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Introduction

Mr. Chairman and members of the Committee, thank you for the invitation to testify before you
today on budgetary tradeoffs and trangtion costs related to Socid Security in our aging society. You
are to be congratulated for taking up this extremely important matter now. It istime that the American
public began to understand the scope of the Socid Security financing issues that we face as we look at
the pending retirement of the baby boom generation and beyond. Some analysts who are involved in
the current discussion regarding Socia Security would have us believe that they have away of reforming
the program that would eiminate trangtion costs.

| have spent much of the last thirty years studying the implications of the baby boom generation
on our Socia Security system. | have written two books on Socid Security. | have testified many times
before this and other congressiona committees on the subject and submitted to questions from them. |
have discussed and debated various points about the system with many, if not mogt, of the prominent
andysts who have been involved in the evolution of Socia Security policy over the last two decades. |
served as amember of the 1994-1996 Advisory Council on Socia Security. | am currently a member
of the Socia Security Advisory Board that recently issued areport on Socid Security financing. My
conclusion from al this sudy, discussion, and debate is that thereis no way the current Socid Security
system or any dternative structure can survive the baby boomers retirement period without our society
incurring substantia trangition codts. The trangition costs associated with moving from our current

system to an dterndtive one arise to a very sgnificant degree, because the current system isfacing a



subgtantid financing deficit. That underfunding will require additiond financing whether we gay with a
current law structure for the system or some dternative.
The Nature of the Social Security Financing Problem under Current Law

The present vadue of the underfunding of the Old-Age and Survivors and Disability Insurance
(OASDI) benefits defined in current law is gpproximately $3.2 trillion as estimated by the Socid
Security actuaries. Thisisthe difference in the present vaue of obligations under current law and the
current trust fund baance plus the present vaue of future tax collections for the syslem. This number
says that the OASDI trust funds today are $3.2 trillion short of what they would have to be for usto
maintain the benefits now defined in law with workers and employers continuing to pay taxesin the
future in accordance with current law.

If we put off addressing the imbalance in the current system until 2016 or 2037 or any other
future date, the $3.2 trillion shortfdl in current law will be much larger. The reason is that the discounting
period that is used in caculating the present vaue of future shortfals will be much shorter. Inthe
discussions about solutions to our Socid Security problem we often hear about the magic of compound
interest as a potentid solution to our financing dilemma. A dollar invested over asgnificant period of a
worker's career has the potentid to pay severa dollars of retirement benefits. Rarely in this discusson
do we hear that compound interest caculations play the opposite role in defining the magnitude of the
problem we face. An unfunded dollar's worth of benefits that has been earned at age 40, or even age
50, becomes severd dollars worth of promised benefits at age 65. If there are no funds backing those

promises a age 40 or 50, compound interest works againgt the system not for it.



Some people have taken to heart implications of compound interest on our Socia Security
system and advocated that a portion of the OASDI trust funds be invested in the stock market in order
to garner higher returns. There is consderable debate over how such investment might be
accomplished. Some andysts and policymakers advocate that the trust funds invest directly in the stock
market like any other pension plan. Others advocate that such investment be accomplished through
individual ownership of Socid Security accounts and self-directed investment. At the heart of which
option people prefer is a debate about whether it isfeasble and desirable for afedera government
entity to own asignificant share of private capita. Some andysts question its desirability.! Others
bieveit is appropriate.

Ultimatdy whether Socid Security trust funds will buy and manage an equiity portfolioisa
politica debate that will have to be resolved by the U.S. Congress. It isnot anew debate. The origina
Socid Security Act included funding provisions that were strongly advocated by President Franklin D.
Roosevet. Roosevet ingsted that his Socia Security program be financed through employer and
employee contributions and that it not include any generd revenue financing. In addition, he indsted that
its benefits were to be fully funded by the end of an initid trangtion period spread over 30 to 35 years.

