that
spread continues into the future, you still just have a
difference in terns of what Social Security is returning and what
a funded systemw || return.

Al ternately, Dean excludes the possibility of investing
overseas. But if a worker wants to invest overseas, | don't see
any reason why they shouldn't be able to do that. Now, unless
the stock returns in every country on the globe are going to
fall, then | don't see, really, that this applies very mnuch.

This is one of those issues where it all |ooks very good in an
al | - ot her -t hi ngs- bei ng- equal sense, but often all other things
aren't equal .

One enpirical study | |ooked at, which was of 31
countries, done by a processor of finance at University of
California, Irvine, found that, in practice, stock returns don't
relate at all to GDP growth. What in fact they do relate to or
correlate to is growmh of GDP per capita. Now, growth of GDP per

capita will not be as high in the future as it has been in the
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past, but because it excludes the |abor force issue, it will not
be as | ow as the strai ght GDP nunber.

And just one final thing. |If you |ook at the handout
t hat Dean gave, which | would recommend you do | ook at, he gives
decade- by- decade projections for what stocks will return, going
fromtoday, | believe, up until 2075. And in the process of
that, | believe what he is projecting is taking the high stock
mar ket val uati ons today and, | believe, by the end of the 75-year
period, they would be what he woul d consi der properly val ued.

Now, the problemis that's not really what Dean
believes is going to happen. Dean has witten that he thinks
we're not going to see a gradual decline in stock prices. Wat
we're going to see is a near-termcorrection -- or a very large
correction. So, what you get then is sonething very different
fromwhat the chart he gives you shows, where you have | ow
average returns over tine.

But if you see a very large near-termcorrection in the
stock market, well, then what you see is that the current
investors would take a bath, but future investors investing in
personal retirenent accounts, or presumably if you were to invest
the trust fund in stocks, would get sonething much nore closer to
historical rates of return. So, if you average it out over the
long term even then stocks give you a higher rate of return than

Soci al Security.
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But if you take into account that Dean thinks the
mar ket is going to crash very soon, or it's going to correct very
soon, then you could see people in the future getting returns
fromstock investnents substantially higher than what Socia
Security would pay. So, | think that's really the thing that I
woul d focus on.

MR, TANNER: Dean, |ast word here.

MR. BAKER: (Ckay, a lot of stuff to cover. First off,
let me just deal with that stock returns issue. The best thing
we could do here is wite it dowmm. And | really can't understand
the resistance of all the people who want us to put trillions of
dol l ars of workers' core retirenent savings in the stock market.
Just wite down the projections. W do it with everything el se.
Just wite down. Capital gains and dividends; you don't |ike
m ne, give yours.

Now, that's true. | do think we're going to have a
stock correction, a large plunge in value, but | wouldn't want to
be out there making the argunent: Put your noney in the stock
mar ket today, don't worry, it'll crash, then you' Il get a good
return afterward. |[|f you want to, be ny guest.

A couple other things. There is a little bogus
conpari son here: returns on the stock market to returns in
Social Security. W have a transition, folks, unless you're

goi ng to dunp sone people off and just say you' re out of |uck
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When you factor in that transition -- in other words, you have
peopl e paying taxes they are getting zero return on -- you factor
that in -- and a nunber of people have done it, the Enpl oyees'

Benefits Research Institute have done a nunber of good studies,
and | don't know if they're Denocrat or Republican, |I don't know
their politics -- they show the current system pays better
returns than for people through the transition. Afterward, just
i ke conparing renting to buying a home, once you' ve paid off
your nortgage, yes, buying a honme is better.

A coupl e of other quick things. Productivity grow h.
Arguing with the Social Security trustees is |like arguing with
the unpire -- you lose. But one thing you can do is say, "Wat
did the unpire say |ast week?" GCkay, back in 1996 the trustees
report said, "Real wage growh: 1 percent a year." There have
been changes in the consuner price index. 1've had the
m sfortune to have to follow that very closely. According to the
O fice of Managenent and Budget, the Council of Econom c
Advi sors, and the Congressional Budget O fice, those changes have
sumed to about seven-tenths of a percentage point a year. So,
what that neans is that if we had 1 percent wage growt h projected
in 1996, if we applied their nunber, it would be 1.7 going
forward.

