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Executive Summary

s Social Security’s problems become more
parent, support for the concept of priva-
tizing the retirement program grows. As the
debate develops, it becomes increasingly
important to move beyond generalizations and
to provide detailed proposals for how such pri-
vatization could be accomplished. Without
endorsing any specific proposal, the Cato
Project on Social Security Privatization will,
from time to time, present a number of possible
privatization scenarios.

In this sudy, Karl Borden and Charles Rounds
offer aproposa for the regulatory and administra-
tive Sructure of individual accounts. The core of
their proposd is the private retirement account
(PRA), which more dosdly resemblestheindivid
ud retirement account modd than the 401(k)
modd. Under the proposd offered by Borden and
Rounds, workerswould be ableto divert aportion
of ther Socid Security payroll tax to a PRA.
Workerswould possessfull property rightsin their
acoount balances and would be respongble for
certain eements of investment direction.
Employers would continue to operate as middle-
men, fadilitating the flow of cash and informeation.

However, they would not serve as* plan adminis-
trators’ (as the Employment Retirement Income
Security Act of 1974 usestheterm) and would not
bear fiduciary responghility for account balances
or account management. Actud management of
invesment funds would be handled by private
management companies, while collection and dis-
tribution of funds, aswel asmost regulatory func-
tions, would be centrdized in one or possbly
more nationa dearinghouses. The nationd clear-
inghouses would be quasi-sdf-regulaing bodies,
gmilar to the Nationd Association of Securities
Deders or the Depostory Trust and Clearing
Corporation. The government’s role would be
limited primarily to overseeing the system, acting
as a court of fina apped for digoute resolution,
and maintaining thefiscal integrity of the system.

Relying mainly on market-based sructures to
provide aquad-sdf-regulating framework for pri-
vatization would maximizeflexibility and innova-
tion. At the sametime, the establishment of acen
traized collection and management Structure
would dlow economies of scde to minimize
cods. The proposed sructure would balance the
need for basc consumer protections with the
desire for maximum independence and freedom
of choice

Karl Borden is a professor of financial economics at the University of Nebraska. Charles Rounds Jr. isa

professor of law at Suffolk University Law School.
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Introduction

A consanas is gradudly devdoping tha the
netion’ sretirement sysem nesdsan overhaul. Socid
Security, asit is currently Sructured, fails to aregte
property rightsand isunsuccessful & building apool
of nationd wedth. The current sysem attempis to
combine a taxaion scheme and a wdfare scheme,
dthough eech is legdly independent of the other.
The government isfacing alooming finendd aiss
and a dedining rate of return for young workers,
whichmeansthat sooner or later Socid Security will
be transformed into an invesment-besad sysem.

Before a system of individualy owned, pri-
vately invested accounts can be established,
serious questions must be answered: What isto
be the legd and regulatory framework of a
nationa investment-based Social Security sys-
tem?Will thelegal and regulatory structure that
sustains a system of individua accounts look
more like the one that supports 401(k) plans or
the one that supports individual retirement
accounts (IRASs)? How will the system receive
funds from individuas? Who will run it?
Which government entities and private-sector
ingtitutionswill be involved, and how will they
interact? Who will write and enforce regula-
tions and determine operational details?

Getting from hereto therewill meentreeding a
perilous path through armies of accountants, attor-
neys, and government bureaucrats who will try to
regulate the new system into oblivion. Also, the
fundamental gtructure of the new system will be
critical to itssuccess or failure. We must pay par-
ticular dtention to the details that will emerge
from the coming politica process

This paper provides a broad outline of an
investment-based Socia Security system of pri-
vete retirement accounts (PRAS) that would
dlow the individua maximum freedom and
choice but till provide basic consumer protec-
tions. We propose asystem that would mirror the
IRA modd instead of the 401(k) modd. We out-
line afundamenta regulatory structure designed
to protect the system, minimize costs, and maxi-
mize flexibility and innovation. Findly, we
address severa pecific system eements that
would be critical to operationd success.

A Proposed Operating System
An investment-based Socid Security system

would occupy a unique middle ground in the
range of government-sponsored and private
pension and retirement programs that is now
available to American workers. On the one
hand, the system is designed as a defined-con-
tribution system that both mandates and limits
contributions but leaves to market forces the
exact accumulations and benefits available to
individud participants. On the other hand, it is
probable that the system will include some
minimum level of support guaranteed by the
government (thus taxpayers). That guarantee
would produce something like a minimum
defined benefit and creste a number of interest-
ing and complex economic and legal issues.

Operating systems for a national retirement
program will becritical to its success. Any such
program will require literally millions of
accountsto be created and administered as hun-
dreds of millions of individua contributions
will flow into the system each year. Employees
will sometimes generate single paychecksfrom
short-term employment contracts that produce
contributions. Those contributions will be
mesasured in cents and will find their way into
cumulative balances credited to that individ-
ud’s account. Unlike Socid Security, which
merely taxes employers and employees in the
aggregate and waits until year-end to sort out
who paid how much, a privatized system will
have to somehow credit individua accounts
and alow participants to start earning a return
on their contributions virtually immediately.
Moreover, the system will have to ensure that
al employers and participants have access to
the program, regardless of the size or vaue (to
the administrator) of the management contract.

The operationd plan we envision includes
the following key players.

PRA Owner

The PRA owner will be the central legd
player in the system. The PRA owner will at dl
times maintain property rights in his account
balances, be responsible for certain elements of
investment direction, and make persona decr
sions regarding when to access account bal-
ances once threshold values have been
achieved. In this sense, the PRA will be much
more like an IRA than a401(k) or 403(b) plan.
The employer, for example, will not be a plan
adminigtrator. In the PRA world, in fact, there
will not be any “plan” in the sense the term is



used in the Employee Retirement Income
Security Act of 1974. Title to PRA assets will
be in the employee, not in a plan trustee.
Millions of individua accounts will be subject
to the direction of individua account owners,
who will be restricted in their choices only so
far as necessary to optimize the achievement of
systemwide objectives.”

Employers

Employers will continue to play an impor-
tant role in the new investment-based Socia
Security system. Asprevioudy mentioned, they
will serve as the middlemen in the cash flow
process. In fact, under a system of PRAS, their
rolewould probably be enhanced somewhat by
the increased data transmission requirements of
an investment-based system.® Again, the fiduci-
ary responsbility for account balances and
other account management taskswill not fall on
the shoulders of the employer; heisnota“plan
adminigtrator” (as ERISA usesthe term).

Private Financial Services Provider

A privatefinancid servicesprovider (PFSP) is
an inditution that offers PRA investment
account services to employees. Every employee
will have to ether choose a PFSP or participate
in a national clearinghouse pooled fund.
Employees will be free to change PFSPs a any
time. The PFSP will provide a series of invest-
ment vehicles designed to meet system require-
ments and provide a range of investment choices
to PRA owners. The PFSP will not serve as a
trustee of the mutual fund participations and will
not have contractud rights in the bank accounts,
the insurance contracts, or the mutua fund bal-
ancesthat will be managed on behdf of the PRA
owner. Ingead, the PFSP will act, through its
agent, the PRA adminigrator, much like the cus-
todian of an IRA. An IRA cugtodian maintains
records of withdrawas and deposits and issues
Satementsto ensure convenient upkeep. Legdly,
the PFSP will be in a contractud relationship
with, and be the agent of, the employee.

