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Executive Summary

-I-he Presdent's Commisson to Strengthen
Socia Security was gppointed in May 2001
to formulate proposals that would protect bene-
fitsfor today’ sretirees, enhance Socid Security’s
fiscal sustainability for the long term; and give
younger workersthe opportunity to invest part of
their payroll taxes in persona retirement
accounts that they would own, control, and be
able to pass on to their children. The commis
son's three reform proposds, delivered to the
president in December, fulfill those obligations.
The commission’s interim report, issued in
August 2001, cast doubt on the current system’s
trust fund financing and questioned the pro-
gram’s progressivity. Those findings generated
considerable public controversy. The commis
son'sfina report, which put forward three dis
tinct plansto strengthen Socid Security through
persona accounts, generated even more debate.
Although the commission’ sthree plans cover
a spectrum of approaches, the proposds have
important characteristics in common. All three
planswould provide higher benefits than the cur-
rent sysem can pay, and lower-income work-
ers—who opponents of private accountsclamto
be most concerned about—would receive higher

benefits than are promised under the current sys-
tem. Moreover, dl three plans would produce
those benefits at a cost lower than that of main-
taining the current program.

The commission attracted significant criti-
cism from opponents of persona accounts.
What the commisson’'s work did not attract
was substantive counterproposals on how to
keep Socid Security solvent and sustainable
over the long term in the absence of persona
accounts. The next stage of the Socid Security
debateisfor account opponentsto put their own
proposals on the table. Inaction, the “policy”
most often put forward by opponents, is not a
viable option.

A review of the argumentsand evidencefinds
that the persona account-based proposas from
the President’ s Commission provide a better way
to pre-fund future Socid Security benefits than
the current program’ strust fund mechanism; that
protections againgt poverty in old age would be
increased and progressivity enhanced; that work-
ers would have the right to own, control, and
pass on thelr Socid Security savings, and thet
persona account-based proposals have the
capacity to pay higher benefitsat lower long-run
codgts than the traditiona pay-asyou-go method
of financing Socid Security.

Andrew G. Biggsis a Social Security analyst and assistant director of the Cato Institute’ s Project on Social
Security Choice. Biggs served as a staff member on the President’s Commission to Srengthen Social Security

from May 2001 to January 2002.
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Introduction

In May 2001 President Bush appointed the
Presdent’s Commisson to Strengthen Socia
Security to formulate proposals that would
maintain Socid Security’s promise for today’s
retirees while improving that promise for
younger workers through persona accounts.
That was their task, and in the end they accom-
plished it well.

The commission began itswork with aninter-
im report, issued in August 2001, outlining the
date of the current program. The interim report
generated significant controversy—particularly
its criticism of the Socid Security trust fund and
the overall progressivity of the program.

The commission’s fina report and recom-
mendations, delivered to the president in
December 2001, contains three separate reform
proposals based on persona retirement
accounts. Although the plans encompass a
broad range of ideas on how to maintain Socia
Security, each would pay benefits at least as
high as the current program at a lower long-
term cogt, while giving workers the opportuni-
ty to build assets and wedth in personal
accounts that they would own and control.

The commisson’'s Plan 1 would do nothing
more than give workers the option to voluntarily
invest a portion of their Socid Security payroll
taxesin apersond retirement account. Because it
meakes no other changes to the system, it is politi-
cdly dtractive in the short term, but it does not
address long-term concearns. Neverthdess, even
this “accounts only” gpproach would pay higher
benefits to dl retirees while reducing long-term
generd revenue costs by 8 percent compared with
the current program.

Pan 2 would go further, by alowing work-
ers to voluntarily invest 4 percent of ther
wages up to $1,000 while indexing traditional
benefits for new retirees to increases in prices
rather than wages. This step would make Socia
Security sustainable indefinitely, reducing the
long-term genera revenue costs of supporting
the program by 68 percent while paying retirees
higher benefits than under current law.

Pan 3 incorporates a combination add-on
and carve-out account, wherein a worker who
voluntarily invests an additiona 1 percent of
hiswages may redirect 2.5 percentage points of
his payroll taxes, up to $1,000 annualy. Plan 3
would pay benefits higher even than those

promised by Socia Security while putting 52
percent less pressure on genera revenues than
the current program. More problematic is the
fact that Plan 3 incorporates new, ongoing gen-
erd revenue transfers to the traditional pay-as-
you-go program. Although these funding
increases are consistent with the desire of the
plan's sponsors for workers to continue to
receive a combination of defined benefit and
defined contribution benefits that exceed levels
promised by the current program, it is believed
that revenues are better applied to establishing
the funded portion of Socid Security reform
rather than bolstering the existing pay-as-you-
go eement.

The latter two plans incorporated significant
new protections for the most vulnerable
Americans. Both plans would guarantee 30-
year minimum-wage workers a retirement
above the poverty line, a promise the current
program cannot make. This guarantee would
lift up to one million retirees out of poverty by
2018. Survivors benefits for lower-wage indi-
viduas would be increased to 75 percent of the
couple's prior benefit, increasing benefits for
two to three million retired women.

The commission’'s plans would dso assst
divorced persons, who for the first time would
gain a right to benefits on the basis of their
spouses earnings even if they divorced before
10 years of marriage. Coupled with the pro-
gressive funding of the personal accounts in
Pans 2 and 3, these steps make reform based
on persona accounts unequivocally beneficia
to lower-income Americans.

The commission attracted considerable criti-
cism from opponents of persona accounts.
What the commisson’'s work did not attract
was substantive counterproposas on how to
keep Socid Security solvent and sustainable
over the long term in the absence of persona
accounts. The next stage of the Socid Security
debate is for account opponents to make their
case and for the public and policymakers to
decide what they want. Inaction, the “policy”
most often put forward by account opponents,
is not a viable option.

Background

The Presdent's Commission to Strengthen
Socia Security was appointed with a mandate



to “provide bipartisan recommendetions to the
Presdent for modernizing and restoring fiscal
soundness to the Socia Security System.”*

The 16-member commission, split evenly
between Democrats and Republicans, was co-
chaired by former senator Daniel Patrick
Moynihan (D-N.Y.) and Richard Parsons, soon
to be chief executive officer of AOL Time
Warner. The other members of the commission
included

® Leanne Abdnor (R), former vice president
of the Cato Indtitute and executive director
of the Alliance for Worker Retirement
Security;

® Sam Beard (D), founder and president of
Economic Security 2000;

* John Cogan (R), former deputy director of
the Office of Management and Budget,
now a resdent scholar a the Hoover
Ingtitution at Stanford University;

* Bill Frenzel (R), former U.S. representa
tive from Minnesota, now aresident schol-
ar a the Brookings I nstitution;

* Esele James (D), consultant with the
World Bank, and lead author of the Bank's
influentia 1994 book, Averting the Old
Age Criss?

* Robert Johnson (D), chief executive officer
of Black Entertainment Television;

* Gwendolyn King (R), former commission-
er of Socia Security (1989-92);

* Olivia Mitchdl (D), professor of insurance
and risk management a the University of
Pennsylvania s Wharton School and execu-
tive director of the Penson Research
Council;

® Gerry Parsky (R), former assstant secre
tary of the Treasury (1974-77), now chair-
man of Aurora Capital Partners,;

* Tim Penny (D), former U.S. representative
from Minnesota, now senior fellow at the
University of Minnesota's Hubert H.
Humphrey Indtitute of Public Affairs;

* Robert Pozen (D), former vice chairman of
Fidelity Investments, now lecturer in pub-
lic policy, Harvard University;

* Mario Rodriguez (R), presdent, Higpanic
Business Roundtable;

*® Thomas Saving (R), professor of econom-
ics a Texas A&M University and public
trustee of the Socia Security program; and

* Fidd Vargas (D), vice president of Reliant

Equity Investors and member of the
1994-96 Advisory Council on Social
Security.

The commission, which was ingtructed to sub-
mit its recommendations to Presdent Bush by
December 21, 2001, worked according to thefol-
lowing principles outlined by the president.

1. Modernization must not change Socid
Security benefits for retirees or near-
retirees.

2. Theentire Socia Security surplus must be
dedicated to Social Security only.

3. Socid Security payroll taxes must not be
increased.

4. Government must not invest Socia
Security fundsin the stock market.

5.Modernization must preserve Social
Security’s disability and survivors com-
ponents.

6. Modernization must include individualy
controlled, voluntary persond retirement
accounts, which will augment the Socia
Security safety net.

These principleswerethe sarting point for the
commission’s deliberations. However, they did
not dictate the commisson’'s conclusons. The
presdent’s principles are flexible enough, in
fact, not to rule out the gpproach advocated by
former vice president Gore—retention of thetra:
ditiond Socia Security defined benefit, aug-
mented by supplementary persona accounts.
Nor do they dictate that accounts must be
financed by redirecting existing payroll taxes.
Indeed one of the commission’s plans includes
new contributions by workers. In short, athough
critics claimed that the commission was
“gtacked” in a certain direction, the principles it
worked under—not to mention the proposals it
arrived at—were anything but preordained.

Interim Report

The commission'sfirst task was to complete
an interim report® outlining the challenges fac-
ing the current Social Security system—that is,
to define the problem the commission and the
country haveto address. Given theintensereac-
tion to the report from reform opponents, it
seemed a times that the commission, rather
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than the program, was viewed as the problem.
Nevertheless, despite allegations that the report
contained numerous factud errors” it in fact
holds up quite well under scrutiny.

In many ways, the commisson’s interim
report Smply echoed theannua reportsof Socid
Security’s trustees, who noted that the program
faces subgtantial and ongoing deficits over the
long term. Much like the trustees, the commis
son urged that reform be undertaken sooner
rather than later.

In its interim report, the commission reached
the following conclusions regarding the current
Socia Security program, which complement the
principles for reform outlined by the president.

* |f we are to support tomorrow’s retirees
without overburdening tomorrow’s work-
ers, thisgeneration of Americans must save
and invest more.

® The existing Socia Security program does
not save or invest for the future. It was not
designed to facilitate saving, and the politi-
ca process cannot be relied upon to save
on behalf of American families.

® Under the existing system, Americans will
soon face inescapable choices: cut Socia
Security benefits, raise taxes, cut other
government spending, or borrow on an
unprecedented scale.

* Arguments for doing nothing amount to direct
advocacy of oneor more of these options®

In addition, the commission established eight
criteria by which to evauate proposas to
strengthen the Social Security system:

1. Encouragement of workers and families
efforts to build persona retirement wedth
by giving citizensalegd right to aportion
of their benefits.

2. Equity of lifetime Sociad Security taxes
and benefits, both between and within
generations.

3.Adequacy of protection against income
loss due to retirement, disability, deeth of
an earner, or unexpected longevity.

4. Encouragement of increased persona and
nationa saving.

5. Rewarding individuasfor actively partici-
pating in the workforce.

6. Movement of the Socia Security system
toward a fiscally sustainable course that

reduces pressure on the remainder of the
federa budget and can withstand econom-
ic and demographic changes.

7. Practicality and suitability to successful
implementation at reasonable cost.

8. Trangparency: Andysis of reform plans
should measure al necessary sources of
tax revenue, and al benefits provided,
including those from the traditiond sysem
aswell as from persona accounts’

Taken together, these criteria provide abasis
for formulating and assessing proposds to
reform Socid Security.

The policy reasons for reform are fundamen-
tally demographic. Because Socia Security isa
pay-as-you-go system, in which taxes paid by
today’s workers are used to pay benefits for
today’s beneficiaries, the relative sizes of the
working and retired populations are crucid to
determining the tax rates or benefit levels the
system must gpply.

To illustrate these basic but important rela-
tionships, the commission’sinterim report con-
tained a one-page section entitled “ Basic Socia
Security Math.” Although the trustees long-
term projections encompass myriad economic
factors such as wage growth, interest rates,
changes in hours of work and general work-
force participation, the basic math of pay-as-
you-go Socia Security financing is driven
amost entirely by demographics.

Consider the equation presented by the com-
missioners:

Average bendfits as percentage of average taxable wage
Worker-to-beneficiary ratio

= Program cogt as percentage of average wage

Because today’'s Socid Security benefit aver-
ages 36 percent of theaverageworker’ swage, and
because there are currently 3.4 workers per bene-
fidary, the payrall tax required to support today's
beneficiary isaround 10.5 percent of hisearnings
(36/34=105). Becausetoday' spayrall tax rateis
st by law a 124 percent of wages, Socid
Security currently runs asurplus.

Notice how the above eguation is structured,
with one variable that we assumeto be exogenous
(i-e, whose vaue is not determined by the other
vaiables): the worker-beneficiary ratio.” If the
number of workers per retireefdls, then @ther the
average benefit mud fdl (to maintain a condtant



Figurel

Social Security’s Cost Rises asthe Population Ages
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tax rate) or the tax rate mugt increase (to maintain
congtant benefit levels). Under the current pay-as-
you-go financing, these are the congraints policy-
meakers and the public face (see Fgure 1).

For indance, if the worker-benefidary retio fdls
from 3.4 to 2, one of two things must happen: The
average bendfits mugt fdl from 36 percert of the
average worker's wage to just 25 percert, or the
payrall tax rate mugt rise to around 18 percent of
wages to maintain the 36 percent bendfit rate. No
amount of kind words about “sacred trugs’ cen
change that unfortunate fact. It is not a matter of
politicd commitment or concen for the dderly, as
reform opponents charge. It is a matter of Smple
meathematics Under the current syslem we can pay
promised bendfits or we can maintain current tax
rates, but we cannot do both. No amount of kind
words judtifies promisng benefits without specify-
ing how those bendfits are to be paid.

Tax and Benefit Baselines:
Not Mix and Match

The above discussion shows that the current
12.4 percent payroll tax rate is mathematically

incompatible with currently legidated benefit
levels under today’s pay-as-you-go financing.
One or the other—or both—must change.

In comparing benefits paid under the com-
misson’'s (or any other) reform plans with the
current program’s, it is very important to recog-
nize the distinction between “promised” and
“payable’ benefits. Promised benefits are exact-
ly thet: what Socid Security’s benefit formula
promises a worker with a given wage history.
Socid Security’s “payable’ benefit, by contradt,
is what the underfunded system will in fact pay
under current law. As Table 1 shows, the prom-
ised and payable benefit basdines must be
matched with the appropriste tax basdines,
which have been termed pay-as-you-go and cur-
rent law. Pay-as'you-go is the rate required to
pay promised benefits, while current law is the
12.4 percent rate currently in effect.

These tax and benefit basdlines are not like a
menu from which you may chose one basdline
from the tax column and ancther from the ben-
efit column. Each benefit basdline has only one
appropriate tax basdine.

Opponents of persond accounts often violate
thisrule. Critics cite Socid Security’s promised
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benefits when making comparisons with reform
proposals, which is perfectly acceptable aslong
as they produce a plan that can actualy pay thet
promised level of benefits. Unfortunately, most
reform opponents don't have such a plan and,
when chalenged by the presdent’s commission
to produce one, failed. Again, account opponents
arenot required to have areform plan, aslong as
they're satisfied to cite only Socia Security’s
payable level of benefits.

If the reform debate is Smply going to be an
exercise in promising benefits without paying
for them, why not promise everyone 10 times
the benefits without any question of where the
money will come from? Consistency of base
lines is probably the single most important
thing to remember to avoid being deceived in
the Socia Security debate. Without a reform
plan, promised benefits are just a pipe dream.

A related issueinvolves clarifying what “cur-
rent law” benefit levels truly are. Many com-
mentators use the phrase current law to denote
promised benefits. Under the Socia Security
Act, taxes trump benefits. As the Concord
Codlition putsiit:

All of the long-term spending projections
for Socid Security—by the Congressond
Budget Office, the GAO, and the Socid
Security Administration itself—assume
that current-law benefits will be pad in

Tablel
Tax and Benefit Basdines Must Match

full, even after the trust funds are empty.
This cannot happen. If Socid Security is
smply left on autopilot, the law leaves no
doubt that the contradiction will be
resolved the other way around—with mas-
sve benefit cuts. Making this fact more
widdy known would have two sautary
consequences. In generd, it would cause
the public to take a more active interest in
reform. And in particular, it would dlow a
fairer comparison of reform proposalswith
current law. Asthingsstand, reformersface
the hopelesstask of trying to out-promisea
system that is unsutainable.’

The Socid Security Adminidration is author-
ized to issue benfit checks only when sufficient
funds exigt in the trust fund. Because these funds
are ultimately derived from legidated payroll tax
rates, under current law, when the fund becomes
insolvent in 2038, taxes will reman condtant
while benefitsfor al Socid Security beneficiaries
(not Imply new retirees) will be reduced to the
level payable by payroll tax recaipts’

The current Social Security system’s
finances are driven amost entirely by tax rates,
benefit levels, and the ratio of workers to
retirees. Other factors, including economic
growth and interest rates, play relatively minor
roles. The problem is that currently legidated
tax rates, when combined with the projected

Benefits Taxes
Promised 100 percent of Pay-as-you-go® 18.3 percent
currently scheduled .
benefits
Payable 72 percent of Current law 12.4 percent
currently scheduled -
benefits’

Source: 2001 Trustees Report, Table 1V.B1, “Estimated Income Rates and Cost Rates, Calendar Y ears 2001-2075.”
a. Average of years 2038-2075, ranging from 17.8 to 19.4 percent of taxable payroll.
b. Average of years 2038-2075, ranging from 74 to 69 percent of schedule benefits.



worker-retiree ratios, Smply cannot equa the
benefit levels promised under current law.