The productivity nunbers, | think it's reasonable to

use the last 50 years. | don't know whether the productivity
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sl owdown will continue and | don't know whether it won't.
Clearly, the last four years woul d suggest otherwise. |'mnot a
believer in that. But what | will say is let's | ook to other

countries. They've maintained 2 percent a year average
productivity grow h.

If we | ook at the CECD countries, it's not because
they' re poorer than us. By nost neasures, if you |l ook at France,
Bel gi um Germany, the western part of Germany, they're about the
sane. So, if we think that we're going to nmaintain nmuch | ower
productivity growh than the rest of Western Europe, and we're
going to be a hell of a |ot poorer than those nations, |'d be
nore concerned about that than we m ght have to raise taxes here
alittle.

A couple of other things. Health care, | don't know
why it's sacrosanct. W can't do anything about our private
sector health care system | know that sounds bad here in Cato,
but 1'mjust thinking, people care what cones out of their
paycheck. | don't think they nmuch feel better if it goes to the
HMO rat her than to the government. They care about what they
have left over. So, |I'd say we've got to do sonethi ng about
heal th care.

If you' re going to give ne a story that health care
costs expl ode, then | ook at what it does to Medicare and

Medi caid, granted, it's a big problem Let's fix health care.
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Every nation in the world gets by spending a nmuch smaller share
of their GDP on health care, and, as Gene was telling us, they
have better health care statistics. | think we're doing
sonet hi ng wong here.

Ckay, the last thing. It does worry ne that these
prograns woul d grow as a share of the budget -- you know,
Medi care, Social Security. The fact is this is done nore
efficiently through the public sector than the private. And I
have plenty of evidence that can docunent that. | know that's
pai nful for the people here at Cato. But the fact is that the
total anmount of noney going to the governnent is not fixed.

| was very inpressed -- the first time | was on a panel
where sonmeone brought this up they said, "Twenty percent of CGDP
goes to government revenue." | looked. It's close. Actually,
if you go back 40 years, 50 years, it's about 19, and today it's
about 21. But we'll say it's fixed. |If you |look back 40, 50
years, 5 percent of governnent revenue cane fromthe payroll tax.
Today it's about a third. So, in other words, we raised the
payrol |l taxes as a share of governnent spending by close to about
30 percent.

Now, the question is: |Is that sonething that was easy
to do? No. Was it nade easier by the fact that we told people,
Don't worry, we're |lowering the incone tax, we're lowering the

corporate inconme tax, two progressive taxes? | kind of doubt it.
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So, in other words, | think this idea that sonehow
governnent spending is fixed as a share of GDP, | don't accept
that. You're welcone to accept that, but let's just get the
facts in front of the public and I et them deci de whet her they'd
be willing to pay nore taxes for Social Security, for education,
for other prograns they value, rather than just telling themthat
this is fixed and that if these prograns grow, you have to spend
| ess on education and everything el se.

MR. TANNER Al right. | think that sets it out about
pretty plainly. | think you have, as George Bush would say, a
di fference of opinion.

Do we have any questions fromthe audi ence? W have a
m crophone. If you'll wait till the m crophone gets to you --
because we record these and so that every one can hear you -- |
woul d appreciate it.

MR. MAYER. Joe Mayer. My question is for M. Baker.

| understand that the notive of Cato in this debate,
assumng that the crisis is phony. Cato is against governnent
i nvol vement no matter how successful, and that's fine. But what
do you think is the notive of the business community in hyping
this idea of a crisis in Social Security?

MR BAKER: Well, | think it's mxed. You certainly
have a | ot of people in the business conmunity who are, in

general, conservative. They like to see small governnent. And,
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certainly, if you could convince people that Social Security is a
bi g probl em and has to be cut back, that's not only sonething
that m ght reduce the size of Social Security but al so perhaps

ot her governnent prograns. And it's no secret that Soci al
Security is sort of the core governnent program |It's the

| argest; it's the nost popul ar.