PRA Administrator

The PRA adminidrator is an agent of the
PFSP, not the employee. The PFSP itself could
serve as PRA administrator; that is, it would not
have to contract with and act through other
agents. “Administration” in this context
remains clearly distinguished from the role of

an ERISA plan adminigtrator. A PRA adminis
trator is not in afiduciary relationship with the
employer. The term, as used here, merely con-
notes a provider of financial administrative
servicesfor PRA owners through their employ-
ers. The PRA administrator will handle asset
custody and transfer, record keeping and
accounting, customer contact, and documenta-
tion storage, all according to procedures and
regulations promulgated and enforced by a
nationa clearinghouse. As an agent of the
PFSP, the PRA administrator will be chosen by,
and required to work efficiently with, the PFSP
in order to ensure a smooth cash flow from
employers to accounts to PRA owners. In the
system we envision, the PRA administrator will
issue an order to an employer to pay withheld
funds to that administrator when an employee
has chosen a PFSP that handles funds transfers
through that administrator.

National Clearinghouse

All PFSPs, PRA administrators, and individ-
ua account representatives will be required to
belong to a nationd clearinghouse (NC), a pri-
vate corporation or trust licensed by thefina reg-
ulatory authority (FRA) to oversee PRA services
and provide common operationa functions nec-
essary to the system. An NC will have specific
responghilities. It will do thefollowing:

® Set standards and licensure requirements for
PFSPs and PRA administrators and their
agents and representatives. That task could
include setting minimum capital require
ments for PFSPs and PRA adminisirators.

® Set portfolio diversfication standards for
approved PFSP funds.

* Approve PFSP-sponsored funds if they meet
NC asset dlocation requirements.

* Approve lifeannuity productsfor PRA owners
who have reached hold-harmless threshold
vaues; that is, owners who have accumul ated
enough in assets and are no longer required to
contribute.

* Define adminidgtrative and marketing expens-
es and set maximum expense ratio standards
for PFSPs.*

* Approve cash flow and participant contribu-
tion systems offered by PRA adminigtrators.

* Provide alow-cost forum for dispute resolution.

* Provide a mechanism for the easy eectronic
transfer, rollover, and/or aggregation of small

What is to be
the legal and
regulatory
framework of
a national
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based Social
Security
system?
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accounts as employees move from employer
to employer.

® Maintain apooled-asset fund into which PRA
administrators may pay PRA contributions
until balances reach a threshold level that
makes them economically attractive as cus-
tomer accounts. This pooled-asset fund is
essentia to the smooth operation of the entire
system, as it is the default investment for
most small accounts and the primary means
by which employers are relieved of the bur-
den and the responghbility of ERISA-type
plan administration.

A Federal Agency with Final Regulatory
Authority

This agency will license NCs, st broad dear-
inghouse policy objectives and sandards for the
system, serve asacourt of find gpped for NC dis
pute resolution, and have find authority over and
responghility for thefiscal integrity of the sysem.
On behdf of the taxpayers, this agency will dso
review NC asst dlocation and portfolio diversfi-
cation sandards for investment vehides, such tha
the system both avoids assat subdtitution problems
and minimizes poor-portfolio-performance prob-
lems (this by determining maximum dlowable
datigicd limitsfor the expected number of sysem
participantsfaling into the sysem’ s safety net)”

The Role of the National
Clearinghouse

The NC isarguably the most origind eement
of our proposal. That body would be licensed by
the FRA; share regul atory responsbility with the
FRA; and exercise its own authority under the
guidance of, and with the fina approva of, the
FRA. Becausetherole of theNCiscentra tothe
operationd plan we envision, it is gppropriate to
first detail in full why this indtitution is opera
tiondly necessary to the system.

Fird, we must gppreciate the magnitude of the
task that will confront an investment-based Socid
Security program and the problemsinherent inthe
mandate of universa employee paticipaion. As
William Shipman details in “Adminidtretive
Challenges Confronting Socia Security Reform,”
the current cash flow sysem used by Socid
Security takes up to 18 monthsto dlow individua
employee contribution data to caich up to the
agoregate cash flows submitted periodicaly by

employers® The process works sufficiently wel
for a sysem that maintains no property rights to
individud accounts and for which individua
returns on invesment are irrdevant. A PRA sys-
tem, however, will depend on intricate record
kesping and crediting of returns, and it will there-
fore be essentid not to impose |ost-opportunity
costs on PRA owners by delaying ether account-
ing recognition of their contributions or, more
important, actua investment of their balancesin
wedlth-producing assts

Couple this task with the redity thet there are
millions of smdl employers with just a few
employees In aPRA sysem, initid contributions
will for some bejust afew centsto beinvested and
adminigered. All employees will be required to
choose a PFSP. What incentive will a PFSP have
to offer its sarvices to employees with smdl
acocount balances thet generate little fee income?
Eventualy, mogt people sindividua baanceswill
reach aleve that will makeit profitable to admin-
iger them, and it is tempting to say that market
forces will dlow a PFSP that inveds the carrying
cogs initidly to benefit from profitable account
adminigration later. But that answer ignores three
congderdtions (1) Individud employees will
often beunmotivated to seek out PFSPsor to meke
choicesamong competing PFSPswhen achoiceis
offered. (2) Employees may lack the information
needed to make such decisons intdligently, even
when they are so motivated. (3) Employerswill be
required to send the withheld funds somewhere
and to have a default recipient for the funds. Such
aredpient will be necessary, lest the employersbe
charged with making investment-direction deci-
sons for their employees.” In order for the pro
posad nationd system to be successtul, there will
haveto be an assurance that no onewill beleft out.

There are only two feasble methods of paying
the carrying costs of smal-account maintenance.
Either they will be paid by cross-subsdies from
larger accounts, or the taxpayers, through the fed-
erd government, will haveto pay them. Thelatter
solution is appropriate only asalagt resort should
no private sysem emerge from the dructure we
propose. But before we resort to afederd system,
we should see what solutionsthe NC or NCsfind
tothe problem.’

An NC will have to somehow provide a
mechanism whereby al contributions can
move into interest-bearing or other investment
vehicles with a minimum of delay. Shipman's
suggestion of athree-level system, for instance,



isapromising one: Thefirst level would move
capital into a pooled money market fund that
would “hold” the contributions and bear inter-
est until individual contribution information
“caught up” with the aggregate contribution.
Once the individual contribution data caught
up, the contribution (plus accumulated propor-
tiond interest) would divert from the pooled
money market fund into ether a (level 2)
pooled balanced fund vehicle (for PRA owners
whose account balances haven't yet reached
profitable-administration-threshold vaues) or
into (level 3) individual account balances of the
PFSPs (if available). PFSPs would be free to
“mine” the pooled-fund accounts (level 2)° and
offer servicesto pooled-fund balance holders at
any time, each PFSP determining for itself the
lower-threshold limits of profitability.

Since dl PFSPsand PRA administrators will
have to be members of an NC, fees paid for
membership will support the work of the NC
and the administrative costs of pooled-fund
maintenance. In that sense, because the PFSPs
will be in the business of profiting from PRA
investment and administration, the larger-
account holderswill effectively cross-subsidize
the costs of small-account maintenance. Each
PFSP will be required to accept any employee
who wants to use its services, even if that
means giving that employee access to only the
NC's pooled-fund system.