There were concernsin the early days of Socid Security's history about the potentid size of the trust

1 Joan T. Bok, Ann L. Combs, Sylvester J. Schieber, Fidd A. Vargas, and Carolyn Weaver,
"Restoring Security to Our Socid Security Program,” Report of the 1994-1996 Advisory Council on
Social Security (Washington, DC: Socid Security Administration, 1997), pp. 126-129.

? Peter Orszag and Robert Greengtein, " The Greenspan Concern over Public Ownership of
Private Assets: Can the Socid Security Trust Fund Safely Own Such Assets?' Washington, DC: Center
on Budget and Policy Priorities, February 26, 2001.
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funds and how they would be invested. These concerns led Senator Arthur VVandenberg and othersto
support pay-as-you-go financing of the program over the funded gpproach that Roosevet strongly
advocated until his death. By the mid 1950s, the god of funding the system was abandoned and the
question of whether the trust funds could invest in anything other than government bonds was never
resolved. But one of the mgjor reasons that President Roosevelt and his associates did not prevail in
their efforts to fund our Socid Security system was because they could not convince Congressthat a
trust fund that would pay off dl federd debt and invest in the economy was desirable.

Assuming for the sake of discusson that some portion of the trust funds could be invested in
equity markets and that the portfolio could be centrdly managed, it would change the timing of avariety
of eventsrelated to Socia Security financing as reflected in Figure 1. Such a policy would help address
Socid Security's current funding shortfal but it would not resolve the current law deficit. The trust fund
accumulation with "bonds only™ in Figure 1 is derived directly from the projectionsin the latest Trustees
Report. The "with stock accumulation is based on the assumption that surplus assets accruing from tax
revenues garting in calendar year 2002 would be invested in an equity index portfolio until 40 percent of
the total trust fund balance was invested there. In deriving the estimate, | assumed that equities would
generate returns at arate of 4 percent above the bond return rates assumed by the actuaries. At the
end of each subsequent year after the year-end balance in equities exceeded 40 percent of the
combined trust funds, | assumed there would be a rebaancing of the funds so the equity fund would

hold 40 percent of the totdl. Thisis about as aggressive a proposa of investing trust fund assetsin




equitiesas | am aware of and corresponds with the recommendation made by Robert Bl during the

deliberations of the 1994-1996 Advisory Council on Socid Security.

Figure 1. Social Security Trust Fund Balanceswith and without Equity Investment
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Source: Derived by the author from the 2001 Annual Report of the Board of Trustees of the Federal Old-Age and
Survivors | nsurance and Disability I nsurance Trust Funds(April 2001).

The net effect of this dternative invesment strategy on the trust funds would be to extend the
date at which the trust fund would actudly start selling assets from 2025 to 2034. It would extend the
date of depletion of the trust funds from 2037 to 2048. This projection does not take into account the
volatility in stock returns and, in that regard, does not show the range of potential outcomes that might
be achieved. In fact, some economists till believe the market is overpriced and suggest that we could
have as much as a decade with lower returns before returning to alonger historical mean return
tendency. If the assumption on red return from stocksis reduced to 4.5 percent just for the first decade

of the investment period and then restored to 7.0 percent instead of using the 7.0 percent for the whole



period in deriving Figure 1, the date a which the trust fund would be depleted would be 2045 instead of
2048. In any event, the projections show that even ardaivey aggressve policy of investing in equities
isnot likely to fully resolve Socid Security's long-term financing problem.

From afederd budgetary perspective, the implementation of apolicy that resulted in the
accumulation of equities under this scenario would result in stock purchases with anomina vaue of
nearly $1 trillion dollars over the coming decade. This would reduce by an equivaent amount the
federd debt reduction that would be accomplished by continuing to pursue current investment policies
with Socid Security trust funds. After about a decade, the flow of funds from the equity accounts
would be reversed, assuming that the god of limiting total equity investment to 40 percent of tota trust
fund assets was enforced.