The Interim Report and the
Trust Fund

Although much of the interim report’s dis
cussion was unremarkable, two issuesin partic-
ular attracted attention—most of it unfavorable.
The first was the commissioners claim that the
Socia Security trust fund has not been effective
in prefunding the program for the future. The
fund, the commisson argued, is an asst to
Socia Security but an equal and opposite lia-
bility to the rest of the federal government.
From the point of view of the taxpayer, it
changes very little.

Commissioners and staff knew that the inter-
im report would ruffle a few feathers.
Nevertheless, there was genuine surprise at the
reaction to the report’ s argument that the Socidl
Security trust fund has not effectively prefund-
ed the system for the future.

Upon release of the report, the commission’s
view of the trust fund came under immediate
attack in a paper written by Henry Aaron, Alan
Blinder, AliciaMunnell, and Peter Orszag and
issued by the Century Foundation and the
Center on Budget and Policy Priorities:

The commisson asserts tha the Socid
Security Trust Fund does not hold red
asets The Socid Security Trust Fund,
however, currently holds more than $1 tril-
lionin Treasury securities. These assetsare
backed by the full faith and credit of the
U.S. Government, the benchmark of secu-
rity in global financid markets.™

Similar statements came from Rep. Bob
Matsui (D-Cdlif.), who said, “ Thisreport false-
ly assertsthat the Socia Security system will be
unable to meet its obligations because the
asts held by the Trust Fund are ‘not redl.” To
the contrary . . . because U.S. Treasury Bonds
are the benchmark for security in global finan-
cial markets and to assert otherwise is to sug-
gest that the U.S. Government will no longer
honor its debt obligations”* For these and
other assertions, Matsui said, the commission
should have been disbanded.

Congressond Democrats such as House

Minority Leader Richard Gephardt echoed
these remarks. Gephardt claimed:

The president’'s commission has pub-
lished amideading, misguided report that
isone of the most skewed documents that
| have seen in many, many years. ... The
assartion that Social Security is going
bust in 2016 fliesin the face of dl redlity.
The facts are Socid Security has enough
reserves in the trust fund to last until at
least 2038."

As discussed below, the foregoing dtate-
ments do not accurately reflect the arguments
made by the commission. Moreover, the com-
misson’ s arguments were in the past supported
by the very critics who attacked them.

Given this controversy, it is worth outlining
what the commission’s interim report did and
did not say about the trust fund.

® The commission did not say the trust
fund’ strillion dollars in government bonds
arenot “real,” nor that they are not assets of
the Socid Security system.

® Moreover, the commission did not say that
the government would default on the trust
fund’'s bonds, despite what some commen-
tators have repeatedly charged.” On the
contrary, on p. 18 of the interim report the
commissioners specificaly declared that
“the bonds in the Socid Security Trust
Fund will be honored.” Nothing could be
clearer than that, and the commission’s
own reform proposals bore out that pledge.

What the commission said about the Trust
Fund is subtler than the caricature presented by
reform opponents, and in retrospect the interim
report could have been clearer and more com+
prehensve in its presentation. Whether this
would have quieted the opposition is debatable,
but it would at least have reduced misunder-
standings among the public.

First, the commission pointed out that
athough the trust fund's bonds are an asset to
Socid Security, they are an equa and opposite
debt to therest of the government. Thisisnot a
matter of economics, but merely of accounting:
an assat to Social Security must be a debt to
someone, and that someone is the federal
Treasury and, by extension, the taxpayer. The
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interim report illustrated this point with a num-
ber of quotations from the Clinton administra:
tion and such nonpartisan sources as the
Congressiona Budget Office, the Congression-
a Research Service and, here, the General
Accounting Office:

[Socia Security] Trust Funds are not like
private Trust Funds. They are smply

budget accounts used to record receipts
and expenditures earmarked for specific
purposes. A private Trust Fund can set
aside money for the future by increasing

its assats. However, under current law,

when the Trust Funds receipts exceed

codts, they are invested in Treasury secu-
rities and used to meet current cash needs
of the government. These securitiesarean
asst to the Trust Fund, but they are a
clam on the Tressury. Any increase in

assets to the Trust Funds is an equa
increase in claims on the Treasury.

Hence, thetrust fund isindisputably not anet
financia asset with which the government can
pay Sociad Security benefits. That is, the fund's
bonds do not put off the need for tax increases
or spending cuts by a day or a dollar, because
precisaly the same steps must be taken to repay
trust fund bonds as would be needed to pay full
benefits directly via tax increases or spending
cuts. After dl, without atrust fund, beginningin
2016 we would have to raise taxes, borrow, or
cut other spending to pay full Social Security
benefits. With a trust fund, beginning in 2016
we must raise taxes, borrow, or cut other spend-
ing to repay the trust fund bonds that will pay
full Social Security benefits. In terms of timing
and cogt, from the perspective of the overal
budget—and the taxpayer—there isno substan-
tive difference between having atrust fund and
not having atrust fund.

A second point, however, is more important.
The accounting identity pointed out by the
commission—assets to Socid Security equa
debts to the government—does not mean that
the trust fund did not or could not effectively
prefund future benefits at the economic level.
There was an economic argument in the inter-
im report that is more important than the
accounting point of view, and it addresses not
what happens when trust fund bonds are
redeemed in 2016 but what actualy happened

in the period from 1985 to today when those
bonds were amassed.

In essence, the commission argued that the
Socia Security payroll tax surpluses seen since
the mid-1980s were never “saved” in a true
economic sense. Although the trust fund was
“credited” with government bondsequal insize
to these cash surpluses, thereby saving themin
afinancia or accounting sense, the cash itself
was not used to reduce government borrowing
or repay existing government debt. Rather than
increasing government saving, these payroll tax
surpluses tempted Congress to ether spend
more or tax less than it otherwise would have.
Inthis case, though the trust fund was still cred-
ited with bonds, paying future Socia Security
benefits would still require raising future taxes.
Future workers would suffer anet loss as taxes
rose to repay the trust fund's bonds.

The commission’s critics rejected this view
aswell. The authors of the Century Foundation
paper, for instance, stated:

The commission assartsthat inthefuture,
“the nation will face the same difficult
choicesasif there had been no Trust Fund
atal.” Thisassertionignoresthereal eco-
nomic contribution of the Trust Fund. The
accumulation of Trust Fund reservesrais
esnationa saving, reduces the public debt
and thereby reduces the annud cost of
paying interest on that debt, and promotes
economic growth.”

Along the same lines, Munnell and Weaver
argue that trust fund surpluses have made
unequivocal additions to national saving: “The
excess payroll taxes that have been used to
build up reserves in the Trust Funds have
increased national saving and in recent years
have helped pay down the debt. In thisway, the
very redl sacrifice of today’ sworkers has boost-
ed investment and enhanced our capacity to pay
future benefits”*® How this process is thought
to have worked merits some explanation.

According to this view, past payroll tax sur-
pluses reduced government borrowing and, in
several years, dlowed existing government
debt to be repaid. In doing o, they increased
nationd saving, which in turn increassed the
amount of capital per worker, thereby increas-
ing productivity. Because productivity lies at
the root of wages, these too would incresse. By



the time Socia Security needed to tap the trust
fund, wages and national income in genera
would have risen by an amount grester than the
tax increases needed to repay the trust fund's
bonds. Hence, the trust fund could be repaid
without making future workers worse off than
they would have been had the entire enterprise
never taken place.

In a 1989 sudy, Aaron, Bosworth, and
Burtless conclude that trust fund financing
could, in theory, succeed through precisdly this
mechanism:

If netional saving and domestic investment
are increased by the additions to Socid
Security reserves, wages will rise about 7
percent more than trend growth. That
increase would pay for the added pension
cogts generated by the rising proportion of
beneficiaries in the tota population.
Workers active during the twenty-first cen-
tury would actudly enjoy a higher sandard
of living than in aworld where the propor-
tion of pensonersdid not increase. The cen-
tral questioniswhether Social Security sur-
pluseswill be used to add to national saving
or to finance current consumption”

Indeed that is the centrd question, as the
commission stated directly initsinterim report.

In the Century Foundation paper, however,
the authors—Aaron included—overlook this
centrd question and trest Socid Security’s
impact on nationa saving as a fairly cut-and-
dried affair in which, asamatter of accounting,
Socid Security surpluses raise saving on adol-
lar-for-dollar basis,

If the non—Socid Security portion of the
budget had a deficit of $300 billion in a
given year, and Socid Security ran a$100
billion surplus, the net deficit would be
$100 billion smale—and nationd saving
$100 billion higher—than otherwise. The
only way inwhich Socid Security surplus-
es would fall to increase government sav-
ing is if Congress decided to incresse
spending or reduce taxesin the non-Socia
Security part of the budget because of the
surplusin Socid Security.*

Of coursg, it isthislast option thet the commis
son congdered to be most consgtent withthehis

torica evidence™ As shown below, in their more
academic work the commission’ s critics acknowl-
edge the very same issues the commisson noted.
And, by and large, these critics own work lends
support to the commisson’ s position.

The Century Foundation authors are, of
course, correct that, al other thingsbeing equd,
a dollar of Socia Security surpluses equas a
dollar of extra saving. But, as many argued
from early in the post-1983 period, dl things
aren't equa: rather than save surplus Socid
Security funds, the government could use them
to hide the size of the deficit in non—Socia
Security federal spending. For instance, in 1995
President Clinton acknowledged,

We clearly have been using payroll taxes
for 12 yearsnow, long before | ever came
here, to minimize the size of the deficit
exclusive of the payroll tax, so that from
1983 forward, previous Democrétic con-
gresses and Republican presidents made
judgmentsthat it was better and political-
ly more pdatable to tax payroll than
income, even though it's a burden on
working people and small businesses™

Similarly, North Dakota senators Kent
Conrad and Byron Dorgan wrote in 1995 that
the payroll tax “is dedicated solely for working
Americans future retirement, it shouldn’'t be
used either for balancing the operating budget
or masking the size of the budget deficit.” If it
is used for those purposes, they warned, when
needed “the retirement fund would have noth-
ing but IOUs init.”* That is to say, if payrall
tax surpluses are devoted to consumption rather
than saving, then the overall burden on future
workersis not reduced and the overall capecity
of the economy to support Socia Security pay-
mentsis not enhanced.

Unfortunately, that is exactly what took
place. In a1989 report to Congress, the Generd
Accounting Office stated:

The changes to Socia Security enacted in
1983 are not producing the result of less-
ening the burden of paying for the retire-
ment benefits of the baby boom genera-
tion. The budgetary redlity is that the pay-
roll taxes are being used to finance the cur-
rent operations of government and are
masking the size of the on-budget deficit.

Although the
trust fund’s
bonds are an
asset to Social
Security, they
are an equal and
opposite debt to
the rest of the
government.
This is not a
matter of eco-
nomics, but
merely of
accounting.



The commission
argued that
Social Security
payroll tax sur-
pluses were
never “saved” in
a true economic
Sense.

Theeconomicreality isthat the Trust Fund
reserves congsting of Treasury securities
that are financing current consumption
rather than productive investment areillu-
ory. They will remain so until the rest of
the government achieves approximate bal -
ance between revenues and outlays.”

For the record, it was only in 1999-2000 thet
on-budget government finances reached surplus.
In 1990 testimony to Congress, the GAO's heed,
Comptroller Generd Charles A. Bowsher, sad
“the luxury of these reserves has provided a con-
venient excuse for avoiding the tough choices
needed to cut the generd fund deficit.” ™

In other words, the GAO found that the on-
budget bal ance was not independent of the Socid
Security balance; larger surpluses in Socid
Security fadlitated larger deficits dsawhere. In
that case, Bowsher sad, “The growing Socid
Security surpluses are serving more asasubdtitute
for other deficit reduction action than as a net
addition to nationd savings . . . If we do not use
the accumulating Socid Security reserves to
increase our nationd savingsrate, wewill beinno
better podtion to meet our obligations to future
retirees than we would be if we had remained
under pay-as-you-go financing.”*

Lawrence H. Thompson, the GAO's asSs-
tant comptroller generd, put it most plainly:
“We shouldn’'t kid the American people into
thinking extra savingsis going on.”*

The Commission’s
Opponents Share Its View
of the Trust Fund

Although the commission’s view of the trust
fund clearly has support among poaliticians of
both parties and from the nonpartisan Genera
Accounting Office, it isironic that perhaps the
strongest support for its view comes from the
very andysts who s0 severdly criticized the
commisson’ sinterim report.

As pointed out above, it is possible—indeed
plausble—that payroll tax surpluses would
tempt Congress to spend more or tax less than
it otherwise would. Doing so would not change
Socid Security’s finances on paper, but would
greetly ater the economic redlities of paying
future benefits. In the early 1980s, soon after
the decision to “prefund” Social Security via
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trust fund surpluses was made, Munnel| feared
this could be the outcome:

If the payroll taxes earmarked to pay future
retirement and disability benefitsareused to
cover current outlays fromthe general fund,
then the government debt held by the Trust
Funds will be no more than paper daims
When the baby boom generation retires after

the turn of the century, the Trust Funds will

redeem their damson the Treasury in order

to pay promised benefits The Tressury,

however, will not have accumulated
resources to meet its obligations but rather

will be forced to raise taxes at thet time to
pay off its debts Thus, the full burden of

supporting the beneficiaries will come from
the future taxpayers—judt as if the sysem
had been financed on a pay-asyou-go basis
dl dong.”

This is precisdly the fear expressed by the
commission.

It is, of course, difficult to know what the
level of non-Socia Security federal spending
and taxation would have been had there been
no payroll tax surpluses” Nevertheless, the
surprising fact was that most of those arguing
againgt the commission’s portrayd of the trust
fund had in the past actually agreed with it—at
least until the commission’ sargument was used
to buttress the case for personal accounts.

For instance, while Congressman Matsui
attacked the commission’ sdepiction of the trust
fund, in the past he had clearly embraced both
the commisson’s reasoning and its conclu-
sons. In a 1990 op-ed coauthored with Sen.
Bob Graham (D-Fa), Matsui’s rhetorica
attack against the fund went beyond anything
dated in the interim report:

Trust Fund reserves are growing at the
pace of abillion dollars aweek. But these
billionswon't be availableto the next gen-
erdions of America's retirees. As quickly
as the surpluses amass, they are being
sphoned off to help finance the deficit.
Bluntly put, the federa government is
spending more than $1 billion a week of
the Socid Security surplus as though it
were generd revenues. All that the Trust
Fund gets for these expenditures are chits
fromtheU.S. Treasury. . . . If those monies



areredly to bethere, if when we retire we
are going to be left with anything more
than a vault full of Treasury Department
IOUs, integrity must be restored to the use
of the Trust Fund surpluses.®

To prevent further government spending of
Sodd Security surpluses, Masui and Graham pro-
posad invedting thosefundsin nonfederal municipd
bonds though the lower rates of return on those
bonds relive to the fund's current holdings would
require ongoing generd revenue subgdies to meke
up theloses In other words Matsui and Graham
gpparently believed so srongly that Socia Security
urpluses were being pent rather then saved thet
they proposed a plan thet was, in finendd terms, a
money-loser smply to get those surplusesout of the
hendsof thefederd government.

This agpect of Matsui’s proposdl is particular-
ly interesting given Matsui’ s charge that a fault
of reformis“plansto dlow peopleto direct part
of ther payrall taxes into individua accounts
make Social Security’s financing problem
worse, not better”* and “ privatization proposals
would only make Socid Security’s chdlenges
harder to solve”® Of course, Sociad Security’s
actuaries sate, “|If the persona accounts are con-
Sdered as part of ‘Socid Security,’ it is reason-
able to combine the amounts of Trus Fund
assets and persond accounts for arepresentation
of totd sysem assets™® By this Sandard, as
detailed below, the commisson's three reform
proposals make an immeasurable improvement
over current law.

Moreover, as recently as the summer of
2000, Matsui warned his congtituents, “When
the Baby Boomers begin to retire in the next 10
years, Socid Security will begin to pay out
more in benefits than it receives in revenue,”
apparently giving credence to the 2016 date
stressed in the interim report.

A similar warning was sounded by the coau-
thors of the Century Foundation paper. In 1988,
for instance, Henry Aaron took avery skeptical
view of the trust fund:

The economic judtification for additions
to Socid Security reserves is that such
surpluses increase national saving, add to
the U.S. capital stock, and boost produc-
tive capacity in anticipation of the extra
costsagrowing population of retireeswill
generate. Current budget policy over-
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whelms this sound policy. Instead of
adding to U.S national saving, current
fiscal policy smply diverts a part of pay-
roll taxes to pay for ordinary operations
of government.*

It'sworth pointing out that the budget policy
Aaron was decrying in 1988 is the same budg-
et policy that, with brief exceptions, has held
every year since 1985.