Is this the only solution to the problem of
moving contributionsinto productive investment
vehicleswith aminimum of delay? Perhaps—or
perhaps not. Fredrich Hayek observes that, for
some problems, thereis only one best solution.®
But he dso obsarvesthat itisa“fatal concet” to
believe that we can design that solution in
advance. The best solution must be dlowed to
emerge from a competitive process. Maybe
someone has a better ides; maybe technology
will provide other solutions. The need to dlow
for the possibility of aternative designsis one of
the fundamentd judtifications for alowing the
emergence of competitive NCs™

A Quasi-Self-Regulatory
Structure

Certainly, it should be left to an arm of the
federa government to regulate an investment-
based Social Security system. Few people

would argue against some form of governmen-
tal oversight, but there is “regulation light” and
there is “regulation heavy,” and al the good
intentions of those who have worked for the
past two decades to make an investment-based
system aredlity could be destroyed by a Rube
Goldberg regulatory structure that would
impose huge transactions and compliance costs
on the system.

What we propose is a quasi-sdlf-regulatory
system, one that balances the role of the feder-
a government in safeguarding and overseeing
the system and the role of competitive forcesin
minimizing compliance and monitoring costs.

Objective of Regulation

The objective of any government regulatory
structure should be to ensure the fundamental
safety and integrity of the nationd retirement
system. If regulation minimizes dishonesty,
optimizes risk taking, and reduces the costs of
compliance, it is successful. Unfortunately, the
history of government regulation shows that it
rarely, if ever, achieves those gods. The incen-
tives and rewards for representatives of the
government are largely structured to encourage
overregulation and to reduce risk below opti-
mal levels, increasing costs to both taxpayers
and system participants.

There is particular cause to be concerned
about the regulatory structure that will be
imposed on an investment-based retirement
system: (1) Politicians will be under tremen-
dous pressure to regulate away “excessive risk
taking” on the part of system participants. (2)
Currently, numerous private-account retirement
plans are regulated by the federal government,
and those regulatory structures areill suited for
aprivatized system.

The Wrong Model

Some people” have proposed adopting the
401(k) and 403(b) regulatory structure, codified
inERISA, for PRA accounts. To understand why
the ERISA regulatory structure is ingppropriate
to thetask, it is necessary to understand the lega
context within which it has devel oped.

Congress created ERISA in response to the
perception that retirement plan sponsors often
breached their fiduciary duties to employees.
Therefore, the entire focus of ERISA and its
accompanying regulatory structure is on pro-
tecting plan participants from either predation

The best
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or incompetence on the part of plan sponsors.
In the ERISA world, plan sponsors are fiduci-
aries for plan participants. But because plan
sponsors are frequently in aposition to unfairly
benefit themsalves & the expense of plan par-
ticipants, and because those plan sponsors
make plan-wide decisions that affect dl plan
participants, it is necessary to provide some
oversght mechanism that ensures that those
decisions are made fairly and responsibly.

PRAs exist in an entirely different world. A
“plan” does not exist because neither the
employer nor the PFSP is in any meaningful
sense afiduciary of the PRA owner.” At mogt,
the employer and the PFSP are agents of the
employee for the limited purpose of carrying
out the employee's lawful directions regarding
the adminigtration of the PRA.

ERISA is an ingppropriate regulatory model
because the entire focus of ERISA’s regulatory
effort is unnecessary in a PRA world of indi-
vidually owned and managed accounts. It con-
cerns us, however, that the ERISA modd may
be seen asa“smple’ solution to the regulatory
question. The argument for the ERISA mode
will go something like this “The Interna
Revenue Service and the Department of Labor
have decades of experience regulating this sort
of thing. Let's just weave the PRA into the
ERISA regulatory framework. Let’s not rein-
vent the whedl.” When someone objects to the
unnecessary complexity of the ERISA system,
the response may be, “But ERISA has smpli-
fied forms, like the 5500EZ, that can be used
for PRAs™ That argument ignores the essen-
tid point: The PRA structure will not require
even information returns to the IRS. The PRA
administrator will keep the records. The contri-
butions will be determined by law and will be
st by nether the employee nor the PRA
administrator. The market vaues of investment
accounts managed by the PFSPs will be based
on the asset allocation and diversification stan-
dards set by the NC and will be what they will
be’® The employer will handle the W-2s.
Whereistherearolefor another level of report-
ing or oversight for which the 5500EZ was
designed? The answer isthat thereis none.

Regardless of how complex or smple one
meakes the ERISA dructure, it proves fundamen-
tdly ingppropriate for a PRA that will not be a
plan and that will have no fiduciaries. One cannot
be a fiduciary for onesdf. If we were to impose

the ERISA regulatory dructure on PRAS we
would actudly have to create plan sponsors and
as trustee andogues, atotaly artificid exercise
without socid utility. By design, IRAsare exempt
from ERISA regulaion.

Accountants and attorneys train in law and
regulation and tend to develop oversight sys-
temsthat rely extensively on monitoring, audit,
and enforcement procedures for their effective-
ness. Economigts, on the other hand, prefer to
creste systems that attempt to minimize com-
pliance costs by creating a set of interna incen-
tives that are sdf-regulating. The uninitiated
often wrongly assume that self-regulation is a
code word for no regulation, but that isnot true.
Sdf-regulatory systems are distinguished from
monitoring systems by their objectives.
Monitoring and audit systems have astheir pri-
mary objective the dimination of al noncom-
pliance, with little or no regard for the cost of
securing marginal compliance. Sdlf-regulatory
systems recognize that imperfect complianceis
inevitable, regardless of the approach, and thus
seek to minimize cogts to achieve an optimal
level of compliance. Neither approach, in fact,
eliminates noncompliance, but self-regulating
systems tend to achieve their objectives at
lower economic and social costs.

Sdf-regulaiory systems are reatively rare in
prectice (most regulatory sysems are crested,
after dl, by atorneys and accountants, not econo-
mists). Nevertheless, where they have been tried,
sf-regulatory sysems have been extremey
effective. Severd such sysems are dready in
place in the securities industry and have been
modds of low-cog, effective sdf-regulation for
the past seven decades—cresting, implementing,
and enforcing acomplex st of industry-wideregr
ulationsand professond licensuresaswell aspro
viding secure mechanismsfor handling securities,
cgpital holding, and trandfer.

Example One: National Association of
Securities Dealers. The NASD thrives as the
largest securities-industry self-regulatory organi-
zation (SRO) in the United States. Through its
subgdiaries, the NASD develops rules and regu-
lations; conducts regulaory reviews of members
busness activities, disciplines violators, and
designs, operates, and regul ates securitiesmarkets
and services—all for the ultimate benefit and pro
tection of theinvedtor.

In 1938 Congress passad the Mdoney Act asan
extenson of the Securities Act of 1934. The



SecuritiesAct of 1934 crested the Federd Securities
and Exchange Commisson and charged it with
responsihility for regulating securities markets The
Mdoney Ad “encouraged’ the over-the-counter
sacurities market to establish “private trade essodia
tions for sdf regulation.” Congress gave the SEC
authority to oversse and to changetherules of those
“private assodiations’ and further required such
asodations to be regisered with and gpproved by
the SEC. Effectivdy, dl decisons and enforcement
actionsby such assodiaionsremained gppedableto
the SEC.