While pursuing arevised investment strategy of this sort might improve the long-term financing
of the Socid Security trust funds, it would have no practicd effect on the overal economy's ability to
pay for the benefits provided under current law. The reason is that the purchase of equities for the trust
funds would be a the expense of sdlling additiona bonds to the public or buying back fewer bonds than
under the current funding gpproach. The trust fund would be swapping bonds for equities and someone
on the other side of the transaction would be doing just the opposite. If the trust fund redlized a higher
return as aresult of this swap, someone on the other sde would redlize an offsetting lower return.
Another possible outcome is that there would be some equdizing of returns between stocks and bonds
as stockholdersingsted that the government pay them higher interest in order to get them to swep their

stocks for the bonds the trust funds would otherwise own.



| believe from a generd policy perspective, any solution for the Socid Security funding shortfdls
we adopt should help not only resolve the potentid depletion of the trust fund but dso enhance the
economy's ability to deliver retirement security for the baby boomers. Thereisfairly broad agreement
that some form of additiona savingswill be required to do that. These savings can be achieved by
increasing the revenues flowing into the system, decreasing the expenditure rate or some combination of
thetwo. To the extent that new saving is created it will lead to greater pre-funding of benefits than has
perssted inthe past. At the same time, new saving should lead to enhanced worker productivity and
larger levels of output from our economy, thus reducing the relative burden the retirement of the baby
boomerswill put onit. Additiond savings can help in dmost any case but there is considerable concern
that any new savings be used as efficiently as possible. The chdlenge that policymakers face, then, in
deviang Socid Security reform options is finding options that will enhance our nationd savings rates and
put the added savingsto good use. There are different perspectives on how to meet that challenge and
these have led to a number of dternative proposas on how to modify the current system.
Social Security Reform Options and Transition Costs

Much of the current debate about Socid Security reform is being conducted around the concept
of “privadization.” Thisterm has come to have so many meaningsthat it is confusing the discusson
about the various ways we might reform the first tier of our nation’ s retirement system. Part of the
Socid Security reform debate is over the desirability of greater funding of the system than is provided
under current law. Here there seems to be more agreement across various parties involved in

discussions about Socia Security reform than often is gpparent to the public. Another part of the



debate is whether we should continue to have compl ete dependence on the defined benefit approach in
current law or should move more toward a defined contribution system. Here there is Sgnificant
disagreement and the rhetoric about the aternatives may be complicating our rationa consideration of
our dternatives and isdmogt certainly confusing the public about the options we face.

To help darify the discussion about Socid Security reform that is underway in this country
today, consder our reform options within the context of Figure 2. It defines the policy field of choices
we face by bringing together the issues of funding and plan structure. Currently Socia Security isa
defined benefit (DB) program that has largely been financed on a pay-as-you-go bass up until now. If
it were funded purely on a pay-as-you-go basis, it would reside a the southwest corner of the figure.
Since 1983, we have structured the program to deviate somewhat from pure pay-as-you-go and we are
now accumulating atrust fund. Despite atrust fund of more than atrillion dollars today, the present
vaue of future obligations are currently projected to outstrip that trust fund and present vaue of future
revenues to the tune of $3.2 trillion over the next 75 years as discussed above.

Some policy advocates would have us return to dmost pure pay-as-you-go financing. For
example, Senators Daniel Moynihan and Bob Kerrey’ s proposed legidation in the last congress that
would adjust payroll tax rates and benefits within Socid Security so it ran on a Stricter pay-as-you-go
bassinthefuture. Ther proposa would achieve this by cutting payroll taxes in the short run and then
letting them rise again as the baby boomers moved into their retirement period. Most of the adjustment

in the program under their proposa would be made in the form of benefit cuts.