Moreover, in 1988, Aaron, Bosworth, and
Burtless clearly rejected the idea that it was
being effectively carried out:

If OASDHI [Old Age, Survivors,
Disability and Hospitd Insurance] revenues
exceed annud expenditures, the resulting
aurpluses may be used to pay for current
public or private consumption (either
through increasesin non-OASDHI governs
ment expenditures or through reductionsin
nNon-OASDHI taxes). Asthe OASDHI sur-
plusesincrease, so would deficitselsewhere
in the federd budget. Although this policy
may seem peculiar, it dosdy resembles the
course on which the United Sates is
embarked today. Under this policy, the
reserve does not add to national saving
(because it does not reduce the overall gov-
ernment budget deficit) and, hence, it does
not add to future productive capacity. In
effect, the OASDHI surplusesare borrowed
to pay for current government services
replacing income tax revenues or cuts in
other government programs sufficient to
ba ance the non-OASDHI budget.

Although such a policy might hold
down future payroll tax rates, it cannot
protect future taxpayers from shouldering
the expense of rising benefit costs. When
and if the Trust Funds are drawn down to
pay for future benefits, other federal taxes
will have to be increased to finance the
repurchase of government debt previous-
ly bought by the OASDHI Trust Funds. In
addition, theincomes against which those
taxes areimposed will be no larger than if
the reserves never existed. Since future
benefits must be paid out of future pro-
duction, the burden on future taxpayers
would not be reduced.

The authors concluded:

Rather than save
surplus Social
Security funds,
the government
could use them
to hide the size
of the deficitin
non-Social
Security federal
spending.



Larger
surpluses in
Social Security
facilitated
larger deficits
elsewhere.

The growing surpluses in the Socid
Security system camouflage a mgjor dete-
rioration in the budget baance for non-
OASDHI operdions. . . . In effect, the cur-
rent policy isto borrow the OASDHI sur-
plus to finance a deficit in the rest of the
budget. Asaresult the payroll tax, ostens -
bly earmarked for retirement, survivors,
disability, and hospita insurance, is being
used incressingly to pay for other govern

from the Trust Funds. This dependson the
extent to which the administration and the
finances of the Socia Security Trust
Funds and the rest of the government are
intertwined.

In addition, Munndll argued, the use of a
“unified budget” concept in the United States
tends to blend Socid Security and non-Socia
Security funds in the eyes of lawvmakers:

ment expenditures, such as defense and
interest on the public debt™

Aaron has not, to the author's knowledge,
explained whether or why he changed hisview.
It is arguable that trust fund surpluses were at
least partiadly saved during the years of on-
budget surpluses in 1999-2000, yet Aaron
gppears to have changed his mind about what
took place before those years as well, without
providing evidence asto why.

AliciaMunndl expressed smilar skepticism
toward trust fund financing in the 1980s on the
basis of evidence from other countries that
attempted trust fund financing and the factors
that influenced their success or falure. Three
factors that reduce the prospects for successful
trust fund financing:

* Whether the pension fund's surpluses are
considered part of a unified budget.

* Whether the fund can invest in private
securities or is a “captive market” of the
Treasury.

* Whether the government fluctuated politi-
cd control from party to party.

As Munndll noted, dl of these criteria apply
to the United States.

One factor in this regard is probably
whether the Social Security programs are
included in some type of unified budget
or are accounted for separately. If Trust
Fund activity isintegrated with other fed-
era functions and the tota reported as a
sngle figure, as has been true in the
United States since 1969, Congress and
the public would be encouraged to think
that the Trust Fund reserves are available
to cover generd government outlays.

Ancther closdly related factor is the
ease with which the Treasury can borrow

In the United States the finances of the
Socid Security Trust Funds and the rest
of the budget are closely intermingled.
The Treasury Department, rather than the
Sociad Security Administration, collects
the earmarked payroll taxes and deposits
them in ageneral account with other rev-
enues it receives. The Trust Funds are
then issued with specia federa securities
in acompensating amount. While the ba-
ances of the securities reflect the
resources available to the Social Security
programs, they more closely resemble
spending limitations than control over
resources. One would expect less use of
Trust Fund revenues for generd govern-
ment expenditures in Stuations where the
Trust Funds are more than a bookkeeping
activity on the part of the Treasury
Department.

Munnell goes on to point out:

The likelihood of the members of
Congress responding to the Socid Security
surpluses in this manner probably depends
largely on their ability to count the surplus-
es toward overdl budget deficit reduction.
All three countries studied keep their Socid
Security accounts very separate from the
res of the budget, and this gppears to have
discouraged the legidatures from incorpo-
rating Socia Security surplusesinther gen
erd budget decisons or ther deficit reduc-
tion efforts. As long as the United States
retains a unified budget and frames its
defidit targetsin these terms, Congress will
be tempted to kegp one eye on the surplus-
eswhen voting on tax and expenditure pro
posds.

A somewhat discouraging result, for
those committed to increasng nationd



saving through accumulating reserves in
the Socid Security Trust Funds, isthat the
grestest success has occurred in countries
with stable and disciplined political envi-
ronments, where one party has been in
power amost continuoudy since the
experiment began.®

For these reasons, soon after the 1983
reforms Munnell argued against running Socia
Security surpluses at all.

With her co-author Lynn Blais, now of the
University of Texas School of Law, Munnell
elaborated:

Theassumption that anincreasein Trust
Fund reserves will represent a net incre
ment to nationad saving may not be valid.
Ingtead, surpluses in the Socid Security
Trust Funds may very likdy be offsat by
deficits in the rest of the budget, so that
they are, in effect, used to finance generd
government expenditures. Indeed, the pat-
tern shown in Table 2 [showing Socid
Security and generd budget baance from
1946-1983)] indicates that this may have
been the case in the past. Of course, these
figures are far from conclusive because it
is difficult to determine what the balance
would have been in the federal budget
without the surplusesin the Socid Security
Trust Funds. Nevertheless, our best guess
is that the scheduled buildup of assats in
the Social Security Trust Funds over the
next 35 years would be used to offset
deficits esewhere in the federal budget
and thus would contribute little to overall

saving and capital accumulation.

In this country it appears it would be
difficult as a practical matter to stockpile
real resources in anticipation of future
benefit payments. It is more likely that
Congress would divert surpluses in the
Trust Fund to offset deficitsin other parts
of the federa budget.

Munnell and Blais concluded at the time that
it would be preferable to abandon effortsto pre-
fund Social Security through the trust fund
financing mechanism:

In view of the improbability that Socid
Security surpluses will incresse netiond
saving and the possibility that, if increased
saving did materidize, it would have
adverse fiscd implications or disrupt finan-
cid makets, the authors conclude that it
would be preferable to return the Socid
Security system to pay-as-you-go financing
with a substantial contingency reserve.®

Incidentally, Senator Moynihan took the same
view when, in 1989-90, he argued that if Socia
Security surpluses were not truly being saved,
the system’s finances should return to a pay-as-
yOou-go badis. “We cannot continue to use regres-
sve payrall taxesto finance general government
expenses. Thisis not acceptable,” he sad.”

Alan Blinder of Princeton University haswrit-
ten less on Socia Security trust fund surpluses
and nationd saving than Aaron or Munndll.
Neverthdess, in a 1990 commentary on a paper
by Nobe laureaste James Buchanan in which
Buchanan argues that “a smdl dose of public

Table2
Per sonal Account PlansWould Maintain or Enhance System Progr essivity

Current Law Plan 1 Plan 2 Plan 3
Benefit to low-wage retiree $767 $770 $868 $823
Benefit to high-wage retiree $1,673 $1,684 $1,556 $1,646
Low as percentage of high 46% 46% 56% 50%

Source: Derived from Stephen C. Goss and Alice H. Wade “Egtimates of Financid Effects for Three Models Developed by
the President’'s Commission to Strengthen Social Security,” Memorandum dated January 31, 2002, pp.74—76. Based on
workers retiring in 2022 and holding the default investment portfolio.

Although Social
Security sur-
pluses have
clearly funded
the systemin a
narrow sense, in
the broader
sense of raising
national saving,
they have fallen
short.



If Social Security
surpluses were
saved as a matter
of course, any
lock-box would
be redundant.

choice theory might have dampened the enthusi -
asm of those who sought to ensure the integrity
of the syslem” by running Socid Security sur-
pluses within the context of the overall budget,”
Blinder sated his agreement with Buchanan on
this point: “Buchanan assarts that the Socid
Security surpluses of the next thirty years or so
will makethe government proneto do more non-
Socid Security spending thanit otherwisewould
have done. As | have dready made clear, | sus-
pect heisright.”*

Peter Orszag of the Brookings Ingtitution,
another author of the Century Foundation
paper, has also written less in the past on the
impact of trust fund accumulations on national
saving. Nevertheless, in recent Congressional
testimony Orszag implicitly acknowledges that
past surpluses may not have contributed to
nationa saving in the dollar-for-dollar manner
outlined in the Center on Budget and Policy
Priorities paper. Orszag argues, in much the
same way as the commisson, that it isimpor-
tant to

distinguish between “narrow” and “ broad”
prefunding. In its narrow sense, prefunding
means that the penson system is accumu-
lating assets againg future projected pay-
ments. In a broader sense, however, pre-
funding means incressing nationd saving.
The broader definition of prefunding—
higher nationd saving—should be our ulti-
meéte objective. But we can sometimes be
led astray, because prefunding in the narrow
sense need not imply prefunding in the
broader sense (.., higher nationa saving).”

Orszag points out, correctly, that both trust fund
and persond account financing could creste nar -
row, but not broad, prefunding if extra saving
through the pension system were offset by lack
of saving esawhere. Individuas could reduce
contributions to non-Socid Security investment
accounts or the government could incresse
spending or lower taxes e sewherein the budget.
Thisisprecisdly the distinction madein the com-
mission’s interim report: athough Socid
Security surpluses have dearly funded the sys-
tem in a narrow sensg, in the broader sense of
raising national saving, they have falen short.
Orszag follows the above passage with the
statement that “the emerging politica consen-
sus not to spend the Social Security and
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Medicare surpluses is precisely what ensures
that the narrow prefunding in the Trust Funds
also corresponds to higher national saving
(i.e., broad prefunding).”*

But if a lock-box is needed to ensure that
Social Security surpluses trandate into
increased national saving, then we can assume
that when the lock-box budget mechanism was
absent—from 1983 through 1999—increased
saving is less likely to have occurred. Viewed
another way, if Social Security surpluses were
saved as a matter of course, as Orszag and the
other authors of the CBPP paper maintain, any
lock-box would be redundant. Orszag's com-
ments appear to acknowledge this. Moreover,
athough lock-boxing future Social Security
surpluses may raise national saving, it cannot
change the fact that past surpluses were not
treated in thisway.

Other Congressional leaders held similar
views of the efficacy of the Trust Fund. In 1989
Rep. Richard Gephardt (D-Mo.) argued that the
government “should stop borrowing on work-
ers retirement benefits. People should be
secure in the knowledge that the system will be
able to send out their monthly Socia Security
checks. If the practice of borrowing against
Socia Security monies continues, that security
is threatened.”* In 1990, Gephardt said, “What
Democrats want to do is we want to stop the
seding of [trust] funds to mask the deficit.”
According to the article, Gephardt said, “The
government would have to pay interest on the
borrowed money. To pay back Social Security
by 2015 or 2018, taxes would have to
increase.” ® That is precisaly the point the com-
mission’ sinterim report made. It should now be
clear that most of the commisson's most
prominent critics agreed with it.

Asan asde, many commentators who have crit-
idzed the tax cuts passed by Congressin 2001 as
weskening Sodd Security Smultaneoudy teke the
view that Sodd Security’s trust fund is “red”
regadess of whether accompanying payrall tax
urpluses are pent or saved. But the bookkesping
balance of Sodd Security’ strust fund is unaffected
by the baance of the non-Socid Security budget;
whether the tax cut wes passed or not, Sodd
Security would be credited with the same amount of
bonds. Critics are free to argue that funds sent beck
to the public in last year’ s tax cut could have been
better used by saving them for Sodd Security.™ If
thet isthecase, though, thosecriticsmust al o acogpt



the commisson’'slogic that the “raids’ on the trust
fund thet took place practicdly every year from
1985 to the present must have weekened Sodd
Security far more because these prior “raids’ were
used to finence additiond government spending.
There is a leest a theoreticd argument thet the
recent tax cuts will simulate long-term economic
growth. Inthar regponsesto thecommisson' sinter-
im report, account opponents faled to recondle
thar hort-term argumentsagaing tax cutswith their
longer-term defense of the current trust fund financ-
ing Sructure.

Now, one might ask, “Why do these argu-
ments about the trust fund even matter?” Inone
sense, they don't: the assets we have are the
assets we have, and nothing we do today can
change the past. This was the point of the com-
mission’ s accounting argument: as benefit costs
begintorise, thereisno separate store of wesdlth
with which to pay them. Looking forward,
though, the trust fund issueis extremely impor -
tant. If we conclude that trust fund financing
doesn’'t truly reduce burdens on future taxpay-
ers, we have only three other options:

® Return to pay-as-you-go financing.

* Have the government invest the trust fund
in the private assets.

®Invest individually through personal
accounts.

Few wish to return to pay-as-you-go financing,
which entails a 50 percent increase in payroll
tax ratesto meet current benefit promises. And,
politically spesking, a battle between govern-
ment investment and persona accounts would
be arout. The economics may be the same, but
the politics are worlds apart: the public Smply
doesn’'t trust the government toinvest in private
corporations, and even after two years of wesk
market performances public support for per-
sona accounts remains strong.®

What made the trust fund controversy sur-
prisng was that the very people who most
prominently disagreed with the commission’s
view last summer had prominently agreed with
it before—before, that is, it was used to support
the case for persona accounts.

Progressivity

The second point of controversy in theinter-
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im report was the commission’ s contention that
the current Social Security system isn't nearly
as progressive as many of its proponents claim.
If Social Security’s progressivity is called into
doubt, the trandtion to personal accounts—
which are often designed with less explicit
regard to progressivity—would not significant
ly ater the distribution of costs and benefits to
the system asawhole.

This idea, like the commisson’s views on
the trust fund, came under attack. For instance,
Peter Coy of Business \Week wrote:

Today's Socid Security is progressve—
thet is, it transfers money from rich to poor
in large part because of the benefits formu
la Thehigher your averagelifetimeincome,
the less of it is replaced by your benefit
check in retirement. That Robin Hood for-
mula largdy offsets the fact that low-
income people tend to collect fewer checks
because they die younger. “Privatizing
Socid Security may have some merits”
Coy sad, “but the argument that it would
benefit the poor is deeply flaved.”*

In fact, the academic research that Coy rdied
on in his critique of private accounts shows
clearly how little Socia Security’s so-cdled
Robin Hood benefit formula actudly takes from
the rich and gives to the poor. Socia Security’s
complex benefit formula does a great ded of
redistribution on the basis of longevity, marita
datus, and the relaive wages of spouses, but
vey little on the bass of income. Persond
account reform proposa s—even proposas with
no redigributive intent—would leave system
progressvity largely unchanged. In fact, the
commission’s persond account plans are con-
scioudy progressive, and enhance benefits for
low-wage workers, as discussed below.

Research on redistribution in Socia Security
is complex and ongoing, and ranges from the
construction of models of representative work-
erstothedatistical anaysis of large numbers of
actua earnings records. The following summa
ry relies on arecent study by Alan Gustman of
Dartmouth College and Thomas Steinmeier of
Texas Tech, who used Socid Security earnings
records contained in the Nationd Ingtitute on
Aging's Hedlth and Retirement Study to disag-
gregate the various factors influencing Socia
Security’s overal progressivity.” Although

Although lock-
boxing future
Social Security
surpluses may
raise national
saving, it cannot
change the fact
that past sur-
pluses were not
treated in this
way.



Account oppo-
nents failed to
reconcile their

short-term argu-
ments against
tax cuts with
their longer-
term defense of
the current trust
fund financing
structure.

Figure 2

Actual Social Security Redistribution s One-Fifth of What Basic Benefit Formula Implies
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Formula?’ Journal of Public Economics 82, no. 1 (October 2001): 1-28.

details differ among researchers, the Gustman
and Steinmeler article is representative of the
generd direction in which academic research
on Socia Security’s progressvity is flowing.
Some other research finds even less progressiv-
ity in the current program.® Nevertheless, the
Gustman and Steinmeier article is reasonably
representative of current research.

On its face, Socia Security is highly redis-
tributive because its progressive benefit formu-
la replaces a substantialy higher portion of a
low-income worker's preretirement earnings
than of that a high-income worker. On the basis
of the benefit formula done, Gustman and
Steinmeier find that Socid Security should
redistribute 12.6 percent of total benefits from
higher to lower-income workers (see Figure 2).
This would be sufficient to substantially
increase the benefits for low-wage retirees.

But Gustman and Steinmeier find four mgor
factors that substantially reduce Social
Security’ s true progressivity.

First, the corrdation between income and
life expectancy means that, while low-income
retirees may receive relatively higher monthly
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benefits, total lifetime benefits are not nearly so
progressive. Once differential mortality is fac-
tored into the equation, net progressivity is
reduced by 16 percent, leaving 10.6 percent of
total benefits redistributed.

The influence of differentid mortality on
Socid Security’s progressivity could increase
in the future. Although life expectancies for dl
Americansareincreasing, thereis evidence that
they are increasing more dowly for individuals
with lower wages and educations. If that isthe
case, Socid Security could become even less
progressive in this regard.”

A second factor is that Socid Security pays
gpousal benefits. The spouses of high earnerson
average live longer and receive higher benefits
than the spouses of lower earners, reducing pro-
gressvity by another 30 percent. This leaves 6.8
percent of total benefits redistributed.