The Maoney Act specifically stipulates that
one or more associations of brokersand dealers
may apply for registration with the SEC, that
those groups may regulate themselves within
the guidelines laid down by the SEC, and that
the groups may grant discounts on securities
traded among their members. To date, only one
such association of dedlers has registered with
the SEC under the provisons of the act: the
NASD, which has gpproximately 7,000 mem-
ber firms that operate more than 20,000 branch
offices and employ approximately 500,000 reg-
istered representatives who sdll securities. The
NASD has established a series of tests that
must be passed by any individual who wishes
to join. The tests are considered the admission
ticket to acareer in thefinancia servicesindus-
try. The NASD establishes and enforces a set of
rules prohibiting fraud, manipulation, and
excessive profit taking; a uniform-practices
code standardizing and expediting routine
transactions, such as payments and deliveries,
and a procedure for disciplining members who
engageinillega or unethical conduct.

Two eements of the NASD’s dtatus are of
particular significanceto Socia Security priva-
tization: (1) Although the NASD is the only
association ever to have applied to the SEC for
registration, nothing in federal law prevents
another association from coming into exis
tence. Any timethe NASD failsto operate effi-
ciently, or becomes too onerousin its regulatory
dructure, a competitor organization may be
formed. (2) This natura brake on regulatory
zed is counterbalanced by the oversight func-
tion of the SEC, which is there as a court of
appeal and as the ultimate determinant of
whether the NASD, as aregistered association,
is doing the regulatory job that was intended
under the act and that the SEC itsalf considers
appropriate. This constant tension between the

standards and levels of enforcement that the
SEC expects on the one hand and the potential
of acompetitor’ sentry into the NASD’ s market
on the other maintains an appropriate equilibri-
um of enforcement and efficiency.

BExample Two: Depository Trust and Clearing
Corporation. In September 1999 the SEC estab-
lished a new holding company, the DTCC, to
combine the functions of the former Depository
Trust Company and the Nationd Securities
Clearing Corporation. The two firms provide the
primary infrastructure for the dearance, sHitle-
ment, and custody of the vast mgority of equity
corporate debt and municipa bond transactionsin
the United States. The DTC subsdiary, for
ingance, provides custody and safekeeping of
traded securities, proxy digtribution services, prin-
cipd and income didribution, corporate action
processing, withholding tax services, collaterd
loan services, and ddivery and payment services.
It ds0 sets and enforces settlement risk controls
and provides dearing and stlement links In
other words, the DTC is handling a volume of
complex securities transactions, and the account-
ing and record-kegping functions consequent to
those transactions, thet far exceeds the transaction
volume or record-keegping complexity of an
investment-basad Socid Security system.

With more than $20 trillion in assets, the
DTCC, through its two subsdiaries, is the
world's largest securities depository and the
world's largest provider of centralized clearing
savices. In a single year, the organization
processes hundreds of millions of individua
transaction entries and handles securities deliv-
eries totaing more than $70 trillion.

Firms may choose to be members of the
NSCC, and membership is open to any ingtitu-
tion that meets DTCC standards. The DTCC
itself isalimited-purpose trust company organ
ized under the New York Banking Law, a
“banking organization,” a member of the
Federd Reserve System, a “clearing corpora-
tion” within the meaning of the New York
Uniform Commercid Code, and a “clearing
agency” registered pursuant to the provisions of
sec. 17A of the Securities Exchange Act of
1934, as amended. “Direct participants’ in the
system include securities brokers and dedlers,
banks, trust companies, clearing corporations,
and certain other organizations. Some direct
participants—the New York Stock Exchange,
Inc.; the American Stock Exchange, Inc.; and

Where they
have been
tried, self-
regulatory
systems have
been
extremely
effective.



The SEC is the
appropriate
federal
oversight
agency to
exercise final
regulatory
authority over
a new
investment-
based Social
Security
system.

the Nationa Association of Securities Dedlers,
Inc—own the DTCC. Access to the DTCC
system is dso available to others such as secu-
rities brokers and dealers, banks and trust com-
panies that clear through or maintain a custodi-
a relaionship with a direct participant, either
directly or indirectly (“indirect participants’).

The DTCC isan example of aquas-self-reg-
ulating system, in that nothing in the law pre
vents a second organization from being formed
to compete with the DTCC to provide either
depository or clearance services. On the other
hand, the DTCC is recognized and approved
for its activities by the SEC (the FRA), which
provides some assurance that the corporation
actsin the best interests of the nation and secu-
rities customers at large. Once again, the natu-
ral tenson between competition (or potential
competition) on the one hand and federd-
agency oversight on the other produces an equi-
librium of efficiency and security.

Final Regulatory Authority

Onekey to the effectiveness of both the NASD
and the DTCC has been the dbility of the SEC to
Set regulatory mandates and standards, while dso
dlowing both the NASD and the DTCC to develop
their own processes and procedures to implement
them. Elaborate “ one-szefits-dl” fund collection
and invesment sysemsare unlikely to beflexible
enough to meet the needs of tens of thousands of
employers and millions of participants with dif-
fering drcumgtances. Such a mandated system
would be too unwiddy to teke advantage of
advances in technology or systems design that
cannot be foreseen.

Therolesof the DTCC and the NASD are not
unique within the SEC adminigtrative structure.
The SEC is comprised of four divisions™ The
Divison of Market Regulation aready servesas
the FRA over a panoply of SROs, including the
DTCC, the NASD, the Municipd Securities
Rulemaking Board, and others. The SEC defines
an SRO as “amember organization that creates
and enforces rules for its members basad on the
federal securitieslaws’ and isthefedera agency
with the most experience in overseeing self-reg-
ulatory gtructures. In addition to its experience
with SROs, the SEC playsarolein the securities
marketsthat is anaogousto that which would be
necessary to oversee a PRA system. The SEC's
Divison of Invesment Management reviews
investment company and investment adviser fil -

ings and mutua funds and “works to improve
disclosure and minimize risk for investors with-
out imposing undue costs on regulated entities.”

The SEC has along history of working with
quas-independent SROs. It understands the
securities markets that it is charged with regu-
lating. It is therefore the appropriate federa
oversight agency to exercise final regulatory
authority over a new investment-based Socia
Security system.

Questions and Subsidiary Issues

Question
What if no one formsan NC?

Answer

The question reflects a misunderstanding of
how the SEC worksin relation to the securities
industry. If the SEC isauthorized to serve asthe
FRA, the commissioner will take a leadership
role in organizing eements of the securities
industry to form an initiadl NC. The important
element of the system is that which alows
additiona, competitive clearinghouses to come
into existence. It is the existence, or the poten-
tid, of such competitive systems that creates
the balance between government’s tendencies
toward regulatory overreach and appropriate
oversight.

Question
Will PFSPs be required to accept all employ-
eeswho want to join their system?

Answer

No. PFSPs may “mine’ the NC pooled fund
for any customers to whom they want to offer
services, and we anticipate that a variety of
aternative investment vehicles (within the reg-
ulatory limits) will be developed to apped to
employees. But PFSPs would be free to set
their own criteria for accepting PRA account
management.

Question
When can PRA owners access thelr accounts
and take distributions?

Answer
Curioudy, one consistent feature of amost
every investment-based retirement system that



has been introduced in Congress or proposed
by reformersis the dubious assumption that the
government should decide when it is appropri-
ate for an individua to remove himself or her-
sdf from the workforce. Most commonly, the
age 59.5 years has been the touchstone. The
provenance of that age is unknown to the
authors, but thereis no rational economic justi-
fication for choosing it or any other fixed point
intime.