So, if I were thinking fromthe other standpoint, that
| wanted to cut back the size of governnent, | would want to cut
back Social Security. There are sonme nenbers of the business
comunity who do stand to gain financially, potentially at |east,
i f you, under certain privatization plans, funneled noney into
the financial markets. There are at |east sone segnents of the

financial sector that would do very well with that. And |I'm sure

they're aware of that. | don't think they're any worse than
anyone else. But if people stand to gain perhaps billions of
dollars in profits, | think that's going to affect their views on

it to some extent.

MR. TANNER: Anyone el se? W have another one down
front.

MR, BOTHA: My nane is Donald Botha. 1'mon the
retirenent rolls

And | "' m surprised that nobody has even nentioned the
possibility of killing a programthat is basically broken. And

that's obviously ny opinion. But it was originally a security
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bl anket supported by sonewhere in double digit by workers, and |
understand that in the future it's going to be supported by far
fewer. It provides a very good opportunity for politicians to
say, "You and you and...," you know.

|"'mnot certain that | understood everything that's
being said today. What if we nmerely abolished it and took it
back to the place where it is a security blanket, an absol ute
m ni mum and not sonething which, in nmy case, | live very nicely

with the Social Security supplenent for a professional salary, 50

years?

MR, BIGGS: Maybe |I'Ill just touch on that a bit. I'm
not sure |I'd use the phrase "kill." These things tend not to go
over very well. But we here at Cato, and obvi ously many ot her

peopl e, do favor returning Social Security, at |east the
government conponent of it, back to what it was intended to be --
soci al insurance.

When Social Security taxes were 2 percent of the first
$3, 000 you earned, that seenmed to be a reasonable price to pay
for insurance. But when you're paying 12.5 percent of the first
$76, 000 you earn, and then when that could go up to 18 or 20
percent, that's a pretty expensive insurance policy. So, what we
woul d favor would be essentially a mandatory savi ngs program

based on personal accounts, |ike 401(k)'s or IRA s.
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MALE VO CE: We woul d necessarily prefer it to be
mandat ory.

MR BIGGS: Okay. Well, at this point.

In that sense, people would be providing for thensel ves
i nsof ar as possible. If you want to have a safety net, which
woul d be an i nsurance conponent, then obviously that's a
different issue. But you should be providing this only insofar
as peopl e cannot adequately provide for thenselves. And so |
think, in many ways, | do agree with you.

MR, STEURLE: Can | comment ?

MR. TANNER: Sure.

MR. STEURLE: What you're raising here is an issue
that's always referred to in technical terns as a very |arge
transition problem Essentially nost people are, if | understand
your circunstances correctly, nost retirees are not in your
ci rcumst ances.

For the vast mpjority of retirees, Social Security --
and if add Medicare in particular -- formtwo-thirds,

t hree-quarters, nine-tenths of their retirement. So, it's only a
smal | proportion of the population on Social Security that
actually has significant other sources of incone. And as this
dependency rati o goes up, you do have this very difficult problem

of how you go through a transition.
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What you raise also is another interesting question,
though. If we think of Social Security as providing a safety
net -- in particular, say, a poverty-level benefit -- which
actually, by the way, would, under current projections, given the
nunber of retirees we're going to have, would take up a
significant portion of even existing payroll tax -- but the
interesting thing to ne is the little focus that has been given
to the design and structure of the Social Security benefit.

In particular, one of the |argest transfer portions of
Soci al Security is centered around what's called the spousal and
survivors benefits, which were designed |largely to ensure that
wonen -- it was a stereotypical famly that was used as the node
in the days when Social Security was created -- the wonmen who
were not in the work force, it was created to specifically ensure
that they would not suffer poverty in old age.