Although Gustman and Steinmeier make no
projections regarding the future, this issue
could be complicated in coming years. On the
one hand, as more women have entered the
workforce and gained benefit eigibility on the
basis of their own earnings, the spousa benefit



may play a smaler role in the future than it
does today. On the other hand, the spousal ben-
efit could increase disparities in benefits
between individuds of different races, as the
“marriage gap” between blacks and whites has
widened in recent decades. In 1960, some 67
percent of white females aged 15 and over were
married, versus 57 percent of black females. In
1998, however, dthough the percentage of
white married females had dropped to 58 per-
cent, for black femaes it had fdlen to 36 per-
cent, making most black females indligible for
spousal benefits at retirement.”

A third factor that reduces Socid Security’s
progressivity is that much of the program’s
apparent redistribution is from the richer to the
poorer spouse living in the same household,
rather than from an upper-income household to
a lower-income household. In other words,
when benefits are redistributed from husband to
wife, there is no effect on household progres-
Svity. Because spouses share income and
expenses, the household is the more relevant
standard for public policy purposes. From that
perspective, Socia Security’s progressivity is
reduced another 14 percent, leaving 5 percent
of total benefits redistributed.

Findly, dthough many individuas with low
lifetime incomes have worked full careers at
low wages, many others are high-income
workers who took time out of the workforce™
In fact, Gustman and Steenmeier found that
most of the individuas with the lowest lifetime
earnings were women with total household
incomes far above what could be expected on
the basis of their own earnings. That is to say,
having a high-income spouse enabled some of
these women to have lower incomes them-
seves. Adjusted for potentid lifetime earn
ings—earnings if individuals worked a full
career—Sociad Security’s total progressivity is
reduced by another 20 percent, so that just 2.5
percent of total benefits are redistributed.

To sum up, Socia Security’ strue progressiv-
ity isjust one-fifth of what it seemsto be on the
surface. For that reason, Gustman and
Steinmeler date:

Itisclear from these results that the generd
perception thet agreat ded of redigtribution
from therich to the poor isaccomplished by
the progressve Socid Security benefit for-
mula is greatly exaggerated. As a redult,
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adoption of a Socid Security scheme with
individual accounts designed to be neutrd
with regard to redigribution would meke
much less difference to the didribution of
Socid Security benefits and taxes among
families with different earnings capacities
than is commonly believed.”

In fact, the plans adopted by the commission
included persond accounts, but these accounts
were not neutra with regard to progressivity and
made Socia Security a better ded for the poor
and for other vulnerable members of society.
Although Peter Coy argued that “attempts to
insulate the poor from the regressive fegtures of
a privatized Sociad Security system would
require so many awkward compromises thet it
might leave no one happy,” the commisson’'s
plans enhanced progressivity in waysthat would
be seamless from the point of view of the indi-
vidua and the adminigtrators of the program.

Moreover, though Coy acknowledged that
agpects of the commission’s proposas would at
the least maintain system progressivity—such
as the progressve funding of the accounts
themselves, in Plans 2 and 3—he argued that
such provisions might not “survive the bud-
geters axe’ to be enacted.” But this objection
can be applied to any reform proposd, as well
as to current law, because Congress changes
laws asit wills. Coy’sissmply not an intellec-
tually respectable objection to the commis
son's progressve reform plans, which were
designed from the bottom up with progressivi-
ty in mind. The commisson’'s plans without
their provisions to enhance retirement security
and wedlth building for the least advantaged
Americans are smply not the commisson’s
plans, to pretend otherwise isto portray a cari-
cature of the commission’s proposals.

In addition, Coy argued, “1t’s not clear, how-
ever, tha those offsets done, even if they sur-
vived the budgeters ax, would leave Socia
Security asprogressive asitistoday.” Although
comprehensive measures of progressivity are
complex, an easy shorthand measure is Ssmply
to compare benefits received by low-wage
retirees with those received by high-wage
retirees.

As Table 2 shows (see p. 13), under current
law, a low-wage retiree in 2022 would receive
benefits equal to 46 percent of those received by
ahigh-wage retiree™ Under Plan 1, the current

Few wish to
return to pay-as-
you-go financ-
ing, which
entails a 50
percent increase
in payroll tax
rates to meet
current benefit
promises.



Even after two
years of weak
market perform
ances public
support for per-
sonal accounts
remains strong.

46 percent progressivity retio would be main-
tained, while under Plan 2 it would increase sub-
dantidly to 56 percent, and under Plan 3to 50
percent. It is worth noting that dthough Plan 1
would not enhance progressvity per se, benefits
would be higher for dl recipients.

Some critics argue, of course, that athough
Socia Security’s retirement and survivors pro-
grams may not be progressive, its disability
program disproportionately benefits the poor,
thereby making up the difference. The commis-
sion noted initsinterim report that the poor and
minorities are more likely to receive Socia
Security’ s disability payments.® But even when
disability benefits are counted, a low-income
sngle male ill receives a lower return from
Socia Security than does ahigh-incomesingle-
earner couple, according to Socia Security’s
actuaries.® Moreover, changes to Social
Security’s retirement program, such as person-
a accounts, need not reduce the progressivity
of the disability program. Although the com-
mission’s treatment of disability provisions is
discussed at greater length below, under the
commission’s plans the specia provisions for
low-wage workers gpply to their disability as
well as ther retirement benefits, so disabled
workers would not be disadvantaged relative to
higher wage earners.

The Commission’s Reform
Plans—Common
Characteristics

Initsreport to the president in December, the
commission outlined three reform proposds.
Although they al contain persona accounts,
beyond that they cover a spectrum of reform
options. Nonetheless, the plans have a number
of features in common.

Optional Personal Accounts

Under dl three modds, workers would have
the option to invest part of their payroll taxesin
a persond retirement account. Note that these
persond accounts would be voluntary. No
worker would be forced to take an account, and
no worker with an account would be forced to
invest in the stock market. Workers seeking
extra security could invest solely in govern
ment or corporate bonds.
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For smplicity’s sake, Socia Security’s actu-
aries estimate persona account benefits under
three stylized portfolios:

1. Thestandard portfolioisassumed to consist
of 50 percent stocks (with an annud rate of
return of 6.5 percent after inflation); 30 per-
cent corporate bonds (3.5 percent annua
return); and 20 percent government bonds
(3.0 percent annua return). Assuming
adminigirative costs of 0.3 percent of assets
managed, the net annud return is assumed
to be 4.6 percent after inflation.

2. Thelow-yidld portfolioisassumed to hold
only government bonds, with a yield, net
of administrative costs, of 2.7 percent
annually.

3. The high-yield portfolio assumes that 60
percent of the portfolio isinvested in equi-
ties or, dternately, that the equities held in
the default portfolio return the historica
average of 7.1 percent after inflation rather
than the assumed return of 6.5 percent.

Anaysis of the three reform plans produced by
Socia Security’s actuaries assumes that a
worker holds a particular portfolio throughout
his working lifetime. More redigticaly, work-
ers would likely adjust their portfolios as they
age, beginning with greater stock alocations
and moving toward fixed income investments
as they near retirement. Most workers aged 60
to 65 hold approximately 40 percent of their
401(k) account portfolios in equities.” Asset
alocations could be expected to differ some-
what with personal accounts for Socia
Security, but the trend from equities to fixed
income investments over the course of the life
cycle should be expected to continue.

Under al three commission plans the per-
sona accounts would be the property of the
worker: The government could not “raid” it to
pay for other programs, and it could be passed
on to the worker’s heirs in case of premature
death. The ownership aspect of personal
accounts is of particular benefit to African
American maes, onethird of whom do not
survive to age 65.

Common Administrative Structure

All three plans would use a centraized and
smplified administrative structure similar to



that of the federd Thrift Savings Plan, which
would keep administrative costs to just 0.3 per-
cent of assets managed while simplifying
account management for first-time investors.
Account holders would choose from arange of
smplified index funds; no individua stocks or
sector funds (such as the NASDAQ) could be
chosen, which would ensure adequate diversifi-
cation for long-term investment purposes.

Cost of Living Adjustments (COLAS)
Maintained

All three proposals would maintain annual
adjustments to traditional benefits to maintain
purchasing power in the face of inflation. In
addition, the actuaries' andlysis assumesthat, at
retirement, workers would convert their entire
accounts into fixed or variable annuities,
though the commission made no formal recom-
mendation that workers be required to do s0>
Benefit numbers cited herein assume conver-
sion to afixed annuity that pays constant bene-
fits for life, adjusted annudly for inflation.
Workers who chose variable annuities would
receive benefits 4 to 9 percent higher than those
with fixed annuities, assuming that the annu-
ities are invested in the default portfolio of 50
percent stocks, 50 percent bonds.”

Figure 3

Offset Interest Rate

A worker choosing to invest part of his pay-
roll taxes in a personal account accepts an off-
st to his traditional Socia Security benefits
equa to the amount of his account contribu-
tions compounded a the designated offset
interest rate (3.5 percent, 2 percent, and 2.5 per-
cent for Plans 1, 2, and 3, respectively). Aslong
as aworker’s account interest rate exceeds the
offset interest rate, the worker will be assured
of receiving higher total benefits by taking the
account. In two of the three plans, a worker
would receive higher total benefits Smply by
investing in government bonds, which are
assumed to return 3 percent after inflation. This
offset is applied up-front, a the time contribu-
tions are made to the account, and smply rep-
resents the decision to invest those contribu-
tions in the account (instead of investing them
in the traditional system and earning an
assumed interest rate of 3.5, 2, or 2.5 percent).
Thereisno diminution of personal account bal-
ances a the point of retirement as a conse-
quence of the offset.®

Minimum Benefit

Pans 2 and 3 incorporate new minimum ben-
efit guarantees, such that by 2018 a minimum

L ower-Income Survivor s Benefit Increased from 32 to 50 Per cent Compar ed with Current Law
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No worker
would be forced
to take an
account, and no
worker with an
account would
be forced to
invest in the
stock market.

wage worker would be assured of abenefit equa
to 120 percent of the poverty linein Plan 2, or
100 percent of the poverty linein Plan 3. Under
Plan 2, the minimum benefit would rise annud-
ly with inflation. Under Plan 3, the minimum
benefit, while initidly lower than under Plan 2,
would rise a the faster rate of wage growth.
One-haf million to one million seniors could be
lifted out of poverty by virtue of these new pro-
tections, according to Socia Security’ sactuaries.

Increased Survivors Benefit

Plans 2 and 3 dso increase survivors benefits
to 75 percent of the couple's prior benfit, for
below average-income widow(er)s (see Figure
3). For a couple with equa incomes, this would
mean a 50 percent increase in benefits to the
widow. An egimated 2 to 3 million widows
would receive increased benefits as a result of
thisnew provision.

Assets Split in Divorce

All three plans dictate that account assets be
splitin the event of divorce (see Figure4). Under
current law, before 10 years of marriage apouse
isnot eigibleto receive any benefitsonthebas's
of the husband's or wife's earnings. Under the
reform plans, that spouse would receive haf the

Figure4

hushand' s or wife' s account assets. These assts,
if smply left to accumulate until retirement,
could result in lump sums ranging from $10,000
to $40,000 for the spouse of an average-wage
worker. At retirement, theaccount could incresse
the spouse's monthly income by $55 to $215.
Given that women divorced at an early age are
among those most vulnerable to poverty in
retirement, this provison could assist a particu-
larly vulnerable group.

Commission Plan 1

Man 1 was designed as a flexible framework
to demondtrate the power of persond accounts,
absent any other congderations. In other words,
itisan“accountsonly” plan that does nothing to
the current Socid Security program other than to
give workers the opportunity to invest through
persond retirement accounts. This is both its
strength and its weakness. On the one hand, Plan
1 shows the power of persond retirement
accounts to increase Socia Security’s financia
rate of return and to give workersthe rewards of
persond asset accumulation. Moreover, a num-
ber of different account options could be inte-
grated into Plan 1's basic framework.

On the other hand, Plan 1 makes no attempt
to address larger system-solvency issues. And

Lump Sums Available at Age 67 to Spouse of Average Earner Divorced after 10 Years
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athough solvency is by no means the only cri-
terion of a successful reform proposd, it is a
very important one. Plan 1, while bringing
Socid Security margindly closer to solvency
and long-term sustainability, does not go nearly
far enough to satisfy that important criterion.
Man 1 includes an optiona account into

which workers could invest 2 percentage points
of their taxable wages. As the commissioners
noted, Plan 1 presents a flexible framework:

The accounts could be made larger, or
smdler. They could be funded in a pro-
gressive fashion (with a higher contribu-
tion rate based on the first dollars of earn
ings than on higher earnings amounts).
Some have proposad that such accounts be
supplemented with extra contributions for
younger workers or that such accounts be
funded from generd revenues. . . . Others
have suggested that the accounts be made
larger, with the requirement that a certain
amount be invested in federd securities as
a means of limiting the tota sze of the
trangtion investment. Though the plan
scored here envisons a 2 percent account
for dl wage earners, any of the above vari-
aions could be fit within this framework.™

As a flexible structure, Plan 1 leaves open

Figure5

the possibility of the account being funded as
an“add-on” with general revenuesrather than a
“carve-out” with payroll taxes.

In exchange for the personal account, indi
viduals would accept an offset to their tradi-
tiona benefits at an interest rate of 3.5 percent.
Thisoffset rate, being higher than the bond rate,
means that account-holders must accept some
minimal risk to receive higher expected bene-
fits than under the traditional system.

Under Plan 1, a low-wage married worker
retiring in 2052 could expect total benefits
some 5 percent higher than the current system
promises (see Figure 5). | use such aworker to
illustrate benefit levels under all three commis
sion reform model's because low-wage workers
illustrate the specia protections built into Plans
2 and 3. Because opponents of personal
accounts claim that the poorest would be left
behind, it is useful to show that thisis not nec-
essarily so. As a note, single workers would
recelve benefits approximately 10 percent high-
er from their accounts, as they would not be
required to purchase joint-and-survivors annu-
ities providing spousal coverage.

In financing terms, Plan 1 is clearly a mixed
bag. If funded asa*carve-out,” Plan 1 incress-
es Socia Security’s 75-year actuaria deficit by
0.32 percent of payroll, so in theory it makes
the system “worse off” over the measurement

Monthly Benefitsfor Low-Wage Retiree under Plan 1
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All three plans
dictate that
account assets
be split in the
event of divorece.

Figure 6

Cost of Plan 1 Compared with Cost of Current System
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period. However, this actuaria declineis pure
ly a function of timing. In the early years,
account contributions are counted as lost
income and it is only when workers with
accounts actudly retire that the account offset
reduces liabilities to the traditional system and
thereby results in cost savings. If funded as an
“add-on,” the general revenue requirements
would beidentical.

Moreover, by theyear 2042, Plan 1 would be
cheaper than the current syssem and would
remain chesper theresfter, while paying higher
expected benefits to dl retirees (see Figure 6).
Socia Security would till be running annual
payroll tax deficits as of 2075, which merely
shows that a 2 percent account is not enough to
fix the current program, but these deficits
would be 24 percent smaller than under the cur-
rent sysem.” More comprehensive measures
of thethree plans financing are availablein the
appendices.

For those who argued that personal accounts
by themselves hurt Social Security rather than
help it, Plan 1 comes as a surprise.® It reduces
the Sze of generd revenue infusions needed to
pay full benefits by 8 percent, versus the cur-

rent program, while paying higher benefits to
al retirees, and by 2042 its costs are perma
nently lower than those of the current system.
Since Plan 1 is by design a flexible frame-
work, Figure 7 shows the impact of a larger
account funded with 6 percent of payroll, com-
pared with the 2 percent account of Plan 2 and
the current law. Theresultsare exactly aswould
be expected: the up-front costs are larger, asthe
government must fund the larger persond
accounts while simultaneoudy maintaining
benefits to current retirees, but once the pro-
gram “turns the corner” the savings are greater
as well. Moreover, totd expected benefits for
workers would aso be proportionately higher.
Inshort, Plan 1 hasthefollowing characteritics

* Workers may voluntarily invest 2 percent
of their taxable wages in persona
accounts.

* Traditional Socid Security benefits are off-
st by the worker’s persona account con-
tributions compounded at an interest rate of
3.5 percent above inflation.

* No other changes are made to traditional
Socid Security.



Figure7
Plan 1 Usng 6% Accountsversus 2% Acocounts Compared with Current Program
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* All retirees could expect higher benefits  be, from my point of view, the preferred direc-

than under the current program. tion for Socia Security reform.
® Beginning in 2042, Plan 1 would cost less In Plan 2 the commission analyzed the rate
than the current program. of benefit growth the current program can sus-

* Additiona revenues would be needed to  tain without raising taxes, regardless of whether
keep the trust fund solvent beginninginthe  persona accounts are introduced. This afford-
2030s. ablerate of benefit growth isdightly faster than

* Although Social Security’ sfinanceswould  the rate of inflation. Plan 2, then, ensures that
be improved, the program would till not  benefits for all workers at least keep pace with
be sustainable over the long term. inflation and, for lower wage workers, rise a a

faster rate. It is important to understand that

oo Plan 2 incorporates Socia Security’ saffordable
Commission Plan 2 rate of benefit growth, whether or not persona
accounts are integrated into the program.