Let usremember that the only economic pur-
pose of anationa retirement system isto limit
the socid liability associated with people who
do not save sufficient resources for their own
old-age maintenance and thereby impose a
mora hazard on the rest of the population.
Once a person has accumulated sufficient
resources to indemnify others against this haz
ard, why not let him choose the timing of his
exit from the workforce? For that matter, why
do we assume that the decision to begin draw-
ing on one's accumulated assets is the same as
the decison to exit the workforce? With the
establishment of investment-based Social
Security accounts, perhaps we can retire the
word “retire” from our vocabulary. We suggest
referring to “meeting threshold requirements’
for hold-harmless status—thereby affording
individuals the luxury of making lifestyle
choices independent of the need to ensure a
minimum standard of living."’ This convertsthe
Socid Security system into a wealth-specific
rather than an age-specific system. In awedth-
specific system, the trigger for account access
is the amount of wedth accumulated rather
than any predetermined chronologica age.*

The objective of the system should be to
raise the participants, at some point, to a level
of personal wedlth that is capable of providing
a lifetime income sufficient to meet minimum
living standards, thereby removing from others
the implied obligation to care for them. The
hold-harmless threshold should be the test that
determines whether an individud may have
access to his or her account baances. One of
the authors has suggested, for instance, that
PRA fund digtribution options could be avail-
able under three options: *

1. A 100 percent payout to purchase a mini-
mum-wage life annuity from the private
insurance industry. The NC would st
annuitization requirementsand regul ations.

2. Withdrawas as desired, with only one
condraint: the amount remaining in the
account after withdrawa must aways be
at least 110 percent of the amount neces-
sary to purchase a life annuity guarantee-
ing a minimum-wage income.

3. A combination of options 1 and 2 with the
purchase of a partia annuity and volun-
tary withdrawals up to 110 percent of the
amount necessary to purchasethe remain-
ing minimum-wage annuity.

For obvious reasons, the amount necessary
to purchase such an annuity in the open market
would vary by age and other mortality charac-
teristics. The provision of options 2 and 3
would aso dlow higher-asset individuas to
gain access to their accounts at any time with-
out sacrificing their assets to annuitization.

One objection raised to alowing individuas
to decide when to access the Social Security
system is that many individuals would exit the
workforce as a result, reducing economic pro-
duction and lowering national wedlth. This
argument fails on two counts:

1. There is no reliable way to predict
whether the average person will exit the
workforce earlier or later when the“retire
ment” and “account access’ decisons are
delinked. Some would doubtless exit
early, but others might find the fact of
financia independence professondly lib-
erating and move into a series of employ-
ment contracts by choice. Moreover, the
disincentives produced by the high mar-
ginal tax rates imposed by the retirement
mandate would disappesr.

2. Thereisnoloss of aggregate socia utility
when an individual chooses to exercise
personal value choice and experience
leisure. Our nationa economic account
ing system may not record the benefit, but
it is just as persondly satisfying for per-
son A to lieon abeach in FHoridaasit is
for person B to continue working, receive
income that is recorded in the nationa
accounts, and exchange that income for
something he vaues.

Question
Will there be limits on contributions to
accounts, and, if so, what will those limits be?

In a wealth-
specific
system, the
trigger for
account access
Is the amount
of wealth
accumulated
rather than
any
predetermined
chronological
age.



A replacement
rate of 42
percent can be
achieved with
annual
contributions
of 4.65
percent of
annual
earnings.

Answer

The question of what, if any, limits should be
placed on contributions to PRA accountsis sur-
prisingly complex, and it bearson issues of sys-
tem and individual-account risk minimization
as well as broader social policy and personal
choice issues. Fundamentaly, there are two
broad areas of concern: How much contribu-
tion is needed to reasonably ensure that account
balances will grow to the level necessary to
achieve the hold-harmless threshold? What are
the implications of alowing contributions in
excess of that leve, and, if such contributions
are to be adlowed, how will they be treated?
How does the system avoid asset substitution
problems resulting from the interaction of pri-
vatized returns (ownership of PRA assets) and
socialized risks (defined-benefit eements of
the plan that provide a“ benefit floor,” or safety
net, for low-income earners)?

How Much Is Enough? In order for an
investment-based Socid Security system to
accomplish its primary objective of indemnify-
ing the taxpaying public againgt financid irre
sponsibility on the part of some, it is necessary
that a mandated level of system contributions
be set sufficiently high that all wage earners,
even those on the lower end of the continuum,
are able to accumulate sufficient assets to sus-
tain themsalvesin their nonearning years. The
exact level of accumulation that will do that
varies, of course, with one' s assumptions about
what constitutes a minimally acceptable
lifestyle.

A reasonable starting point for a new Socia
Security system, however, isto assume that the
new system must at least replace the benefits
that the old one provides.* One way to deter-
mine that level isto look at the extent to which
Social Security “replaces’ end-of-earning-
years income in its initial benefit payment”
The amount itsdlf differs by income category
and age cohort; it variesfrom alow of 24.1 per-
cent for a maximum-wage earner retiring in
2030 to a high of 52.8 percent for alow-wage
eaner retiring in 2000.* We will assume a
midrange replacement rate of 42 percent asthe
target rate for an investment-based system.”

The leve of contribution required to reach thet
replacement rate a0 depends on the rate of return
one assumes for an invesment portfalio, which in
turn dependsontheleve of risk and portfalio-return
asumptions one employs. In our system, it would
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be up to the NCs (overseen by the SEC) to st as=t
dlocation and portfalio diversfication sandards®
Let usassumethefollowing portfolio dlocation: 40
percent large-cgp docks 20 percent smdl-cep
gocks, 30 percent investment-grade corporate
bonds, 10 percat government bonds 1bbotson
Asodiaes provides the following data for nomind
rates of return and annud consumer price index
(CP1) inflation between 1926 and 20007

Large-cap stocks 11.3%
Small-cap stocks 12.6%
Investment-grade

corporate bonds 5.6%
Government bonds 51%
CPI 3.1%

Adjusting for inflation, then, and allocating
assets as above, an assumption that the next 75
years are going to produce economic rates of
return similar to those of the last 75 years pro-
duces a baanced-portfalio return of [(0.40)(.113) +
(0.20)(.126) + (0.30)(.056) + (0.10)(.051)] - 031 =
6.23%. But let's be conservetive and assume
that the next 75 years produce a red rate of
return 10 percent below that of the past 75
years, 6.23 * 0.9 = 5.6%.

The next prgjection we nesd is the expected
growthinrea wagesover thecoming, sy, 75years
Wewill ussaprojection of 2 percent per yed.

The fina variable needed to calculate a rea-
sonable mandated contribution level is an
assumption about longevity. The Social
Security system itsdlf projects high, low, and
moderate values of expected longevity for a
child born 75 years from now. Therange (years
in retirement after reaching Socia Security’s
minimum retirement age for benefits) for males
is from 16 to 23 years (moderate = 19.7); for
females it is 19 to 25.9 years (moderate =
22.6).”" We will use the moderate projections
and average them for a postdistribution life
expectancy of 2| years.

Using these assumptions, a smple calcula-
tion indicates that a replacement rate of 42 per-
cent can be achieved with annual contributions
of 4.65 percent of annual earnings.

Canan Individual Make* Excess’ Contribu-
tions? Excess contributions could potentialy
arisein any oneof four ways. (1) A PRA owner
reaches his or her threshold for hold-harmless
status but continues contributing to the account
above that level. (2) A PRA owner who has
reached the threshold and stopped contributing



experiences higher-than-expected growth in
account assets. (3) A PRA owner is dlowed to
make contributions in excess of those needed
throughout his contribution history. (4) A PRA
owner who isindependently wesdlthy isallowed
to contribute to the PRA system in spite of
dready having sufficient wedlth to purchase
hold-harmless status.