What has happened over the years now is that we have a
very | arge nunber of wonen, for better or worse, who do not go
into old age as spouses with enough years of marriage to qualify.
So, this very large transfer conmponent in Social Security is not
available to a lot of wonen. In particular, a |ot of these
wel fare nothers, for instance, we are putting to work are getting
much, nuch | ower returns on their contributions than are a | ot of
non-wel fare, very weal thy wonmen and nmen who are spouses and are

able to have access to those ot her benefits.
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So, if we want to get into the question of the design
of a good poverty-level benefit, that is sonething that is very
bot hersone to ne and it is very hard to actually get on the
table. Because if we should be going back, then we shoul d be
aski ng the basic question: Wat do we want this systemto do and
isit doing it well? That should be the first question on our
m nds.

MR. TANNER. Al right, I know we're standi ng between
you and |l unch, but we have tine for about one or two nore
guestions. | see one there and then one in the back.

MALE VO CE: | just had a question for M. Baker. \Wen
you said that you don't consider the current situation with
Social Security a crisis because we've faced other crises in the

past where we've been able to raise the noney easily through

taxation -- you nentioned the defense run-up in spending and the
education of the baby booners -- | would just point that both
t hose investnents have ancillary benefits that they create. |If

you invest in the defense industry, you create a |ot of extra
j obs. When you invest in education, you create productivity down
the road. Gving retirees noney doesn't create anything. It
just creates a better lifestyle for retirees. There's no return
on that investnent.

And also, if you want to ook at it as a political

crisis, if one-third of all the voting-age adults in the United
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States are going to be on Social Security rolls by 2040, |
believe is what M. Steurle said -- I'"mnot sure of the year --
how are you going to wrest away their benefits when they're the
ones putting the politicians in power?

| mean, what you're tal king about there is a |large
nunber of people with an entrenched interest and nothing better
to do than vote, and it's going to be very difficult to anmend
that system And you said several tines that future politicians
woul d be able to anend that system | don't know how that's
goi ng to be possible when you have such a nassive anount of the
voting public caught up in the Social Security system

MR. TANNER. Two good questions, Dean.

MR. BAKER: Ckay, you're assum ng you want benefits
cut. It'll be harder as you get nore people dependent on it. W

have |l ots of entrenched interests. A lot of thembother me a

great deal. That's going to be one nore. They're already there
now, there will be nore of them
In terns of what are you getting for it. Well, people

are getting, as we go along, nore for it because they are |iving
| onger. That happens generation after generation after
generation. The generation X-ers that whine "Wat about ne,”
they need it nore than | do. They, on average, are going to live

| onger than | do. So, they're getting nore for it.
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In terns of defense, by the way, the standard economic
view is that defense diverts resources from productive uses; it
doesn't add to them And I'mactually very glad you raised that,
because one of the things | should have nentioned is that we had
areal big gift inthe last decade. W had the end of the Cold
War. Defense spending as a share of GDP fell by nore 3
percentage points. That's nore than anyone's scenario of the
projected increase in Social Security spending.

Let me just spell that out as clearly as | can. Let's
i mgi ne the Cold War never ended. W would be worse off even we
keep Soci al Security spending frozen exactly where it is for the
indefinite future. We would still be worse off in that scenario
than the one we're in now, where Cold War defense spending fel
fromover 6 percentage points of GDP to |less than 3.

So we had this big gift. | don't think anyone expected
it. At least | didn't see a |ot of people predicting the end of
the Cold War 10, 15 years ago. W had this big gift that has
made us all better off as a nation. So that fully -- nore than
fully -- offsets the so-called crisis that we face by a projected
i ncrease in Social Security spending.

MALE VO CE: W already spent that noney on elderly
progranms. Those 3 percentage points was mainly shifted to other

prograns al ready.
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MR. BAKER: That's fine, but ny point is in the world,
we were meking projections for that -- and, Gene, you were in on
this -- you were making projections for this 10 years ago. W
got a gift that wasn't anti ci pat ed.

MR TANNER: If | can ask a followup -- and
appreciate your waiting for lunch just a little bit |longer -- and
then one | ast question that will cone. | think the basis for the
guestion was that since future benefits are going to have to be
paid out of whatever the future econony generates, the best use
of noney is to try to growthe wealth so that we have nore noney
available in the future with which to pay those benefits.