Broadly spesking, the commisson’'s Plan 2 Hence, steps taken in Plan 2 to restrain benefit

reflects the outlook that Socia Security should  growth to affordable levels are not due to the
maintain ared inflation-adjusted foundationon  introduction of persona accounts but to the
which other retirement savings could build, but  inherent fiscal constraints faced by the current
that this foundation should not grow at arate  program. Persona accountsin Plan 2 are not a
unsustainable under current payroll tax rates. In - source of the program’s fisca limitations but
other words, it considers the adequacy of the  are introduced to overcome the current pro-
red, inflation-adjusted resources provided to  gram'sinherent fiscal limitations and alow the
retirees more important than other consdera  payment of tota retirement benefits substan-
tions, particularly income replacement rates.  tialy higher than the current pay-as-you-go
Thispoint of view generated controversy, butit  system is capable of paying.

has attracted much support in the past, even The commission’s Plan 2 alows each work-
from account opponents. Plan 2 was preferred  er to invest 4 percentage points of his payroll
by the most of the commissioners and would  taxes in a persona account, up to an annua
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Plan 1 reduces
the size of gener-
al revenue infu-
sions needed to
pay full benefits
by 8 percent,
while paying
higher benefits
to all retirees,
and by 2042 its
costs are perma-
nently lower
than those of the
current system.

Figure8

Monthly Benefitsfor a L ow-Wage Retiree under Plan 2 (2052)
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maximum of $1,000. Plan 2 therefore creates a
progressive persond account, with relatively
larger contributions for lower income workers.

In exchange, the worker would forgo tradition-
a bendfits & an offset interest rate of 2 percent.
Because the offset rate is below the government
bond rate of 3 percent, workers can increase their
total retirement benefits merdy by investing in
risk-free government bonds, which are fully
backed by the government and are the legdl prop-
erty of the holder. Snce Flan 2's low offset rate
means that workers can increase their benefits
without risk, its progressive account structure par-
ticularly benefits low-wage workers.

Under Plan 2, alow-wage worker retiring in
2052 and holding the standard investment port-
folio would receive $1,050 per month versus
the $986 per month promised by the current
system and the $713 that could actudly be paid
(see Figure 8). Even if that worker held only
government bonds in his account, he would
receive atotal monthly benefit of $867 (in 2001
dollars), 22 percent higher than would be paid
under current law.*
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This point is relevant to the charge that the
commission reform plans would “cut guaran-
teed benefits.” What critics reference as Socia
Security’s “guaranteed benefit” is not guaran-
teed in law, as the Supreme Court has ruled.”
Nor isit guaranteed in an economic or financial
sense because the resources will not be avail-
able to provide promised benefits. Quite the
contrary: We can be reasonably sure legidated
resources—current payroll tax rates—won’t
provide nearly what has been promised. Hence,
the proper baselinefor “ guarantees’ iswhat the
law provides and what payroll taxes can afford
to pay: that is, the so-called “ payable benefit.”
On this basis, there is smply no truth to claims
that Plan 2 would “cut guaranteed benefits.”

Moreover, aworker who opted for a person-
a account would have a stronger “ guarantee”
to his benefits in that, unlike the current pro-
gram’ s benefits, the account assets are hislega
property and, in the case of government bonds,
are backed by the full faith and credit of the
government.

Pan 2’ s benefit increase for low-wage work-



Figure9
Cost of Commission Plan 2 Compared to Current System
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ersisnot smply afunction of throwingmoney  ing” option, in which Social Security becomes
at the problem. Although Plan 2 payslow-wage  insolvent and large benefit cuts are enacted, that
workers higher retirement benefits than those  pressures on general revenue will be less than
promised by the current program, itdoessoata  under the commission’s proposals.
cost 68 percent lower than that needed to main- To baance the current program, beginning in
tain the current system. 2009 Plan 2 indexes the initial wages each
Onereason for thisisthat under Plan 2, high-  cohort receives to the growth of prices, instead
er wage earners do not do quite asswell aslow-  of the generdly higher rate of wages indexed
wage earnes. A high-wage worker with the  under current law (see Figure 9). Priceindexing
default portfalio, for instance, would receivejust  brings Socia Security back to solvency and
88 percent of his full promised benefit, and an  makes it sustainable over the long term.
average-wage worker 94 percent. Nevertheless, This shift from wage to price indexing of ini-
even high-wage earnersreceive 25 percent more  tia  benefits has generated controversy and
than the current system can afford to pay while  merits a close look.

avoiding the massve income-tax increases Socid Security’s current benefit formula
many account opponents favor to keep thecur-  replaces a higher percentage of low-wage
rent program solvent workers pre-retirement earnings than that of

Some may charge that the generd revenue  higher earners. For workers retiring in 2002,
infusions required to finance the trandtion to  Socid Security replaces 90 percent of the first
persond accounts are unaffordable. However,  $592 in average monthly pre-retirement earn-
concern over fisca pressures should be area  ings, 32 percent of monthly earnings between
son to favor the commission’s plans, not rgject  $592 and $3,567, and 15 percent of any amount
them. Account opponents who decry the rev-  between $3,567 and the taxable maximum. The
enue transfers under the commission’'s plans  benefit formula's pairings of monthly income
should detail how they would afford the much  levels and income replacement rates are known
larger generd revenue transfers necessary to  as “bend points’ (see Figure 10).
maintain the current program. It is only if For ingtance, a new retiree with $20,000
account opponents choose the true “do noth-  average indexed earnings would receive $877
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Plan 2 reflects
the outlook that
Social Security
should maintain
a real inflation-
adjusted foun-
dation on which
other retirement
savings could
build, but that
this foundation
should not grow
at a rate unsus-
tainable under
current payroll
tax rates.



There is simply
no truth to
claims that Plan
2 would “cut
guaranteed
benefits.”

Figure 10

Social Security’s“Bend Point” Formula Provides Higher Monthly Benefits

to Those with Lower Average Wages
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per month, or 53 percent of his pre-retirement
monthly earnings. A $50,000 worker, by con-
trast, would receive $1,567 per month.
Although thisis almost twice what the $20,000
worker receives, it is only 38 percent of the
$50,000 worker’s pre-retirement earnings. This
progressivity isintentional: higher wage work-
ers can save more outsde of Socid Security,
and those outside assets can provide income
during retirement.

To maintain progressvity, Socid Security’s
“bend points’ are increased annualy according
to the growth of wages. In 2001, for instance,
Socid Security’s 90 percent bend point was
placed at thefirgt $561 of anew retiree saverage
indexed monthly pre-retirement earnings, while
in 2002 the 90 percent bend point rose to $592.
By 2015 the 90 percent replacement level will
rise to the first $661 in earnings (in today’s dol-
lars), and o forth ($767 by 2030 and $991 by
2050). The upper bend points, marking replace-
ment rates of 32 and 15 percent, are smilarly
indexed to wage growth and incresse each year.
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Put another way, a $20,000 worker would
retire today with monthly benefits of about
$877, equd to 53 percent of his pre-retirement
earnings. By 2050, the same worker earning the
same $20,000 (in today’s dollars) would
receive $1,091 monthly, or 64 percent of his
pre-retirement earnings. In other words, the
2050 retiree would receive 25 percent higher
benefits smply dueto the passage of time, even
if he paid precisdly the same taxes.

Moreover, under the current benefit formula,
future increases in benefits will be grestest for
the highest earners (see Figure 11). For instance,
aworker earning $10,000 today dready receives
the maximum 90 percent replacement rete on
much of his wages. A smilar worker making
$10,000 (in 2002 dollars) in 2031 will receive a
25 percent redl benefitincrease, andin 2071 a58
percent increese. By contragt, higher income
workerstoday have much of their wages covered
under the upper bend points offering lower
replacement rates. Over time, wage indexing
pushes more of those wages into the bend points



Figure 11
Wage Indexing Gives High-Wage Workers Largest Increase
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offering higher replacement rates. For instance, a
$100,000 worker retiring a 65 in 2001 can
expect to receive about $330,000 in lifetime
retirement benefits. By 2031, lifetime benefits
increase by 51 percent to $499,000, and by 2071
by 120 percent to $725,000, under today’'s
(unsustainable) benefit formula.®

It should be stressed that these are workers
earning the same annua wages in red, infla-
tion-adjusted dollars. Clearly, the current wage-
indexed benefit formula provides vastly
unequa benefits to otherwise identical workers
retiring a different pointsin time. Wage index-
ing increases benefits over time, and the largest
increases go to the highest earners. In fact,
these figures underestimate differences in life
time benefits, as they assume identicd life
expectancies for upper and lower wage work-
ers. Because life expectancies are correlated to
income, the true results are likely to be even
more extreme™

Moreover, as the commission noted in its
interim report, wage indexing of initial benefits
prevents the system from gaining much from
increases in long-term economic growth.

levels. Consequently, even if there were no
demographic problem, Social Security costs
would grow amost asfast as the economy as
awhole. Faster economic growth meansmore
tax contributions in the short term, and higher

benefit obligations in the long term. Though
this faster growth helps, it does far less than
many people believe. Mogtly it crestes the
illuson of improvement because short-term
revenue gains postpone the projected date of

Trust Fund depletion, whereasincreased costs
would occur mostly after the projected deple-

tion date.”

Even if the economy grew twice as fast as
the trustees project, Socia Security would still
become insolvent within the 75-year scoring
period.” Socia Security’s wage indexing for-
mulaisin large part responsible for that.

A solution to the problems of financing and
equity isto switch from wageto priceindexing of
Socid Security’s benefit bend points. In doing so,
the bend points would increase annualy dong
with increasss in the Consumer Price Index.”
Under Plan 2, price indexing is indituted begin-
ning in 2009, so current retirees and those over
age 55 are entirdy unaffected, and those under
age 55 are affected only to the degree thet ther

Initidl Socia Security benefit levels are cur-
rently indexed to the growth in nationa wage
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Account oppo-
nents who decry
the revenue
transfers under
the commis-
sion’s plans
should detail
how they would
afford the much
larger general
revenue trans-
fers necessary to
maintain the
current
program.



Price indexing
brings Social
Security back to
solvency and
makes it sustain-
able over the
long term.

Table 3

Monthly Benefit Payableto L ow-Wage Disabled Worker

Scheduled to Retirein 2055 (in 2001 dollars)

Promised
Plan1
Plan 2
Plan 3

Payable
Benefit payable to low-wage worker in 2001

$986
$986
$807
$857
$713
$637

Source: Derived from data presented in Stephen C. Gossand and Alice H. Wade, “ Estimates of Financid Effectsfor Three
Models Developed by President’'s Commission to Strengthen Socia Security,” Memorandum dated January 31, 2002.

working careers extend past 2009.” In addition,
Plan2isnot a“pure’ price indexing approach, as
it contains specid provisons targeted toward the
most vulnerable Americans— ow-wage workers
and widows—so that they receive higher benefits
then the current benefit formula promises, much
lesscan actudly afford to pay. Whatever thelarge-
scde financing impect of the switch to price
indexing, it is difficult to portray this principle as
unfair; it amply tregtsrelevantly smilar individu-
dsinasmilar way.

These facts blunt criticisms, such as those
made by Kilolo Kijakazi and Robert Greenstein
of the CBPP, that “replacing ‘wage indexing'
with ‘price indexing’ would result in deep
reductions over time in Socia Security bene-
fits”® As we have seen, under a pure price
indexing approach, workers with smilar wages
would receive similar benefits, a whatever
point in time they retired.

Greengtein and Kijakazi are correct that price
indexing reduces the replacement rate for an
average-wage worker in any given year,”
which they illustrate with an average-wage
worker retiring in 2040: Under the current
wage indexing approach, that worker would be
promised a benefit equa to 37 percent of his
pre-retirement earnings. Under pure price
indexing, they say, hisbenefit would equal only
28 percent of his pre-retirement earnings.
Greengtein and Kijakazi extend their example
to aworker retiring in 2070, making the notion-
a “cuts’ even larger.

Severd points are worth making. First, under
current law, after trust fund depletion in 2038
benefits would equa whatever level payroll tax
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receipts are cgpable of paying, regardless of the
wage-indexed benefit formula. Thus, under cur-
rent law that 2040 retiree will actualy receive a
274 percent replacement rate even if price
indexing weren't introduced. Moreover, under
Pan 2 the persona account provides retirees
with benefits higher than those that a pure price
indexing approach implies. The 2040 retiree
could expect tota retirement benefits equa to
about 34.8 percent of pre-retirement earnings,
assuming investment in the default 50 percent
stock, 50 percent bond portfolio.”

Beyond this point, there is a more important
difference between average-wage workers in
the future and average-wage workers today:
average workersin the future will earn substan-
tidly more money. The average-wage worker
in 2040 will earn some 48 percent more than
that of today; in 2070, dmost double today’s
average (and more than 20 percent greater than
the SSA’s hypothetical “high earner” in 2001).
Compared with today’s workers, these future
Americans will have substantialy higher stan-
dards of living whileworking and severa years
greater life expectancy in retirement.

Now, workers retiring today with earnings
50 to 100 percent higher than the average
would of course receive a lower income
replacement rate than would an average-wage
worker, and Greenstein and Kijakazi would
surely be the first to defend that practice. Yet
they argue that tresting a Smilar worker in the
future in asimilar way is a " deep reduction.”

Tobefair, Greenstein and Kijakazi acknowl-
edge that the “benefit cuts’ inherent in price
indexing would not, in fact, actually cut bene-



fits “To be sure” they say, “benefit levels
would keep pace with changes in prices”™ In
other words, benefits would not be cut. But,
they say, “beneficiaries would be precluded
from partaking in the generd increase in the
standard of living from one generation to the
next. Upon retiring, workers would essentially
drop back to astandard of living prevaentinan
earlier generation.””

Of course, price indexing aso precludes
workers from “partaking” in the 50 percent
increase in payroll tax rates necessary to main-
tain the current wage-indexed benefit formula
The question, which Greenstein and Kijakazi
don't address, is whether workers should be
forced to pay those extrataxesto achieve prom-
ised replacement rates, particularly when indi-
viduals desiring a higher retirement income
could invest their tax savings privately at rates
of return two to three times higher than under
Socid Security. Why must the government
force people to do something they could easily
do voluntarily if they so wished?

In effect, Greenstein and Kijakazi arguethat a
$100,000 annua wage worker retiring in 2070
should receive some $725,000 in lifetime retire
ment benefits, even if payroll taxes must top 19
percent, despite the fact that a Smilar worker
retiring today can expect just $330,000 in life-
time benefits. But why? If it is so important to
give a $100,000 worker $725,000 in lifetime
retirement benefits, why not raise taxes today?
Greengtein and Kijakazi argue that tomorrow's
taxpayers should shoulder atax burden that they
are unwilling to ask today’s taxpayers to bear,
but provide neither the economic nor philosoph-
icd rationale for doing 0.

The question remains. if higher earners
today receive lower replacement rates because
they are able to save more outside of Socia
Security, shouldn’t the same reasoning apply to
identical earnersin the future? Isn't this partic-
ularly true given the financing burden the
wage-indexed benefit formula places on the
system and on the taxpayer?

In testimony before the presdent’s commis-
son, Hans Riemer of the Campaign for
America s Future and the 2030 Center declared
that “the level of guaranteed protection that
Social Security provides today is about right.””
Pan 2, and all of the other plans put forward by
the commission, would maintain the level of
benefits provided today and enhance benefits
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subgtantialy for those in greatest need.

Despite charges made by reform opponents
againg price indexing today, in the past it has
received support even among those who
oppose persona accounts. Peter Diamond of
MIT, one of the most prominent academic crit-
ics of persona accounts, was a member of a
government panel in the 1970s that recom-
mended priceindexing, calling it “fair and nec-
essay.”® Asthe pand’s report pointed out:

The wage-indexing method provides asharp
tilt in favor of workers retiring in the future.
Theincreasesin benefits for workers aready
retired are limited to increases in therise in
the Consumer Price Index. Y et workers who
retirefive yearslater will receive increments
due to both price changes and increases in
redl wages. This difference in retirement
benefits can be substantial ™

When Presdent Carter appeared to be favor-
ing wage indexing over a price-indexed
gpproach, Diamond and the other pand mem-
bers chided him for fiscd and generationd irre-

sponsibility:

Presdent Carter would be displeased with
his predecessors if he were currently faced
with the choice of cutting Socia Security
benefits for present recipients or raising the
same amount of revenue as would be raised
by an increase in the payroll tax rate of five
percentage points. Yet that is precisaly what
the best current estimates say heis proposing
to do to somefuture President. . . . It appears
to us that correction of overindexing by
choice of a price indexing method would be
greatly superior [to wage indexing]. . . . Use
of the price indexing method would eimi-
nate the need for a tax rise when the per-
centage of retirees increases sharply early
next century. . . . While the price indexing
method implies protection from inflation
and agrowth in benefits with the real growth
of the economy, the wage indexing method
calsfor amuch larger growth in benefitsfor
future retirees at a time when the country
may not be able to afford it. Use of the price
indexing method would permit moderate tax
and benefit increases to aid those recipients
with gresatest need as perceptions of those
needs arise.”

The current
wage-indexed
benefit formula
provides vastly
unequal bene-
fits to otherwise
identical work-
ersretiring at
different points
in time.