Figure 19.1: Policy Field of Social Security Reform Options
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Other policy andysts would have us maintain the current DB structure but attempt to fund it
more than now. They propose partid funding because the interest on the accumulated fund would help
to lower the payroll taxes needed to pay future benefits. If their proposals were adopted we would stay
on the western boundary of the policy field but move north from the corner. The accumulation of funds,
of course, would raise questions about what to do with the money. Higher average rates of return in the
stock market relative to government bonds leads proponents of this gpproach to suggest that some of
the proposed funding should be invested in equities. Many policy andysts oppose this gpproach
because they do not believe the government can accumulate wedlth to the extent implied, and if it did,
they are concerned about governmentd intrusion into private capital markets.
Thereisathird set of policymakers and policy andysts who would move more toward the
defined contribution sde of the policy field. Most of these claim that their proposals would end up with

additiona funding of our pension system athough some of these proposa's have been criticized because
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they would rdy dmost purely on higher returns to achieve this added funding rather than additiond
savings. The net effect of a defined contribution system that does not increase nationa savings but does
invest in equities would be no different than that of a defined benefit system that investsin equities
without creating added savings. Many of these proposas have also been criticized because the cost of
administering the plans would be higher than for staying under the defined benefit modd. | believe
legidative proposals put forward by Senators Judd Gregg (R-NH) and John Breaux (D-LA) and smilar
proposds would largely overcome the adminigrative efficiency concerns but thet is the subject of
another discusson.
What Have Other Nations Done About This Problem

One of theinteresting things about the provision of retirement income security around the world
isthat many countries have changed ther retirement systems significantly in recent years because they
are facing the same or worse demographic chalenges than we do. These countries are interesting case
studies because they dl started with defined benefit plans that were predominantly funded on a pay-as-
you-go bass. They dl changed the postioning of their retirement systemsvisavisthe policy fidd
location. In Figure 3 and the following discussion, | focus on four specific countries. They have each
approached their penson reforms differently. | have chosen them because they offer arange of solutions
that have been chosen. Other countries could be substituted for each chosen here. In my choosing the
countries that | have chosen, | am not advocating anything that any of them have done in reforming their

gsysems. Infact, there are some things that some of these countries have done that | would recommend
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agang usdoing. | smply offer them so | can more easily discuss some of the design and trangition
issues we face in addressing our own Socid Security reform options.

Figure 3: Location of Selected Nationsin Providing Retirement
Income Security on the Policy Field of Social Security Options

Full

Funding
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The reformed Canadian penson system is shown in the field as being a defined benefit plan but
having some funding. Until 1998, the system was run largely on a pay-as-you-go bass. The
accumulated fund behind the plan was equivaent to two years of benefit payments, quite smilar to the
U.S. Socid Security system holdings at thistime. The Canadian system is atwo-tier program with
universa digibility for the bottom tier but with a“claw-back” provison—i.e., ameans tes—for retirees
with subgstantial income. The second tier of the system is known as the Canadian Pension Plan (CPP).

At the end of 1997, the contribution rate for the plan was 6.4 percent of covered pay. Legidation
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adopted in 1998 will increase the payroll tax to 9.9 percent of covered pay by 2003 whereit was
projected to be leve theresfter.

The sgnificant increase in the payroll tax under this legidation, coupled with some moderate
benefit adjustments, was based on the estimate that the system’ s costs would reach 14.2 percent of
covered pay by 2030. The accelerated increase in the tax and benefit modifications were an attempt to
pre-fund some of the obligations that will accrue between now and 2030. The god is to take advantage
of the returns on accumulating assets to help defray some of the costs of the system as Canada' s baby
boom generation makes its claim on the system. In the coming years, the trust fund is projected to grow
to roughly the equivdent of five years of benefits. The intent isto invest the fundsin a diversfied
portfolio of securitiesin the hopes of getting higher returns than on the government bonds in which the
fund had been invested in higtoricaly.

Sweden is shown in the figure as having a system with some funding but having retirement
benefits provided purely from a defined contribution environment. Thisis based on reforms adopted
during 1998 and being phased in on agradua basis. Their old plan was a pay-as-you-go financed
defined benefit plan. People born in 1937 and earlier will receive their pension under the old system.
Those born between 1938 and 1953 will receive part of their retirement benefit based on the old system
and part on the new based on agradua phasing out of the old benefit and gradud phasing in of the new.