We see no point in redricting PRA owners
from contributing above the legally mandated
minimum contribution during the period of
building assets toward hold-harmless status.
Beyond the accumulation of sufficient assets
(or perhaps 110 percent of sufficient assets) to
purchase alife hold-harmless annuity, however,
excess contributions arising from the third
mechanism above should be restricted in order
to avoid the use of the system as a means of
escaping income taxation.

Question
Should it be possiblefor someone of sufficient
wedlth to opt out of the entire PRA systlem?

Answer

Yes. Aslong as an individua has purchased
an approved life annuity ensuring the availabil -
ity of alife income stream of sufficient magni-
tude, that individual should be exempt from
paying into aPRA and be ableto retain as after-
tax income what he would have contributed.

Question

Will there be spendthrift and assignability
provisonsfor PRAsthat limit the possibility of
PRA owners losing their accumulated assets?

Answer

Y es. Onecritical element of the body of reg-
ulation and law that will evolve around PRA
accounts will be those provisions that maintain
a firewall protecting account assets both from
irrational  behavior and from predation.
Irretional behavior in this context can take
many forms, and any regulations minimizing
such behavior are necessarily an infringement
of personal liberty. It is probably true that citi-
zens who pose the greatest mora hazard to
their fellows are people who are both easy
financia prey and most likely to abuse the trust
of maintaining their own accounts™

Spendthrift and assignability limitation pro-
visons are designed to prevent people from
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overriding the mora hazard protections inher-
ent in the PRA concept. In the United States it
has been amatter of public policy that one can-
not place one' s property in atrust or an agency
account for one's own benefit and keep it
beyond the reach of one's creditors® While
that may be good public policy in generd, its
application to PRAs would void the public pro-
tections inherent in the mandated-retirement
concept in the first place.

ERISA provides a partia precedent for
removing PRAS from the usua ability of cred-
itors and others to reach trust accounts. An
employee benefit plan may wel include an
associated trust or custodial account that serves
asareceptaclefor employer and employee con-
tributions. Under ERISA, contributions and the
income generated by their investment are enti-
tled to favorable tax trestment provided the
plan meets certain requirements. One such
requirement is that the documentation govern-
ing the trust or custodia receptacle must con-
tain a spendthrift (anti-alienation) provision
prohibiting the employee from anticipating,
assigning, or dienating his beneficia interest.
The subject property aso may not be subject to
attachment, garnishment, levy, execution, or
other legal or equitable process.”

In most cases, an ERISA-mandated anti-alien
ation provison will prevent creditors, including
the trusee in bankruptcy, from reeching the
debtor's interest in a tax-qudified plan, even
though the associated trust would not have
enjoyed protection under deate law. ERISA pre-
empts date law.* In any case, ERISA does not
afford trusts or custodia accounts associated with
IRAs any spendthrift protection. Thus, federd
bankruptcy law, sate satutes, and the common
law determine whether property held by an IRA
trustee or cugtodian is reechable by the taxpayer’s
creditors, including the trustee in bankruptcy.

The lesson for anew investment-based PRA
system is that the law must include an airtight
PRA anti-alienation requirement. To put it
another way, the law should avoid merely
incorporating by reference the ERISA prece-
dent. Rather, it should explicitly preempt al
dtate laws affording creditors access to assets
held in sef-settled trusts and custodia
accounts, aswell asrequire explicit languagein
the documentation providing for spendthrift
protection. PRA assets should aso be off-limits
to the trustee in bankruptcy.

Spendthrift
and
assignability
limitation
provisions are
designed to
prevent people
from
overriding the
moral hazard
protections
inherent in the
PRA concept.



Assets in a
PRA should
be per se
unassignable.

Equaly crucid is protection againgt an account
owner’s knowingly or unknowingly assgning his
or her property rights to others. Assets in a PRA
should be per se unassgnable. Only lawful distri-
butions out of a PRA should become the subject
of an assgnment, and then only after the property
hes Ieft the PRA. Condderation might even be
given to subjecting a purported assgnor and a
purported assignee to crimind liability and crimi-
na sanctions for directly or indirectly entering
into an assgnment of the equitable or beneficid
interest in assets thet are held in a PRA. Without
such provisons it isavirtud certainty thet amar-
ket will develop in PRA anticipations and partici-
pations (Smilar to that which has developed
around lottery payouts), thus negating the socid
benefits of the entire system.

All of this, however, can be done Smply, with
little actud regulatory oversight, as long as the
origind legidation is carefully crafted and any
sdf-regulatory body (NC) that comes into exis
tence to oversee plan adminigration is charged
with the responsibility to ensure compliance. If
the originating legidation is itsalf well crafted,
then the body of caselaw that developsaround it
will serve as ashidd againg abuse.

In the same vein, the trustee, custodian, and/or
PRA adminigrator should not be saddled with any
enforcement responsibilities asfar as assgnments
are concearned. All that should be required of the
trustee or custodian isthat he have on file an &ffi-
davit of the PRA owner thet there has been no
direct or indirect assgnment of the equitable or
beneficid interest. A fraudulent affidavit should
ubject the PRA owner to severe crimind pend-
ties, and predators seeking to fraudulently entice
PRA ownersinto assgning their accounts should
likewise be subject to severe crimind sanctions.
The former, however, should be a metter for the
sf-regulating PRA overdght agencies and the
latter ameatter for the crimind justice sysem. The
private PRA adminigrator and the privete finan-
cd savices provider should not be concerned
with any enforcement responsibilities.

Question

How will the complexities of marriage and
divorce be handled by the PRA system, and
how will it provide for nonearning spouses?

Answer
One of the thomiest isues for an invesment-
besed sysem, and one where there exigs huge

potential for excessvelitigation, onerousregulation
writing, political mischief, and papable inequity, is
how the sygem handles marriage and divorce
Thereislittle nead to belabor heretheineguitiesand
the complexities of the current Sodid Security sys-
tem in this regard. Divorce law is gengrdly the
province of the dates, and it is alegd quagmire
everywhere. Add to this the controversd issue of
expanding the legd concept of marriage, and the
fidd issat for politica battles unending.

Simplicity and clarity in the new system'’s
legal and regulatory structure are crucial.
Attempting to regulate perfect equity and fair-
nessinto the system will dmost certainly result
in a cascade of further inequities and an ava-
lanche of litigation and expense.

Whatever specifics emerge, they must address
to some extent these fundamental issues

1. What manner of domestic partnerships
will be recognized by the system?

2. What body of |law adjudicated at whet level
of government will apply to the systlem?

3. What rights does a noncontributing part-
ner have to a contributing partner’s
account balances in the case of degth or
separation?

4. How will partnership ownership of
account bal ances affect determinations of
hold-harmless status regarding mord haz-
ards and digtribution options available to
account owners?

There are no Smple answers to those ques-
tions. Keeping that in mind, however, we offer
the following approach. Recognizing that our
objective is smplicity and clarity, not the mak-
ing of socia policy, and further recognizing the
importance of maximizing persona choice, we
propose that individuasin any relationship that
islegally defined by and recognized under state
law asa“marriage’ be required to make contri-
butionsto a“marriage’ PRA whilein that rela-
tionship. For PRA purposes, a marriage will be
recognized only if it is sanctioned by state law
and evidenced by documentation issued by a
date or its instrumentalities. No implied mar-
riage or other partnerships will be recognized,
regardless of living circumstances or verbal
commitments.