Price indexing
also precludes
workers from
“partaking” in
the 50 percent
increase in pay-
roll tax rates
necessary to
maintain the
current wage-
indexed benefit
formula.

The same charges could be made today
against those who wish to saddle future taxpay-
ers with economic burdens they themselves are
unwilling to bear today.

Henry Aaron of the Brookings Inditution
concurred with Diamond, arguing that price
indexing “would leave more options open for
spending the productivity dividend of econom-
ic growth. Congress could still raise pensionsin
the future, but it could also decide that other
programs such as housing, health insurance, or
defense have greater clams on available
funds.”® As chairman of the 1978-79 Advisory
Council on Socid Security, Aaron again argued
for price indexing, but the change was not
adopted.

As per capitaincome rises, the case for
increas ng the amount of mandatory “ sav-
ing” for retirement and disability through
Socid Security isfar weaker than wasthe
rationae for establishing a basic floor of
retirement and disability protection at
about the levelsthat exist today.

At the levels of real income prevailing
in the 1930s (or perhaps even in the
19509), it can well be argued that it was
appropriate, indeed, highly desirable—
perhaps even necessary for the preserva
tion of our society—that government
should, by law, have guaranteed to the
aged and disabled and their dependents
replacement incomes sufficient to avoid
severe hardship, and to have required
workers (and their employers) to finance
this system with akind of “forced saving”
through payroll tax contributions. But as
real incomes continuetorise, it isnot easy
to judtify the requirement that workers
and their employers “save’ through pay-
roll tax contributionsto finance ever high-
er replacement incomes, far above those
needed to avoid hardship. Perhaps not al
workerswill want to save that much, or to
save in the particular time pattern and
form detailed by present law.

Aaron and his coauthors go on to say:

Future Congresses will be better equipped
than today’ s Congressto determine the gppro-
priatelevel of and composition of benefitsfor
future generdtions. . . . Congress might elect

to give more to certain groups of beneficiar-
ies than to others, or to provide protection
againg new risksthat now are uncovered. But
precisdly because we cannot now forecast
what form those desirable adjustments might
take, we fed the commitment to large
increase in benefits and taxes implied under
current law will deprive subsequent
Congresses, who will be better informed
about future needs and preferences, of needed
flexibility to tallor Socid Security to the
needs and tastes of the generations to come.™

The primary difference between the price
indexing advocated by Diamond and Aaron and
that applied in Plan 2, besides certain technical
factors of implementation, is that Plan 2 pro-
vides a persond account to make up for the
reduction in the growth of traditiona benefits.

Subsequent to the release of the commis
son's recommendations, Diamond disowned
his prior support for price indexing and strong-
ly criticized the commission for having advo-
cated it.*> Diamond argued that he had favored
price indexing in the 1970s because the financ-
ing problems facing Socia Security at the time
were much grester than those at present. It is
true that Socid Security faced a short-term
financing crisisin thelate 1970s due to an error
in the benefit formula introduced in the 1972
amendments that implied a quantum legp in
future benefit levels. But price indexing, which
is extremely dow to take effect, would have
done nothing to avert insolvency in the short
term. Moreover, the wage-indexing aternative
that Diamond and the rest of the panel argued
S0 strongly against entailed long-term system
codts barely higher than those projected by
Socia Security’s actuaries today. ® In addition,
the Hsao pand rejected the view that income
replacement rates should be the basis of Social
Security’ s benefit formula, asis the case under
wageindexing.

To summarize Plan 2;

* Workers can voluntarily redirect 4 percent
of their payroll taxes up to $1,000 annua-
ly to a persona account (the maximum
contribution is indexed annudly to wage
growth). Traditional Socid Security bene-
fits are offset by the worker's personal
account contributions compounded at an
interest rate of 2 percent above inflation.



* Workers opting for personal accounts can
reasonably expect total benefits grester
than those paid to current retirees, to work-
erswithout accounts, and to future benefits
payable under current law.

® Plan 2 establishes a minimum benefit
payable to 30-year minimum-wage work-
es of 120 percent of the poverty line.
Survivors  benefits for below-average-
wage workers would be increased by 33 to
50 percent.

® Beginning in 2009, cal culation of tradition-
a benefits would switch from wage index-
ing to price indexing. Current retirees and
workers aged 55 and over would be entire-
ly unaffected.

Commission Plan 3

Pan 3 amed to match or exceed benefits
currently promised by Socid Security for al
workers, but to do so at lower cost than the cur-
rent program. In this, it succeeds.

Pan 3’ saccounts are designed as acombina
tion add-on and carve-out. That is to say, if a
worker agreesto contribute an additional 1 per-
cent of his earnings to the account, he may
“carve out” 2.5 percentage points of his payroll
taxes up to an annua maximum of $1,000.

Workers opting for persona accounts would
accept an offset at a 2.5 percent interest rate.
Again, for alow-wageworker investing in gov-
ernment bonds, the guaranteed benefit is both
higher and more “guaranteed” than under the
current system.

Under Plan 3, a low-wage worker with the
default investment portfolio would receive
$1,103 per month in total expected retirement
benefits, as opposed to the $986 promised by
the current program and the $713 actudly
payable (see Figure 12). All other workers, a
all other times, could expect benefits at least as
high as those promised by the current program.

To bring the traditional program back to bal-
ance, Plan 3 requires new ongoing sources of
generd revenue, equivalent in Size to increas-
ing the payrall tax cap to 90 percent of taxable
payroll and redirecting to Social Security the
portion of benefits taxation that currently flows
to Medicare.

Two points are worth making in this regard.
Fird, it should be emphasized that Plan 3
describes only the sze of the general revenue
transfers and not the means. The commission
worked under the president’ s principle that pay-
roll taxes would not be raised, and this was
taken to encompass incresses in the taxable
wage base as well as the payroll tax rate.
Second, increased revenue commitments were

Figure 12
Monthly Benefitsfor Low-Wage Retireesunder Plan 3 (2052)
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Source: Stephen C. Goss and Alice H. Wade, “Estimates of Financial Effects for Three Models Developed by the
President’s Commission to Strengthen Socia Security,” Memorandum dated January 31, 2002, p. 76.
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“As real
Incomes contin-
uetorise, itis
not easy to justi-
fy the require-
ment that work-
ers and their
employers ‘save’
through payroli
tax contribu-
tions to finance
ever higher
replacement
Incomes, far
above those
needed to avoid
hardship.”



For a low-wage
worker investing
in government
bonds, the guar-
anteed benefit is
both higher and
more “guaran-
teed” than under
the current
system.

included for ensuring that benefits for all
retirees exceeded the replacements rates prom-
ised in the current benefit schedule. However, it
is not clear why current replacement rates
should be the standard many decades in the
future, as the prior section on price indexing
points out. Third, even if meeting promised
replacement rates were the god, given the rela-
tive efficiencies of pay-asyou-go and funded
systems it would make sense to meet this goal
with a larger persond account rather than
increased taxation. Doing so would entail
greater prefunding, but on the whole that is a
desirable thing.

One problem with Plan 3 is that mandating
additiond worker contributionsto take advantage
of the persona account might discourage lower
wage workers from taking part, even if the addi -
tiond contributionsare partidly subsdized by the
government. Indeed, experimental individua
development account trials amed at lower-
income workers often havefar from universal par-
ticipation, even with substantialy more generous
meatches than induded in Plan 3.¥ And according
to the 1998 Retirement Confidence Survey con-
ducted by the Employee Bendfit Research, some
40 percent of workers said they could not save
even an extra $20 per wesk for retirement™
Among low-wageworkers, this percentagewould
likely be even higher.

Adverse sdlection in terms of account partici-
pation could complicate overal system financ-
ing, and would aso prevent lower wage workers
from reaping the benefits of asset ownership
under Plan 3. In terms both of participation rates
and adminigrative smplicity, the poor might do
better if the progressive carve-out gpproach used
in both Plans 2 and 3 were smply expanded.
This would make achieving actuarid baance
within the 75-year window more chalenging,
but from a public policy pergpective it would do
more to enhance retirement income and asset
accumulation among the poor.

To baance sysem finances, Plan 3 makes sev-
erd changes to Socid Security’s benefit struc-
ture. Ard, it would adjust benefits for future
retirees to account for increases in longevity. In
addition, the benefit pendtiesfor retiring early—
and the rewards for working later—areincreased
to encourage people to stay in the workforce
longer. Some would argue thet these changes
condiitute an increasein theretirement age.™ This
is incorrect: under Plan 3, the norma retirement
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age would remain the same as under current law.
Thus, workers could il retire a any age past 62
and 4till receive more than current law would pay
them. Itisironic that the Campaign for America s
Future hasissued pressreleases attacking Plan 3's
purported increase in the retirement age, whilein
testimony before the commisson Roger Hickey
of the CAF praised areform proposal by Henry
Aaron and Robert Reischauer that explicitly rais-
esboth the norma and the early retirement ages.”

Moreover, Plan 3's changes to benefits
would not even begin until 2009, so current
retirees and those over age 55 are not subject to
any changes. For individuals retiring soon after
2009, the changes would be tiny—just a penny
on the dollar—and that offset would be more
than made up by gains from the persond
account.

Over the long term, Plan 3's changes would
pay higher benefits for alower cost than under
the current program (see Figure 13). If the new
generd revenue transfers were included, it
would bring Socid Security back to cash sur-
pluses and long-term sustainability for haf the
cost of maintaining the current program.

The commisson's trestment of disability
benefits has been received with some level of
confusion. For instance, a memo prepared by
the staff of Rep. Robet Matsui (D-Cdif.)
aleged, “The President’s Socia Security com-
mission recommended cutting disability bene-
fits to help pay for the cost of private
accounts.” ** In fact, the commission made no
specific recommendetions regarding the long-
term financing of Sociad Security’s Disability
Insurance program, which provides benefits to
workers who through illness or injury are
unable to continue to work.

Under the commission’s proposals, aworker
with a personal account who becomes disabled
would receive the traditional Socia Security
benefit without any offset for holding the
account. Only at retirement would he access his
account baance, and only at retirement would
his traditiona benefit be offset on the basis of
his account contributions. A worker who
became disabled early in life would have made
few contributions, and thus would have a very
small offset to his traditional benefits. But as
long as his account earned more than the offset
interest rate, he could ill anticipate higher
total benefitsthan if he had remained in the cur-
rent program.



Figure 13

Cost of Plan 3 Compared with Cogt of the Current System
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For ingance, a low-wage disabled worker
scheduled to retire in 2055 would receive under
Pan 1 disability benefits before retirement
equd to those promised by the current system
and 30 percent higher than current law; Plan 2
would pay benefits 13 percent higher than cur-
rent law; and Plan 3, 20 percent higher than
current law. As these disabled workers would
receive more than current law could pay them,
it is clear that disability benefits have not been
cut to fund persona accounts.

Charges of “cuts’ come about because dis-
abled workers under the three commission pro-
posas would receive the benefits dictated
under those proposas, which under Plans2 and
3 are somewhere between those promised and
those actualy payable under current law (see
Table 3). But, as noted, the “promised” benefit
is not a valid benchmark of comparison
because no means of funding that promise is
available a present. The current program can-
not keep its promises past the year 2041 with-
out increasing the payroll tax by 50 percent.
Moreover, any reductions in promised benefits
are due to the system'’s insolvency, not to the
introduction of persona accounts. Accountsare
designed to make up for Socid Security’s
inability to pay promised benefits.

It is worth noting the complications facing
any reform’s trestment of disability insurance.

On one hand, the Disability Insurance program
is distinct from the Old Age and Survivors
Disability Insurance program, having its own
dedicated tax and its own trust fund. At the
same time, the two sides of Social Security
share a common formula for calculating bene-
fits, and changes to the caculation of retire
ment benefits can adso affect the DI program.
Moreover, the DI program faces financing chal-
lenges even steeper than those of OASDI—
without change, the DI program will run pay-
roll tax deficits by 2009 and its trust fund will
be exhausted by 2028.

Lacking comprehensive disability reform,
severa options are open to reformers of the
retirement program, none of them ided:

® Separate the OASl and DI programs so
they run independently. At present,
athough the programs have separate taxes
and trust funds, they share a common ben-
efit formula Although this would isolate
DI from any changes to OAS!, DI is even
more severely underfunded and would
therefore become insolvent sooner.

® Retain the integration of OASI and DI but
alow DI to continue under pre-reform cri-
teria While this would protect DI recipi
entsfrom any changes, it would also creste
an incentive for workers nearing retirement

Mandating
additional
worker contri-
butions to take
advantage of the
personal
account might
discourage
lower wage
workers from
taking part,
even Iif the addi-
tional contribu-
tions are partial-
ly subsidized.



Plan 3’s changes
to benefits
would not even
begin until 2009,
so current
retirees and
those over age 55
are not subject
to any changes.

Table3

Monthly Benefit Payableto L ow-Wage Disabled Worker

Scheduled to Retirein 2055 (in 2001 dollars)

Promised

Plan 1

Plan 2

Pan3

Payable

Benefit payable to low-wage worker in 2001

$986
$986
$807
$857
$713
$637

Source: Derived from data presented in Stephen C. Goss, Chief Actuary and Alice H. Wade, Deputy Chief Actuary,
“Estimates of Financia Effects for Three Models Developed by President’s Commission to Strengthen Socia

Security,” Memorandum presented on January 31, 2002.

to seek to qualify for disability benefits. An
increase in DI gpplications could speed the
program’s insolvency.

* Apply changesto OAS and DI universdly,
acknowledging that further steps must be
taken to protect disabled workers aswell as
to reform the DI program in generd.

It was the third option that the commission-
ers took.

In doing S0, the commission emphasized that
“in the absence of fully deve oped proposds, the
caculations caried out for the commisson and
included in this report assume that defined bene-
fits will be changed in Smilar ways for the two
programs.” However, “ thisshould not betaken as
a commisson recommendation for policy imple-
mentation. . . . The commisson recognizes thet
changesin Socid Security’ sdefined bendfit Sruc-
ture and the role of persond accounts may have
different implications for DI and OASl benefidi-
aies. The commission urgesthe Congressto con-
Sder the full range of options avalable for
addressing these implications” In other words,
the commissioners anticipated that additiona
Seps would be taken to address the DI program,
and that these steps could require additional fund-
ing aswell as broader structurd reform.

The commissoners agreed with the Socid
Security Advisory Board, which dedlared, “ After
two additiona yearsof study of the disahility pro-
grams . . . weare convinced thet theissuesfacing
the disability programs cannot be resolved with-
out making fundamental changes”® Unfortu-
nately, the deliberate focus of the presdent’'s

commisson on the financing problems of the
retirement portion of Socid Security and the
short period availablefor the commissons work
meade the development of comprehensive dis
ability reform proposals impossble. The com-
misson did recommend, however, “tha the
President addressthe DI program through a sep-
arate policy development process.”

Astheindependent Socia Security Advisory
Board has argued, the disability program
requires reforms extending beyond mere
financing changes™ Decisions on disability li-
gibility vary grestly between states, with some
dtates gpproving DI claims a over twice the
rate of others, and are many timesresolved only
through adjudication. Moreover, awards based
on mental conditions have more than doubled
asapercentage of total DI claims between 1980
and 1990, and now make up the largest single
reason for DI clams. State agency administra:
tors and examiners report that at least half of
the claims processed now involve issues relat
ing to menta impairment.® Clearly, the nature
of disability clams is changing quickly and
radically, and the program requires a compre-
hensive assessment of how it isto function and
what clams should be met. The complexity of
DI’s structure and function causes its adminis
trative cogts to be five times higher than those
of OASDI reldtive to its income.* Without a
doubt, more changeswill be needed to bring DI
back to long-term hedlth

To summarize Plan 3:

* Workerswhoinvest an additiona 1 percent



of wages in a persona account may aso
invet 2.5 percentage points of payroll
taxes, up to $1,000 annually. The add-on
contribution is progressively subsidized by
arefundable tax credit, enhancing the pro-
gressivity of the account.

* Account-holders accept an offst to their tra:
ditiond Socid Security benefits & a red
annud interest rate of 2.5 percent. Hence,
under Plans 2 and 3, workers could incresse
their total retirement benefits by smply
investing in government bonds.

*Plan 3 increases sysem progressvity by
establishing a minimum benefit payable to
30-year minimum-wage workers of 100
percent of the poverty line (111 percent for a
40-year worker). This minimum benefit
would be indexed to wage growth. Benefits
for below-average-wage earners would be
increased aswell.

*The growth rate of traditiona benefits
would be adjusted to reflect increases in
life expectancy; the offset for early retire
ment and bonus for later retirement would
be increased; and the third bend point fac-

Figure 14

tor affecting higher-wage retireeswould be
reduced from 15 to 10 percent.

* Benefits payable to workers who do not
opt for personal accounts would be more
than 50 percent higher than those paid to
today’ s retirees.

* New sources of dedicated revenue would
be added in the equivadent amount of 0.6
percent of payroll over the 75-year period,
and continuing theresfter.

* Additiona temporary transfersfrom gener-
a revenues would be needed to keep the
Trust Fund solvent between 2034 and
2063. Tota cash requirementswould be 52
percent of those needed to maintain the
current program.

Summary of the Three
Plans

Taken together, the commission’s three
reform plans show the power of persona
accounts to address the problems associated
with Socia Security.