Thaose born in 1954 and later will receive benefits purdy under the new system. The placement of
Sweden on the palicy fidd is arepresentation of where the retirement system will be once the new

provisons are fully phased into operation.
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Sweden' s revised retirement system requires contributions of 18.5 percent of pay on earnings
up to $37,000 per year. Of that, 16 percentage points of the contribution are used to finance current
benefit paymentsto retirees. The extra 2.5 percentage points are contributed to a“ premium reserve
account,” afunded account, that will earn interest during aworker’s career. The worker can choose an
investment manager for hisor her account. Since roughly 85 percent of the total contributions are il
used to finance pay-as-you-go benefits, | have only plotted Sweden’s position about 15 percent of the
way up the funded dimension of the policy fiedd. Workers contributions under the pay-as-you-go
element of the new system are credited to individua accounts based on each individua worker's
earnings level and taxes paid. The account is also credited with an interest accrual each year thet is
equd to the rate of growth of incomesin the economy. Since the contribution is actualy spent to
finance current benefits, these accounts are phantom accounts in that they do not hold accumulating redl
wesdlth. Accounts of this sort are often called “notiona” accounts. At retirement, aworker’ s individua
account will be converted to an indexed annuity. Theindex isthe average income growth in the
economy. The Sze of the initid annuity will be based on the life expectancy of the birth cohort to which
the worker belongs and his or her age at retirement.

People can retire as early as age 61 under the new system and will receive a benefit that is 72
percent of the benefit they would receive by waiting to age 65 to sart taking their penson. If they wait
until age 70, their benefit would be 157 percent of the age 65 benefit. The incentives to work extra

years are clearly stated and are there for workersto take or leave. By moving to a defined contribution
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system of this sort, the effects of increasing life expectancy are automaticaly recognized by the system.
The issues to setting normd retirement ages through politicd deliberation are dso largely diminated.

| have depicted the United Kingdom as being somewhat in the middie of the policy field on
socid security provison and financing. The United Kingdom has atwo-tier public retirement system
with voluntary employer-sponsored pensions as the third tier. The bottom tier of the U.K. system isthe
Basic State Penson, afloor old-age benefit that everyone qudifiesto receive. The benefit at the end of
1997 was around $100 per week, about 15 percent of the average wage for full-time male workers.
The second tier of the U.K. systemis called the “ Supplemental Earnings-Related Penson Scheme’ or
SERPS for short. Since Margaret Thatcher was prime minister of the United Kingdom, the government
has alowed workers to opt out of this second tier of their system, and today about 83 percent do so.
These workers are required to use employer-based pensions or persona pensionsif they opt out of the
date provided system. In that regard, the SERPS program establishes the minimum benefits or
contributions that must be provided for by workers who opt out of the state program.

The reason that | put the United Kingdom roughly in the middle of the policy fidd is because the
benefits for workers who contract out of the sate plan are funded, so some of the overdl system
benefits are funded and some are not. Some of the benefits are provided through empl oyer-sponsored
defined benefit plans but the indexation provisons for benefits for workers who leave jobs prior to the
end of thelr career make them essentidly the equivaent of defined contribution arrangements. In
addition, the trend in the United Kingdom away from defined benefit and toward defined contribution

plans a the employer level are following those in the United States. It is possible to quibble that we
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have the United Kingdom placed alittle too low or too high on the funding scale, or too much toward
the DB or DC ends of that dimenson. The point isthat they are well out in the middle of the policy fied
intheir provison of retirement security to workers.