Si nce nobst governnment transfer prograns are not
investnments in any sense and therefore do not add to econom c
growh in any way, isn't it better to have that noney in the
private sector, where it can be invested in new factori es,
equi pnent plants, educating people, or doing whatever it is that
therefore will have a nore econom c growth and hi gher
availability of funds in the future?

MR. BAKER: Well, | think that all of us think that
peopl e shoul d have a core retirenent inconme. And | know we have
sone people here who think it's better to have nandated savi ngs.
| don't see a big difference between mandat ed savi ngs and a tax,
and | think nost people who see it cone out of their paycheck

probably wouldn't see it that way.

ARTI Transcripts
(202) 347-0030 and wwwe.artitranscripts.com



62

Now, the question in ny mnd is: Gven that we think
wor kers shoul d have a core retirenent incone, there's a question
of how large it should be, how small it should be, but given that
we have that, how do we provide that in the nost efficient way
possible? And | would just refer to the fact that the expenses
of operating the Social Security systemare |ess than
eight-tenths of a percent of the benefits paid out each year.

I f you | ook at privatized systens, |like the one in
Chile -- and 1'll take what gets paid in in benefits, because
it's not a mature system -- the expenses of that system are about
15 percent of what gets paid in each year. | want this done in
the nost efficient way possible. | don't see any reason to have
all this noney going to the financial sector just because it
m ght make some people here feel good to say that we have
mandat ed savings and not taxes. That doesn't strike a chord with
nme. So | just say, let's do it as efficient as possible, and the
Soci al Security systemfits the bill

MR. TANNER: Last question up there. Renenber, people
are going to be tranpling you on the way out to |unch.

MR MLIKAN. A MIlikan, Washington | ndependent
Witers, for anyone.

What is the politics of referring to Social Security as
a Ponzi schene?

MALE VO CE: Wat is the politics?
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MR MLIKAN. Yes. | read that the Republicans, in the
past, referred to it as that, and they're being ridiculed for
t hat .

MALE VO CE: For ny viewon it, the Ponzi schene
anal ogy cones up quite a bit, which is not entirely accurate. |
mean, a Ponzi schenme, a la Ponzi, can't go on forever. You get
t hese conpounding rates of return you' d have to get in order to
pay everybody off, so, just mathematically, a Ponzi schene can't
go on forever

Soci al Security can go on forever, but sinply at the
rate of return of the growth of the wage base. So, it's
different in that sense. | think the Ponzi schenme anal ogy cones
in with Social Security in that the first people into a Ponzi
schene get a very, very good deal, and that generates a |ots of
ent husiasm for the schene. Now, the first people into Soci al
Security also got a very, very good deal, and that generated a
| ot of enthusiasmfor the program

But when peopl e | ook back and they say, "Wll, ny
grandfather got this great deal from Social Security, it kept him
out of poverty," well, the deal your grandfather got is not the
deal you're going to get. And the inpact on poverty for future
seniors may not be nearly as beneficial as the inpact on poverty
in the past. So, | don't know if that touches on the Ponzi

schenme politics, but | think, just for nyself, the strict
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mat hemat i cal conparison is not correct, but the psychol ogi cal or
the political conparison probably is.

MR, BAKER. If | could get a real quick line in. W
shoul d remenber that Ponzi was a stock market mani pul ator. And,
again, | keep asking for stock projections. And Andrew, | guess,
agrees with ne on this -- that if the market is hugely
overvalued, it would have to fall by nore than 50 percent to
return to its historic valuations, that would destroy over 10
trillion in wealth. That cones to over 33,000 per person in this
country. To nme, that's a crisis that's far nore serious than
somewhere down the road we m ght have to raise the payroll tax a
bi t.

MALE VO CE: That woul d be exactly the nonment to
privatize the system

MR. BAKER: You woul d have a good argunent for it then.

MR. TANNER: So, we're all waiting for the com ng stock
mar ket crash in order to privatize Social Security. On that
note, please feel free to go upstairs. Thank you to our guests.
| really appreciate it. Dean, thank you for com ng and shari ng
wWth us. You can get a copy of Andrew s paper on your way out.
| think you'll find it very interesting.

(Appl ause.)

(Wher eupon, the Policy Forum was concl uded.)
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