Contributions to a marriage PRA will be
deemed to be community property. Each part-
ner's 50 percent interest in a marriage PRA



(including any increase in market vaue of the
property and any income thrown off by the prop-
erty) may not be disclaimed, renounced,
assgned, or made the subject of prenuptia
agreements and/or equitable divison incident to
divorce. These date-imposed protections are
important in order to avoid the mora hazard
associated with anonearning spouse s being left
inthe cold asaward of the state, and lsoto min-
imize litigation resulting from separation.
Married people would both contribute to the
joint marriage account and would not be permit-
ted to mantain separate PRA accounts during
their marriage.

We further propose thet al maiters pertaining
to the ownership, disposition, and bequestha of
PRA asts be should federalized and removed
from the state courts and al divorce or partner-
ship case law or proceedings™ We aso suggest
the following stipulations.

1. A person while unmarried will contribute
to anindividual PRA. Property heldinan
individua PRA adso may not be dis-
clamed, renounced, assigned, or made
the subject of prenuptial agreements
and/or equitable divison. Each married
partner, before, during, and after a mar-
riage, will a al times have sole discretion
over and property rightsto hisor her indi-
vidual PRA.

2. At thetime a PRA account is established,
the participant, whether or not that person
ismarried, will berequired to filewith the
PRA administrator an affidavit of marital
status. The participant has the responsibil-
ity of filing an amended affidavit each
time there is a change of marita status,
and failure to file within the time period
prescribed causes the affidavit to be
deemed fraudulent. The PRA administra:
tor may rely on the marital status infor-
mation contained in an affidavit of marital
status whether or not it has actua notice
that the affidavit is fraudulent.

The law should provide a grace period,
commencing a the time a participant mar-
ries, during which continuing contribu-
tions to his or her preexisting individud
PRA account are permitted and will not be
deemed community property. Falure to
file an amended affidavit of marital status
and to establish amarriage PRA beforethe
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grace period expires subjects the partici-
pant to crimina pendties.

It bears explaining that the affidavit is
essentiad to the marriage provisions of the
PRA system because it is the mechanism
that alows the system to be self-regulat
ing. Without the affidavit requirement,
some oversight, monitoring, or audit
mechanism will have to be in place. With
it, the fraud statutes and crimind law sys-
tem will serve asapost hoc self-regulato-
ry mechanism.

. Only one spouse needs to file an amended

affidavit of marital status, provided a duly
authenticated copy of the marriage certifi-
cate or divorce decree is affixed to the
amending document. In the case of mar-
riage, receipt by the PRA adminigtrator will
automaticaly trigger the creation of amar-
riage PRA. In the case of divorce, receipt
will autometically trigger atermination and
a 50-50 divison of the assats in the mar-
riage PRA.

. With respect to a marriage PRA, invest-

ment discretion will reside jointly in the
marriage partners, and al investment
directionswill beinwriting and signed by
both partners. The administrator of amar-
riage PRA that doesnot haveinitsfilesan
investment direction that isduly signed by
both partners will park the assets of the
PRA in adefault commingled investment
vehicle that is operated by the private
financial services provider and that meets
the specifications of the sef-regulating
agency.

. For PRA purposes amariage may betermi-

nated only by desth or by afind and legdly
binding divorce decreeissued by asate court
as evidenced by appropriate documentation.

. Upon the termination of amarriage by the

desth of aspouse, the balance of the assets
in the marriage PRA account shdl be dis
tributed as follows: 50 percent into the
surviving spouse's individuad PRA and
the other 50 percent in accordance with
the terms of a duly executed beneficiary
designation form that will be effective
notwithstanding the laws of wills and
agency of the various states.™

. Determination of digibility for hold-harm-

less status will be made separately for eech
individud in amarriage. For such determi-

All matters
pertaining to
the ownership,
disposition,
and
bequeathal of
PRA assets
should be
federalized
and removed
from the state
courts and all
divorce or
partnership
case law or
proceedings.



The last 70
years have
educated us
about the
limits of
government
and the
essential
wealth-creating
role of private
markets.

nation, haf the vaue of the marriage PRA
is a dl times avallable as a “virtud bd-
ance’ in a mariage partner’s individua
PRA.

Question
Will federd or state law govern PRAS?

Answer

Except as otherwise provided, federd law
will preempt dtate law in matters pertaining to
the establishment, administration, and termina:
tion of PRA accounts.

Conclusion

The Socid Security system was designed
amost 70 years ago, when our understanding
of financial economic principles was till in its
infancy. In those 70 years, we have learned
much about how financid markets work, the
nature and management of risk, and the inter-
generational economic effects of public retire
ment financing. The socia and economic land-
scape of Americain the 21t century bearslittle
resemblance to that of the America of the
1930s. We are a nation of great wedth, with
broad public participation in our financid mar-
kets and extreme socia and economic fluidity.

The last 70 years have seen a huge increase
in the scope and power of the federal govern
ment and a the same time have educated us
about thelimits of government and the essential
weslth-creating role of private markets. We
have experimented with a variety of voluntary
persond retirement vehicles [401(k)s, 403(b)s,
SEPs, IRAs, Roths, Keoghs] that have been
proving grounds for the legal and regulatory
structures that are most efficient. It istime now
to learn from those years and to reengineer our
nation’ sretirement system to be congistent with
a more mature view of how private financial
markets work.

Notes

1. Among them isthat of who speaks for taxpayersin the
system. If individuas were alowed to direct their own
investments, and if PRA ownerswere alowed to invest in
any manner of portfolio, there would be a strong tenden-
cy toward asset substitution. “Asset subgtitution” refersto
the tendency of organizations and individuas facing
financial distress to subsgtitute more risky assets for less

14

risky assets. If a safety net provides a minimum level of
support, and an individua’s investment portfolio is a a
level that provides less, or only barely more, than that
minimum level of support, then as that individual
approaches retirement he will be more likely to take
extreme risks with his remaining assets. Any losses cont
sequent to therisky portfolio mix will be effectively borne
by the taxpayers, as the safety net provides a minimum
level of support. Any gains, however, potentially benefit
the PRA owner by providing alarger-than-minimum level
of support. Therefore, there must be some entity a some
level to protect the interests of taxpayers and shield them
from potentia liability.

2. Minimization of the moral hazard associated with indi-
viduals' reaching retirement age with no source of long-
term support.

3. Consider, for instance, the fact that employers do not
now transfer FICA funds to the government with individ
ual account balance data. Rather, employers simply pay
their required FICA taxesin alump sum. The government
has no idea whose tax—that is, which employee’ stax—is
actually being paid until after the end of the calendar year,
when W-2 forms are submitted with details on employees
that must be reconciled with the FICA cash transfers of the
previous year. An investment-based system must provide
much more detail if individua account balances are to be
updated and invested according to the owner’ s directions.

4. Defining the terms is probably more important than
setting limits, as competitive forces should probably suf-
fice in most circumstances. However, it may be necessary
to set outside boundaries on these amounts in order to
avoid the worst cases of PRA fraud and abuse.

5. Projections of expected portfolio value variances
(based on historicd returns for asset categories) can iden
tify probabilities associated with numbers of individuals
expected to achieve portfolio values at the extremes of the
digtribution. The FRA can then set maximum allowable
probabilities for expected “safety net utilization,” approve
NC portfolio asset allocation on that basis, and avoid the
worst cases of asset substitution.