The gpproach to Socia Security reform that has received by far the most attention by the press
and policymakers around the world in recent yearsis that of Chile. Chile’'s 1981 reform of its pay-as-
YOU-gO retirement system was revolutionary a thetime. The government basicdly transformed its pay-
asyou-go defined benefit system into private individud retirement accounts that are mandatory, fully
funded, fully vested, and completely portable. Because of its structure and nature, it is placed toward
the upper right hand corner of the policy field in Figure 2. Workers must contribute 10 percent of
earnings to thelr retirement accounts. Currently they can choose from ardatively narrow number of
funds offered by highly regulated, specidized fund management companies. Workers are aso required
to purchase term life insurance and disability insurance, offered by the same pension managers. The
combined contributions covering retirement, life and disability insurance, and adminidrative expenses are
about 13 percent of payroll, roughly comparable to contributionsin the U.S. system for retirement,
survivors and disability benefits. Upon retirement, Chileans can choose between a phased withdrawal
of their account balances or an inflation-indexed annuity sold by insurance companies. | did not put the
Chilean system in the extreme northeast corner of Figure 2 because they ill have certain guarantees
that underlie workers defined contribution accounts, thus retaining an eement of pay-as-you-go

financing and defined benefit structure.
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Transtion Costs Associated with Social Security Reform Options

One of the issues that has generated considerable controversy in the consideration of Socia
Security reform for the United States is the issue of the trangtion costs associated with such reform. At
timesit is possble to get the impresson that any change from doing exactly what we do today has
tremendous costs associated with it but staying with it does not. That is hot the case since the current
benefit sructure is underfunded in present value terms to the tune of $3.2 trillion over the next 75 years.
In moving to current law from something dsg, it is only possible to estimate the trangtion costs of doing
30, how to pay them, and the incidence of those costs within the context of specific proposads. There
are anumber of proposds that have been put forward for reforming our Socid Security system that
alow usto assesstheir trangtion cost implications.  Before addressing them, aword on what other
countries have done will help to provide context for our Stuation. Most of the trangtion financing
gpproaches that have been used in reforming Socid Security systems el sawhere in the world have been
congdered in one or the other of the reform options that has been discussed here in the United States.

In Canada, most of the trangtion of moving to their increased funding of their nationd defined
benefit plan is being borne through increasesin payroll taxes. Most of the burden will fall on current and
future workers. Sweden has adopted a combination of benefit adjustments and increased contributions.
On the benefit Sde, they are not only moving toward a system where benefits depend on each worker's
lifetime contributions and age & retirement, they are implementing a specid adjustment factor that will
keep expected benefits in line with expected contributions over time. If the former exceeds the latter,

retirees will smply have their benefits reduced by the ratio of the two. The adjustments are going to be

16



impaosed on future retirees on a phased basis with the full effects being implemented for workers born
from 1954 onward. In part, the added contribution for the funded individual accounts isto make up for
some of the benefit reductions future retirees will incur. Part of the reduction will be covered by the
contribution themselves and part by the earnings on these contributions over workers careers. In other
words, they are trying to cover the trangtion costs on the benefit sde with added contributions that
workers will make into individua accounts. The United Kingdom is basicaly phasing out the support
provided by its basic penson on agradud basis by price indexing the initia benefit over time rather than
wage indexing it. This reduces the wage replacement capacity of the benefit over time. The cost of the
trangtion will be largey borne by future retirees. To the extent that they will be relying more on a
funded pension in the future, they are reducing the redistributive nature of the current system. Other
elements of their wdfare system may make up for thisto a greater extent than ours would. Chile has
used surpluses in the generd government budget to continue paying resdud pensions under the old
system while they dlow workers to accumulate the wedth to finance their own benefits under the new
one. Chile's population age structure is much younger than that of the United States and the reltive
cost of this approach is reduced accordingly.

In the United States we could attempt to rebalance our system aong the lines proposed by
Senators Moynihan and Kerrey as discussed earlier. They proposed making the system more
dynamicaly pay-as-you-go thanitisnow. They have recommended that this be largely accomplished
by reducing benefits over time. Alternatively, we could legidate that the payroll tax rate Smply increase

as the age structure of our society drives up benefit costs. If we do any of these things, the present

17



value of benefit reductions or tax increases will have to sum to $3.2 trillion to restore actuarial balance
to the system. Tax increases will be absorbed by workers and the incidence of the cost will depend on
the nature of the tax increase. Increased payroll tax rates will be spread broadly. Taxation gpplied to
higher levels of earnings than now covered would concentrate the increased taxes on higher-level
earners.