All Three Plans Would Pay Higher Benefits Than under Current Law

$1,200
$1,103
$1,032 $1,050
$1,000 956
L]
H
G e 513
]
— $637
=
= $600
E
b=}
o $400
[
$200
$-
Today's Benefit Current Program Plan 1 Pan2 Plan3 Current Program
"Payable" "Promised”

Source: President’'s Commission to Strengthen Social Security, final report. Low-wage worker retiring in 2052;

assumes investment in 50-50 stock—bond portfolio.
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in government
bonds.
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All Three Plans Would Require L ess General Revenue Than the Current Program
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® Each of the three commission proposas
would pay future beneficiaries higher
expected benefits than those received by
today’ sretirees.

® Each of the three proposals would increase
expected benefits relative to what the cur-
rent system can pay.

® Each of the three proposals would increase
expected benefits for those who opt for
persona accounts relaive to those who
day in the traditional system.

® Each of the comprehensive reform propos-
as (Plans 2 and 3) would increase expect-
ed benefits for those who opt for persona
accounts, even if participants invested in
the most conservetive portfolio available
(government bonds).

® Each of the three proposals would increase
expected benefits for low-income partici-
pants even relative to currently promised
benefits (which cannot be paid without Sig-
nificant tax increases). These low-wage
participants would receive higher benefits
than if Social Security were fully funded
and faced no financid criss whatsoever.
Two of the proposas ingtitute, for the first
time, a guarantee that minimum-wage
workers not retire in poverty.

* Two of the three proposals would ingtitute
gpecia benefit increases for widows of
low-income participants, raising incomes
for millions of Americans most vulnerable
to poverty in retirement.

* Two of the three proposals would increase
expected benefitsfor &l of the participants
in persond accounts even relative to the
benefits the current system promises, much
less can afford to pay.

® One proposa makes no changes whatsoev-
er to Socid Security’s benefit structure
other than to offer workers the opportunity
to increase their total benefits by owning a
persond retirement account.

* Under al of the proposds, participants
receive more benefits for less money rela
tive to the current system.

All three plans would pay higher benefits
than are paid under the current system (see
Figure 14), and lower-income workers—those
who account opponents claim to be most con-
cerned about—receive benefits higher than
those the current program even promises.

Moreover, dl three plans would produce
those benefits at lower generd revenue costs
than the current program (see Figure 15).



Table4
Total System Assetsas of 2076 under Current Law and Commission Reform M odels
(Present Value in Billions of Dollars, Discounted to January 1, 2001)

Likely OASDI Trugt fund Current Personal Account
Participation Rate Assats? and Annuity Assets Tota
Present law -3230 NA -3230
Model 1 67% account
participation -3,826 1,080 -2,746
100% account
participatior?” 4124 1,619 2505
Moddl 2 67% account
participation 380 1,290 1,670
100% account
participation 423 1,935 2,358
Mode 3 67% account
participation 185 1,602 1,620
100% account
participation 270 2401 2,671

Source: Based on table from Stephen C. Goss and Alice H. Wade, “Estimates of Financial Effects for Three Modes
Deveoped by the President’s Commission to Strengthen Socia Security,” Memorandum dated January 31, 2002, p. 24. The
net current accrua for future benefit offset equalsthe net future savingsto the traditional system asthe result of benefits of f -
set before the end of the scoring period.

a Negative values are the OASDI unfunded obligation for the period 2001 through 2075.

b. For Model 2, 67 percent participation is considered more likely if the benefit offset yield rate is computed as 2 percent
abovetherealized or expected inflation rate, but 100 percent participation is considered morelikely if computed as 1 per-
cent below the market yield on Treasury bonds. Based on the intermediate assumptions of the 2001 Trustees Report and
other assumptions described in the text.

Assuming future payroll tax surpluses are  dill receive lower benefits than they would under
unavailable for trangtion financing, the trans-  plans2 and 3. The commission’ s successwas thet
tion cost of Plan 1 is $1.1 trillion; Plan 2, $0.9 it showed how to ddiver higher long-term bene-
trillion; and Plan 3, $0.4 trillion. If future pay-  fitsat lower long-term codts.
roll tax surpluses were made available to fund Finaly, dl three plans would leave Socid
reform, as they should be, costs would decline  Security with substantially grester assets over
to $0.7 trillion for Model 1, $0.4 trillion for  the long term. As noted previoudy, Socia
Modd 2, and $0.1 trillion for Modd 3. These  Security’ s actuaries opine that dthough person-
latter values equal 0.29 percent, 0.33 percent, & accounts are the property of individuas, for
and 0.10 percent of GDP during the scoring  accounting purposes their assets should be
period, substantially lessthan the cost of main-  trested as part of total system assets. A compre
taining the current program. hensive view of Social Security’ s asset position
Even Fan 1, the “accounts only” approach,  combines account balances with the balance of
cuts 75-year generd revenue codts by 8 percent,  the traditional trust.
while Plan 2 reduces cogts by 68 percent and Plan Table 4 detalls the increases in totd sysem
3 by 52 percent. In other words, the government  assetsasof 2076, theend of thetraditiona 75-year
could devote twice as much extra money to the  actuarid scoring period. Clearly, any arguments
traditiond sysem and low-wage workers would  thet the commisson’ s persona account plans* de-

37

These low-wage
participants
would receive
higher benefits
than if Social
Security were
fully funded
and faced no
financial crisis
whatsoever.



All three plans
would produce
those benefits at
lower general
revenue costs
than the current
program.

fund” Socid Security are rebutted by these fig-
ures. By 2076 the current Socid Security program
would be underfunded by $3.23 trillion, in present
vaue terms. By contrast, even under Plan 1,
which makes no dructurd changes to Socid
Security’s revenue or benefit formulas other than
to incorporate optiona persond retirement
acoounts, Socid Security’s deficit is reduced to
$2.75 trillion, assuming that two-thirds of digible
workers choose to participate in persona
accounts. Under Plan 2, Socid Security would
have net assets worth $1.67 trillion, and under
Plan 3, $1.79trillion. All of thesefigures are pres-
ent vaues, thet is, the amount those future lump
UM assats—or debts—would be worth to indi-
vidudstoday.

Where from Here?

With the commisson's work done, where
does the Socid Security debate go from here?
The events of September 11, 2001, clearly
reshaped many of the government’s priorities,
pushing national security concerns to the front
burner, and rightly so.

That said, baby boomers will ill begin to
retire in 2008, the American population will
still continue to age, and low birth rates will
till reducetheratio of workersto retirees. Like
it or not, Sociad Security’s problems remain as
real and as pressing since September 11 asthey
were before that date. In fact, the latest report
from Socid Security’s trustees, released in
March 2002, shows the program’s long-term
cash deficits increasing, from $21.7 trillion in
the 2001 report to $23.9 in the latest edition.

If anything, the war on terrorism reminds us
that the federal government has other important
functions to accomplish, and alowing Socia
Security and other entittement programs to
grow out of control clearly threatens the gov-
ernment’ s ability to conduct those duties.

Some have treated Socid Security reform as
aluxury to be undertaken when the government
happens to be flush with cash. In fact, it is a
necessty that becomes even more important
when the government finds itself squeezed
between its various duties. Those who intro-
duced Socia Security reform plans before the
eraof budget surpluses understood this, and the
res of the reform community should as well.
The correct question isn't whether we can
afford to reform Socid Security, but whether

we can afford not to.

Nevertheless, dl of the commission’s pro-
posals demand an up-front investment. That's
what pre-funding is. putting aside extra money
now to save money later. When surpluses have
disappeared and their regppearance is question-
able, how can we muster the courage—not to
mention the cash—to move reform forward?

The common objection to the commisson's
plansis that they don't say where they’ll get the
money to fund thetrangtion. The quick answer to
thet is that reformers will get it from the same
place reform opponents will get the money to
keep the current system &fl oat, except they’ Il need
alot lessof it—up to 68 percent less, to be precise.

The more thoughtful answer is that tough
decisions indeed need to be made, but if we
make them now in the context of reforms using
persona accountsthey’ll be alot less tough and
be accomplished a lot sooner than if we don't.
Yes, there will be atrangtion period of moving
to persond accounts, but after that we're off the
hook. If we don’t move to persond accounts and
smply let the program stagnate, we're on the
hook forever. It isreform opponentswho need to
come up with the most cash, and most of them
refuseto put forward any proposasfor doing so.

At this point, the Social Security debate is
likeasporting event at which only oneteam has
shown up. The president has confronted one of
the most contentious issues in politics and
taken the heat for doing so. Congressona
reformers such as Reps. Jm Kolbe (R-Ariz.)
and Charlie Stenholm (D-Tex.), Sens. Judd
Gregg (R-N.H.) and John Breaux (D-La), and
Reps. Richard Armey (R-Tex.), Jm DeMint
(R-S.C), and Clay Shaw (R-Fla) have intro-
duced their own reform plans and continue to
fight for change. Each proposal hasits prosand
cons, but at least these reform plans are in the
public arena where the costs and benefits can
be discussed and assessed.

But where is Senator Daschl€e's reform plan?
What does Dick Gephardt think we should do?
Rep. Robert Matsui in press releases denounces
the commission’s proposdls, “1 could have done
this by mysdlf in two hours,”*" yet he apparently
hes't found any spare time in a 24-year con-
gressiond career to actudly sponsor alegidative
proposa other than one that would have the trust
fund invest in municipa bonds that pay alower
return than the fund' s current bonds.

Account opponents sometimes refer to the



reformers “secret plan,” but the biggest secret
is what they would do to address the solvency
and sustainability of a program that congtitutes
the biggest tax most workers pay aswell asthe
biggest source of income to most retirees.

This fact was made embarrassngly clear in
testimony before the commission by representa-
tives of the Campaign for America's Future, a
codition of persond account opponents who
were active in opposng the commisson. While
cdling for “bipartisan didogue,” the CAF took
every opportunity to poison the well of public
debate. Before the commission even met, the
CAF issued “biographies’ of the commissioners
that, for instance, described commisson co-
chairman Richard Parsons as having a “proven
track record as a corporate executive willing to
underminethe retirement security of hisemploy-
ess” Robet Johnson of Black Entertainment
Televison as “refusng to pay far wages' to
entertainers, and highlighted any and dl links
commisson members may have to the invest-
ment sector. Throughout the process, the CAF
issued press releases and published op-eds
charging the commisson with “ignoring key
critics of Presdent Bush's privatization propos-
d.” (As it happens, key critics of persond
acocounts such as Rep. Robert Matsui were invit-
ed to meet with the commission, in public or pri-
vate, but declined to do s0.)

Given these charges, one would assume that
when two leading members of the Campaign
for America's Future were invited to tedtify
before the commission, they would have come
prepared with constructive aternatives to per-
sond accounts. Indeed, a the commission’s
public hearing in San Diego it at first seemed
that specific options would be debated, when
CAF founder Roger Hickey stated:

It iswdl known thet there are proposas to
strengthen Socia Security without privatiz-
ing and without acrossthe-board benefit
cuts or tax hikes. They have been put for-
ward by many experts Henry Aaron, for-
mer commissioner Robert Bdl, economist
Peter Diamond & MIT, Dean Baker and
others. We should be debating the details of
these pragmatic plans, we believe™

What appeared less well known to Hickey
was that the plans he cited are far from lacking
“across-the-board benefit cuts or tax hikes':
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*Henry Aaon's proposal with Robert
Reischauer increases both the early and the
norma retirement ages as well as incressing
the benefit computation period, both of which
conditute across-the-board cuts in promised
benefits (and are termed as such by Aaron
and Reischauer); the Aaron-Reischauer plan
aso indudes increases in the maximum tax-
able wage, government invesment in the
gock market, and other changes.

* Robet Bdl’'s proposa with the 1994-96
Advisory Council on Socid Security would
increase payroll tax ratesin the future, reduce
annud cogt-of-living  adjustments, and
increase the benefit computation period,
aong with other changes such as government
invesment in the stock market.

® Dean Baker of the Center for Economic
and Policy Research would incresse pay-
roll tax rates on al workers as well as the
base wage on which taxes are levied.

® Peter Diamond of MIT would force state
and loca workersto enter the system; raise
the maximum wage subject to payroll
taxes; increase taxes on benefits and eimi-
nate the current tax exemption for low-
income retirees, index benefits for life
expectancy to about half the degreedonein
Plan 3; and phasein payroll tax increases.™
This proposal, however, has never been
fully analyzed for solvency.

Hickey eventudly acknowledged to commis-
soner Hdd Varges that his preferred course of
action was to reped the recent tax cuts passed by
Congress and spend the proceeds on non-Socid
Security programs, in hopes thet this would spur
economic growth and benefit Socid Security. The
probability thet additiona federd spending will
Spur economic growth isfor individuals to judge,
but it isworth pointing out that economic growth
would need to double for Socid Security to
remain technicaly solvent throughout the 75-year
actuarid sooring period. ™

Hans Riemer, Roger Hickey's colleague at
the Campaign for America's Future, exhibited
better knowledge of existing reform proposals
when he tedtified before the commission in
Washington, D.C., but he demondrated the
same lack of seriousness when it came to dis
cussing the dternatives to personal accounts.
Riemer offered general prescriptions, such as
repealing the recent tax cuts, increasing or

Itis reform
opponents who
need to come up
with the most
cash, and most
of them refuse
to put forward
any proposals
for doing so.



The commis-
sioners did not
claim that their

plans constitute
a free lunch.
Rather, they
merely main-
tained that there
proposals met
the president’s
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reform and are
superior to the
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removing the “cap” on income to which the
payroll tax applies, and investing the trust fund
in the stock market (this last option is particu-
larly puzzling given that Riemer smultaneous-
ly endorses the view that future stock returns
cannot exceed 3.5 percent annualy, which
would make trust fund investment practically
worthless in terms of achieving solvency).™™
When pressed for a more specific, comprehen-
sive plan that could be scored by Social
Security’s actuaries and compared with the
plans put forward by the commission, Riemer
agreed to do so, and reiterated this agreement at
later dates.™ In the end, though, Riemer never
delivered the promised proposal.

The commissioners did not clam that their
plans condtitute afree lunch. Rather, they mere-
ly maintained that their proposals met the pres-
ident’ s principlesfor reform and are superior to
the dternatives. Account opponents determi-
nation to keep those aternatives a secret
implicitly acknowledges that the commission-
ers are right. The sad dtate of the palitica dis-
cusson over Socid Security is reveded not in
reformers  disagreement with their opponents
policy proposals, but in the difficulty of dis-
cerning precisely what policy proposals reform
opponents actudly favor. Redigticaly, how-
ever, an unwillingness to embrace any reform
plan is an acceptance of the status quo. Thisis
fine, as long as everyone recognizes that the
status quo alows Socia Security to go broke.
Until both sideslay their cards on the table and
declare specificaly what they wish to do, there
islittle taking place in the way of debate.

Conclusion

The Presdent’s Commission to Strengthen
Socia Security took serioudy itstask to formu-
late proposals incorporating voluntary personal
accounts that would not merely ensure the sol-
vency of Social Security, but contribute to its
long-term sustainability as well. Sustainability
means more than making Social Security’s
assets equd its ligbilities in a bookkeeping
sense over a 75-year period. Reform must
ensurethat, in an overal economic and budget-
ary sense, Social Security truly saves for the
future, preparing the program and the country
to support a growing population of retirees
through 2075 and beyond.

The commission’s three reform proposals
represent a range of ways to use private, ind
vidually controlled investment to strengthen
Socia Security and to build assets and wedlth
for Americans who need them most. None of
the plansis perfect, and each congtitutes acom-
promise between commisson members. The
first gppendix includesthe author’ sown criteria
for reform, against which the commission pro-
posals can be assessed.

Nevertheless, al three commisson plans
move Socid Security toward a sustainable
future and contribute to the overall reform
effort. The commission’s Plan 2, in particular,
would alow workers to regain control over
their retirement savings while giving the feder-
a government the budgetary flexibility that
comes from a pension program that can live
withinits means.

In his 2002 State of the Union address,
Presdent Bush said that the fight against terror-
ism wasn't just our respongbility, but our priv-
ilege. That sentiment applies just as well to
Socia Security reform. It would be very easy to
St back and do nothing—to keep spending the
program’s surpluses and pretending the prob-
lem will fix itself, then feigning surprise when
it doesn’t. But to do so would sdll us al short.
Addressng Socid Security’s problems today,
making the tough choices now instead of pass
ing them off to others, is not just this genera:
tion's obligation, it isits privilege.

Appendix: Analytical
Framework

What followsisabasic analytical framework
of the primary policy issues that must be
addressed regarding Socia Security reform.
Answers to these four questions—whether to
fund, where to fund from, how much to fund,
and what to fund do not depend on any particu-
lar philosophical or ideologica beliefs.

Whether to Fund

The first question, whether to fund, asks
whether it is desirable to move away from
Socia Security’ s current pay-as-you-go financ-
ing, in which each working generation paysthe
benefits of the current retired generation, to a
funded status, in which each working genera:



tion accumulates and holds assets to provide
income in its own retirement. Note that, at this
stage, no digtinction need be made between
funding through a centra investment Strategy
or through persona accounts.