6. See “Administrative Challenges Confronting Socia
Security Reform,” a working paper published by State
Street Global Advisors, March 22, 1999. This otherwise
excellent paper is directed primarily toward proposing a
cash flow modd for system participants contributions,
but by referring specifically to 401(k) plans as a“model”
it may beinadvertently blessing aregulatory structure that
isill suited to this purpose.

7. Itiscritica that employers not make such decisions.
One purpose of the system we proposeisto avoid ERISA-
style regulatory oversight and the monitoring costs such
oversight entails.

8. Asweexplainin alater section, one or more NCs might
come into being. All would be licensed by the FRA. The
opportunity for multiple, competitive clearinghouses is
essentia to the quasi-sdf-regulating structure we envision.

9. In other words, they would have access to the pooled-
fund participant database and could at any time market
their services to pooled-fund participants.



10. Hayek actualy said, “ There may exist just one way to
satisfy certain requirements for forming an extended
order—just as the development of wings is apparently the
only way in which organisms can become able to fly.”
Friedrich A. Hayek, The Fatal Concet: The Errors of
Socialism, vol. 1 of Collected Worksof F. A. Hayek, ed. W.
W. Bartley 11l (Chicago: University of Chicago Press,
1991), p. 17.

11. In practice, where Smilar self-regulatory agencies
have been created, competitive ingtitutions have not
emerged. But the potential of such a competitive organi-
zationisan important check on the activities of the agency
that is formed.

12. See “Administrative Challenges Confronting Socia
Security Reform.”

13. A fiduciary is a person (e.g., an investment manager

or the executor of an estate) or an organization (eg., a
bank) that is entrusted with the property of another party

inwhose best interest the fiduciary is expected to act when

holding, investing, or otherwise utilizing that party’ s prop-

erty. The employer may hold an employee’s funds for a
short time between when they are earned and when they

are forwarded to the PRA administrator; the PRA admin-

istrator may likewise hold funds in the process of aggre-

gating them and forwarding them to either the PFSP or the
NC pooled fund; and the PFSP of courseinveststhe funds
according to the PRA owner’ sdirection. But none of those
parties is expected to make decisions for the PRA owner.

Discretion over account balances, within limits, is dways
in the hands of the PRA owner.

14. The 5500EZ was designed so HR10 plan sponsors
with no employees could report in asimpler fashion.

15. Itisunlikely that alot of active portfolio management
will be teking place for PRA accounts. Competition is
likely to take place primarily on the basis of client servic-
es and administrative costs.

16. The Division of Corporate Finance, the Division of
Market Regulation, the Division of Investment Manage-
ment, and the Division of Enforcement.

17. We use the term “hold harmless’ in an economic, not
alegd, sense. It refers to attaining a sufficient level of
wedlth such that one is capable of sustaining a minimally
acceptable lifestyle, thereby relieving society of any
responsibility for one's care and maintenance.

18. Moving to a wedlth-specific system also eliminates
system (taxpayer) liability for large, unanticipated
increases in life expectancy. As life expectancy increases,
the market will automatically reprice life annuity products
to reflect the change.

19. Karl Borden, “Dismantling The Pyramid: The Why
and How of Privatizing Socia Security,” Cato Ingtitute
Social Security Paper no. 1, August 14, 1995, p. 42.

20. Of course, in no case should contributions exceed the
leve of the Socid Security payroll tax for the current system.

21. Thisis necessary to provide arational basis for indi-
vidua system participants to choose to switch from pay-
ing FICA taxes for current benefits. If people are not rea-
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sonably assured of achieving at least comparable levels of
support with their contributions, the rational choice will
be to stay with the old system. It is probable that, at least
for some margina earners within some age range, a
choice will be available.

22. Primary Insurance Assessment, or PIA.

23. 2001 Annual Report of the Board of Trustees of the
Federal Old-Age and Survivors and Disability Insurance
Trust Funds (Washington: Government Printing Office,

March 2001), p. 185. Replacement rates at age 65 for low,

average, high, and maximum earners in the year 2000

were 52.8, 39.2, 31.7, and 23.7 percent, respectively. For

thoseretiring in 2030 at age 65, the replacement rate drops
across the board (except for the maximum earner) to 49.3,

36.6, 30.2, and 24.1 percent. The replacement rate itself is
a “moving target” as the current Social Security system
alters mandated retirement ages, thus reducing the effec-

tive rate for acomparable age. Also, low-income workers
tend to have shorter life expectancies than high-income
workers. Since the current Socia Security system pro-
vides no property rights to expected future benefits, low-

income workers receive a smaller total income stream
than high-income workers. This produces many bizarre
results. For example, the RAND Corporation concludes
that the net effect of this phenomenon is to produce a
cross-subsidy transferring wealth from the poor to therich
and from African Americans to whites. Constantijn Panis
and Lee Lillard, “Socioeconomic Differentias in the
Return to Social Security,” RAND Corporation Working

Paper no. 96-05, 1996.

24. The 42 percent figureis, of course, arbitrary, but itison
the upper end of the range and can be used to illustrate the
cal culation necessary to determinetherequired contribution
level. We recommend choosing a single contribution level
and not trying to fine-tune an exact equivaence to prior
Socid Security benefitsfor dl system participants.

25. We will aso assume that the portfolio is adequately
diversified to eliminate all nonsystematic risk.

26. Ibbotson Associates, Socks, Bonds, Bills, and
Inflation (Chicago: Ibbotson Associates, various years).

27. 2001 Annual Report of the Board of Trustees, Table
V.A3, p. 77.

28. It islikely, in other words, that the same lack of finan+
cial sophidtication that leads people to plan inadequately for
their retirement results dso in an inability to distinguish
between legitimate investment advice and huckstering.

29. Charles E. Rounds Jr., Loring: A Trustee's Handbook
(Frederick, Md.: Panel, 2001). It should be noted only asa
point of information that recently Alaska, Delaware, Rhode
Idand, and Nevadahave by legid ation afforded certain self-
settled trusts spendthrift protection that they would not oth-
erwise have been afforded under common law.

30. Ibid., p. 131.

31. Thereissomelegd confusion, however, asto whether
a “self-settled” employee benefit plan established by a
sole proprietor, a sole practitioner, or a sole shareholder
who has no employees is “ERISA-qudified” and thus
entitled to federal spendthrift protection in the bankruptcy




context. lbid., p. 134.
32. Ibid., p. 135.

33. What we recommend here is effectively federd pre-

emption of State statutes to exempt all PRAsfrom equitable
division incident to divorce. Admittedly, Congress cannot

prevent a state probate judge from taking the vaue of a
PRA into account for computation purposes, but it should

be able to keep the court’s hands off the account itsalf.

34. If no such form is on file, the distribution should bein
accordance with the terms of the decedent’'s own estate-
planning documents. If no such documentation isin place

16

and/or operative, then distribution should be directly to
those who would be entitled to take under the laws of intes-
tacy, if the decedent had died intestate at his last domicile,
by-passing to the extent possible the decedent’s estate. The
PRA adminigtrator shall determine who the deemed intes-
tate takers are and its determination should be fina and
binding on al parties. Distributions to minors may be to
those who have custody of such minors. The PRA adminis-
trator should be held legally harmless for any mistakes of
law with regard to the identity of any deemed intestate tak-
ersand minor custodians. The PRA administrator should be
entitled to deduct any reasonable compensation from the
PRA account for effectuating distribution of PRA assets.