The advantage of pay-as-you-go funding is
that it can begin paying benefits quickly: the
Socia Security Act was passed in 1935 and the
program began paying out retirement benefits
just five years later. By contrast, a funded sys-
tem demands a full working lifetime before it
can begin paying full retirement benefits.'®

The advantage of afunded system is that at
any given time it pays a subgtantially higher
rate-of-return than does a pay-as-you-go pro-
gram. This rate of return difference is not sim-
ply the opinion of right wing economigts; liber-
a economists Paul Samuelson of MIT and
Henry Aaron of the Brookings Ingtitution estab-
lished during the 1950s and 1960s that a pay-
asyou-go system like Socid Security will pay
arate of return roughly equa to the growth rate
of the taxable wage base—that is, labor force
growth plus wage growth.”” From 1960 to
2000, this pay-as-you-go rate of return equaled
2.9 percent after inflation.

By contrast, the return to capital during that
same period was 8.5 percent after inflation.'®
The difference was not based on risk—both
“returns’ fluctuated over time—but on the eco-
nomic fundamentals involved.”® Peter
Diamond of MIT, aprominent opponent of per-
sona accounts, found that under typica cir-
cumstances the return from a funded system
should exceed that of a pay-as-you-go system,
and historically this difference has been wide™

The upshot is that a funded system, however
Sructured, can pay the same benefits a substan-
tidly lower cogt than a pay-asyou-go system.
This advantage goes for a funded defined-bene-
fit government-run system just as much asfor a
decentraized persona account program. Over a
45-year working lifetime, afunded system at the
historica return to capital pays benfits at one-
sixth the cost of a pay-as-you-go plan. Even a a
more modest return of 5 percent, which is closer
to what could be expected from an actud invest-
ment portfolio, thelong-term cost isjust half that
of apay-as-you-go system.'®

The conclusion then, based on the work of
economists opposed to persond accounts, is
that over the long term a pay-as-you-go system
issmply less efficient than afunded program.

41

Yet, while vadtly inefficient over the long
term, pay-as-you-go programs like Social
Security are highly efficient in the short term:
not in the sense that the program’s administra:
tive costs are low—though for the retirement
and survivors programs, they are—but in that
under a pure pay-as-you-go system al of the
money paid in today is used today to pay bene-
fits.'® There is no “waste, fraud, and abuse’ to
cut, no way to use the money actually pad to
retirees more efficiently. In short, to move from
an unfunded system to a funded system you
have to come up with additional funds. This
raises the obvious question, “From where?’

Where to Fund From

To move from an unfunded pension system
to afunded system, several sources of funding
are available. The first source, and the least
likely on alarge scale, is current retirees. If we
were to reduce benefits to today’s retirees,
workers could smply shift their payroll taxes
from supporting today’s generation to saving
for their own. But this would congtitute a
changing of the rules after the game has been
played, which most people would consider
unethical.® The fact that the current system
does not and cannot guarantee benefits does not
mean that policymakers should fund reforms at
retirees expense. Moreover, many retireeshave
few resources other than Socia Security, so
large-scale reductions in payments to current
retireeswould throw many into poverty. Thisis
hardly the goa of reform.

Some reform plans have adopted tax incress-
esasafunding source. Inone sense, it seemslike
an obvious solution: why not smply obtain the
money from the same place government gets al
itsother money? Although revenue increases are
feasible on asmdl scae, if not desirable from a
philosophical viewpoint, any tax increaseislike-
ly to fal on higher wage workers who dready
save large portions of their incomes. Because
these workers may reduce persond saving in
response to such atax increase, this route could
givethe gppearance of increasing saving without
actudly accomplishing it.

Similar objections apply to debt financing
thetrangition to reform. It is common sense that
you can't increase saving through borrowing.
The economic benefits of afunded system flow
from increases in saving, and increased saving

Reform must
ensure that, in
an overall eco-
nomic and
budgetary sense,
Social Security
truly saves for
the future,
preparing the
program and
the country to
support a grow-
ing population
of retirees
through 2075
and beyond.



means reduced consumption, at least in the
short term.™ Under a debt-financed transition
to “funding,” either based on personal accounts
or centralized government investment, the
increased benefits from the funded system
would be offset by higher debt service codts,
and the higher return from the funded system
would be offset by the rate of return on the out-
standing debt. Debt financing, again, gives the
appearance of economic pre-funding without
the substance.™

The fourth possible source of funding is
reductions in other government spending. It is
said that a government program is the closest
thing toimmortality on thisearth. Programs can
continue year after year because they benefit
the interests of those who sponsor them, even if
their net benefit to society and the economy are
small or even negative.

Recdlling the red return to capitd cited
before—8.5 percent after inflation—it is diffi-
cult to imagine many government programs
yielding this return at the margin, or even well
in from the margin. There are exceptions, of
course; as certain government functions such as
national defense or police forces are prerequi-
Stes to most nongovernment economic activi-
ties, basc government services presumably
produce average returns above those available
in the market.

In generd, however, exising estimates sug-
gest below-market returns from most public
investment. Paul Evans and Gregorios Karras
examined state government spending on educa
tion, highways, hedlth and hospitals, police and
fire protection, and sewers and sanitation, meas
uring whether increased government investment
in those functions raised state economic output.
In generd, they found the opposite “We find
fairly strong evidence that current government
educationa services are productive but no evi-
dence that the other government activities con-
Sdered are productive. Indeed, wetypicaly find
datisticaly negative productivity for goverr
ment capital.”™ Because the federa government
spends relatively little on education, we may
infer that the losses from reductions in federd
invesment spending would be outweighed by
gainsto Socia Security were those fundsinvest-
ed on its behdf.

From this perspective, the preferred route to
a funded pension system is through reductions
in existing or projected federal government
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spending rather than through increased taxation
or public debt. That said, though, how much
funding isdesirable? And thus, how big should
those reductions in spending be?

How Much to Fund

How much funding to seek is as much a
value judgment as an economic question. From
an efficiency standpoint, it stands to reason that
over the long term a public pension program
should be fully converted from an unfunded to
a funded status. Although some argue that a
mix of pay-asyou-go and funded financing
diversfies risks, it is my view that—all other
things being equal—the grester efficiency of
funded pensions outweighs the benefits of
diversification with pay-as-you-go financing.

That said, however, preferring funding over
pay-as-you-go is only haf the question. The
other hdf is, even in the absence of pay-asyou-
go financing, how much funding do we wish to
do? Do wewish to devote the entire 12.4 percent
current payroll tax rate to a future funded pro-
gram, or should we settlewith asmaller amount?

At the rate of return to capital, afunded pro-
gram can produce the same benefits as the cur-
rent system at a payroll tax rate of less than 3
percent. Assuming a 5 percent return, the
required payroll tax rate would be approxi
mately 6 percent, though a cushion would
obvioudy be necessary to account for fluctua-
tionsin the market. If we were devote the entire
12.4 percent payroll tax rate to afunded system,
theleve of retirement, survivors, and disability
benefits would be substantidly higher than
those produced by the current program. Many
workers, particularly those with shorter life
expectancies, would prefer greater consump-
tion opportunities during their working life
times to the higher level of retirement income
such aprogram would provide.

At the same time, more funding—that is
more saving today—requires more forgone
consumption today. Even assuming the trans-
tion is financed from current government
expenditures, the public has substantial senti-
mental and personal interest attachments to
many of these programs. Moreover, the further
one moves from government expenditures at
the margin toward the core functions of gov-
ernment, the higher the presumed return on
those programs and the greater the cost to pres-



ent generations of giving them up.

If the goal of apersonal account is merely to
fill the gap between Socid Security’s promised
and payable benefits, then an account can be
smaller gtill. However, while ardatively smdl
account may fill this gap, its long-term benefits
are aso proportionately smaler.

What to Fund

Itispossbleto go amost al theway through
the analytica framework with no significant
mention of persona retirement accounts. The
reason is that the economic case for a funded
Socid Security system has little to do with
accounts per se, and the public debate over the
costs and benefits of funding can teke place
outsde of the persona account context. Even
among account opponents there is a clear pref-
erence for funding over pay-as-you-go financ-
ing. For ingtance, the Clinton administration’'s
Socia Security proposds, first to invest the
trust fund in the stock market and later to pre-
fund through debt reduction, both acknowledge
the case for a funded pension system.

On a permanent basis, however, there are
only two viable ways to fund Socid Security.
Debt reduction is not one of them. Although it
has the same economic effects as other means
of funding, there is only a limited amount of
publicly held debt to reduce. Any large-scae
movement toward funding would soon exhaust
current suppliesof debt to retire.™ (No, it isnot
permissible to run up new debt for the purpose
of repaying it later).

Hence, theredigtic choicesfor afunded sys-
tem are between centralized investment of the
trust fund and decentralized investment through
persona accounts. The advantages of central-
ized investing are reduced administrative costs
and the spreading of investment risks away
from retirees and onto taxpayers. That may be
of value, since even under current demograph-
ic trends, the working population will aways
be larger than the retired population. Shifting
investment risk onto the working public may
encourage theretired or near-retired population
to lobby for more aggressive investment poli-
cies than taxpayers would be wise to bear.™

The main disadvantage of centralized invest-
ing isthat it risks political influence over capi-
tal markets. Commentators ranging from Al
Gore to Alan Greenspan have argued that the

dangers of politica investing are smply too
greet to be risked. Gore, a former supporter of
government investment, said, “The magnitude
of the government’ s stock ownership would be
such that it would at least raise the question of
whether or not we had begun to change the fun-
damenta nature of our economy. Upon reflec-
tion, it seemed to me that those problems were
quite serious”

Defenders of centrdized trust fund investing
ingst that no firewall will be left unconstructed
to safeguard the nation’s stock and bond mar-
kets from politicaly influenced investing of
trust fund reserves. That may be so at the begin-
ning, but others may soon find it in their inter-
ests to leverage the equity power of trust fund
investing to accomplish goas they see as
worthwhile. Few firewalls cannot be breached
if those assigned to preserve them are uncom-
mitted to the task.

Indeed, overseas experience confirms these
risks. A World Bank study of centralized invest-
ment of government pension reserves found
that in most cases investment returns did not
exceed those available from an ordinary bank
savings account. The principal reason, the Bank
found, is that investment decisions “are largely
determined by the mandates and redtrictions
imposed on public penson fund managers.
Asset dlocation decisons are largely political
and have little to do with any application of
portfolio theory. In short, the problem is that
investment policy is driven by political
motives.” Both Ireland and Canada began
investing their Social Security funds passively
but will soon begin active targeted investments
in infrastructure and domestic industries, rais
ing concerns that political concerns will trump
the financial needs of pensioners.

Personal accounts would largely bypass the
risks of political influence, as workers would
have the incentive to monitor the investment
choices available to them and protest any
manipulation of investment choices toward
nonfinancial goals. Moreover, persona
accounts, unlike centra investing, give workers
atrue property right to their retirement savings.
Individuals desiring low-risk investment choic-
es could opt for government bonds, making
their benefits truly backed by the full faith and
credit of the United States. Younger workers
could invest in equities or corporate bonds,
according to their needs and their willingnessto




live with risk. Persona accounts could aso
benefit those who, having shorter life expectan-
cies, do not fare aswell in the current systlemiin
which benefits are effectively annuitized.
Finally, asthe commission pointed out, person-
a accounts carry sgnificant nonfinancia bene-
fits, entirely separate from the benefits they
deliver. In testimony before the commission,
Washington University professor Michael
Sherraden summarized research on asset-hold-
ing that has been conducted using experimental
Individual Development Accounts. Among the
findings—

® Asset-holding has substantial positive
effectson long-term hedlth and marital sta-
bility, even when studies control for
income, race, and education."*®

®* Among participants in trial programs of
Individual Development Accounts, 84 per-
cent fed more economicaly secure, 59
percent report being more likely to make
educationa plans, and 57 percent report
being more likely to plan for retirement
because they are involved in an asset-
building program.**

® |ndividuas with investment assts, aswell as
their children, perform better on educationd
tests and reach higher educationd atainmernt,
even dter accounting for income.™®

* Single mothers and their children are less
likely to livein poverty if the mother came

from a family with asset holdings, even
after controlling for education and socio-
economic status.

® Saving patterns are passed on from parents
to children; parents who save are more
likely to have children who save, even after
other factors are counted. Hence, asset
holding could be ameansto establish long-
term patterns of greater saving."”

* Ninety-three percent of individuas with
Individual Development Accountssay they
feel more confident about the future and 85
percent more in control of ther lives
because they are saving. Approximately
haf of account-holders report that having
accounts makes them more likely to have
good relationships with family members,
and 60 percent say that they are more like-
ly to make educationd plans for their chil-
dren because they are greater saving.”

In this context, it is worth noting that the
commission’s Plans 2 and 3 ddliberately estab-
lished progressive persona accounts mostly to
build savings and wedth most among those
who currently have the least.

Opinions may differ, and policymakers and
the public must make up their own mindsin the
course of the political debate, but the criteria
outlined above establish a strong prima facie
case for funded persond accounts as part of a
larger Socid Security reform package.



Appendix: Specifications of Commission Reform Models

Model 1 Model 2 Model 3
Personal Accounts
Persond account Size 2% of wages 4% of wagesup to $1,000 1% add-on contribution plus2.5%
annually (indexed annually of wages up to $1000 annually
to wage growth) (indexed annualy to wage growth)
Voluntary Yes Yes Yes
Additiond contributions required? None however, Flan 1is None 1% of wages required to partici-
ageneric plan that can pate (subsidized through
accommodate new income tax system
contributions
Real return that makes individual 3.5% 2.0% 2.5%
better off with accounts than without
(SS defined benefit offset rate).
Accounts owned by participants? Yes Yes Yes
Accounts can be bequeathed to heirs? Yes Yes Yes
Participants can choose from amix Yes Yes Yes
of low-cost, diversified portfolios?
Contributions and account earnings Yes Yes Yes
splitting in case of divorce?
Traditional Social Security Benefits
New minimum benefit None By 2018, a 30-year minimum- By 2018, a30-year minimurmwage
wage worker is guaranteed worker isguarantead benefit equa
benefit equal to 120% of to 100% of poverty level (111%
poverty level, indexed a 40-year worker), indexed
annuadly to inflation. annually to wage growth.
Widow/widower benefits No changes Increased to 75% of couple Increasad to 75% of couple bene-
benefits (vs. 50% to 67% fits (vs 50% to 67% today) for
today) for lower wage couples lower wage couples
Changes to growth rate of traditional None specified Indexed to inflation instead of Indexed to gainsin average life
wages sarting for those turning expectancy (resultsin average an-
62in 2009 nud growth of 0.5% over inflation)
Additiona changestotraditiona None specified None specified @ Reduce bendfit for early

retirement and increase benefit
for late retirement.

® Gradually decrease the upper

bend point replacement rate from
15% to 10% starting in 2009.

Source: Excerpted from President’s Commission to Strengthen Social Security, final report.



Appendix: System Financing

Summary Results: Fiscal Sustainability Assuming

2/3 Participation in Personal Accounts (PA) Model 1* Model 2 Model 3 Current Law
1. Expected personal account assets in 2075 ($PV 2 trillions) $1.1 $1.3 $1.6 NA
2. Gainin total Social Security system assets at end of 2075
(Increase in Trust Fund + Expected PA Assets; $PV trillions) $0.5 $4.8 $5.0 NA
3. Reduction in cash flow regquirements from general
revenue relative to present law >* $1.7 $14.8 $11.3 $0.0
Reduction in 75-year totd (Sum of annual amountsin $2001 trillions) 7.7% 68.1% 52.2% 0.0%
Percent reduction versus current law (in $2001)
Reduction in 75-year total ($PVhillion/$trillions) -$0.2 $2.3 $1.7 $0.0
Percent reduction versus current law (in PV) -3.8% 45.0% 33.9% 0.0%
4. Social Security cash flow
With dedicated genera revenue (GR) transfers
Cash flow positive by end of valuation window? No Yes Yes® No
Income Rate (including GR Transfer)-Cost
Rate in 2075 (% of payroll) -4.56 1.41 0.12 -6.05
Without dedicated GR transfers *
Cash flow positive by end of valuation window? No Yes No No
Income Rate (excluding GR Transfer) Cost Rate in 2075 (% of payroll)  -4.56 141 -0.75 -6.05
5. Improvement in Actuarial Balance over 75-year period
Improvement with GR transfer (% of payroll) -0.32 1.99 1.88 0
Percent improvement with GR transfer -17% 107% 101%
Improvement without GR transfer (% of payroll) * -0.32 1.15 0.87 0
Percent improvement without GR transfer -17% 62% 47%
6. Transition investment
Assuming current law surplus not used for financing
$PV trillions $1.1 $0.9 $0.4
As % of GDP over years included in calculation 0.36% 0.49% 0.25%
Includes current law surplus available for financing ®
$PV trillions $0.7 $0.4 $0.1 NA
As % of GDP over yearsincluded in calculation 0.29% 0.33% 0.10% NA

Source: President’s Commission to Strengthen Socia Security, final report.
1. Moddl 1 does not include additional transfers to maintain actuarial balance.
2. PV = present value.

3. Cash flow requirements include only general revenue required in any year to maintain solvency.
4. Taxes on benefits and on PRA distributions are treated as Social Security revenues, not generd revenue.

5. Includes new dedicated sources of revenue.

6. Improvement in actuarial balance would be +1.50 percent of payroll if new dedicated sources of revenue are included.
7. Unified budget concept: Difference between income and cost of proposed moddl versus present law.
8. Reflects extent to which negative balance in any year is more negative than under current law.
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