Benefit reductions will be absorbed by retirees and would likely be disproportionately
concentrated on future retirees. | reach this conclusion by reading prior history. When we have
amended Socid Security benefitsin the past we have invariably made a bigger adjustment to future
retirees benefits than to those aready retired at the time the adjustments were made. | do not want to
get into the debate about whether the trust fund holds real assets or not, but | will assert that when the
Socia Security expenditures start to exceed the tax collections there will be tremendous budgetary
pressure on Congress to bring the two back into balance. Expenditures will not exceed tax revenuesin
OASDI until 2016 according to current projections but that iswell within the normd life expectancy of
most people retiring under the program this year.

Let's assume for discussion purposes that we defer making any changes to the system until
2020. Inthat year, expenditures will exceed tax revenues by 12 percent. | believeit ishighly unlikely
that we would consder having an across the board reduction in benefits of 12 percent at that time. We
are not going to cut the benefits of people in their 70s and 80s by 12 percent, even on a prospective
basis. But the mass of people that will be drawing benefits in 2021 and even the mgjority of people

drawing benefits in 2030 may be retired by 2020. If we want to cut benefits enough in 2020 to make
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up the financing shortfal but largely exempt those dready retired, we will have to reduce their benefits
by much more than the average underfunding at that point intime. While the tax revenue shortfal in
2020 may only be 8 percent of expected benefits, for people retiring that year, revenues over their
retirement life expectancy will fal more than 30 percent short of benefits defined in current law. If we
delay deding with thisissue but ultimately decide to ded with it on the benefit Sde of the equation, the
trangtion cods that future retireesincur will be much greater than the average funding shortfals
themselves suggest.

What would investing the trust funds on a centralized basis do to reduce the trangtion cost
burden that workers and retirees would incur? In the 1994-1996 Advisory Council on Socia Security
ddiberations, Robert Ball proposed an option that was amost identical to the one | discussed earlier.
At that time, the Socid Security actuaries estimated that the proposed swap in government bonds for
equities would reduce the financing deficit by 0.82 percent of payroll.® Using this as a back of the
envelope estimate of the current effect if we were to implement such a policy, it would reduce the
current estimated deficit from 1.86 percent of covered payroll to 1.04. If we start with an unfunded
liability of $3.2 trillion as estimated by the actuaries, the dternative investment strategy would cover
about $1.4 of it and would leave aresdua $1.8 trillion to be addressed through other tax or benefit
mechanisms.  If we pursue this policy, however, without cregting new savings, the $1.4 trillion that the

trust fund gains from the equity investment would be a cost imposed on other investors who would get

% Report of the 1994-1996 Advisory Council on Social Security (Washington, DC: Socid
Security Adminigtration, 1997), p. 181.
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reduced returns on the new bonds they would be holding. Unless policymakers put on the table how
they would cover the remaining $1.8 trillion in unfunded liability over and above the returns on equity
investment, the investment swap would actudly return much less than the $1.4 billion esimated here.
The reason isthat Bal's proposa included a variety of other eements that would keep the trust funds
from being depleted during the 75-year projection and thus would result in equity investment for the
whole vaduation period. If we don't do anything else, the system till would run out of money by 2050
and there would be no equity returns beyond that.

What about using generd revenues to cover the financing shortfal? This strategy would not
change the cogt of trangtion, it would merely didtribute it differently than by using more traditiond
methods that have been used to adjust Socid Security in the past. 1t would aso raise some fundamenta
guestions about the program that date back to itsinception. Franklin Roosevelt was adamant that his
Socid Security program not be financed with generd revenues. He was convinced that doing so would
change the nature of the program to that of means tested welfare--what he characterized asthe "dole.”
The issue of generd revenue financing has been raised repeatedly throughout the hitory of Socid
Security and has consgtently been resisted for two reasons. Thefirgt isthat payrall tax financing puts a
good governor on the program limiting the appetite of participants and of policymakers for benefits
largely paid to middle class members of our society. The second isthat if these benefits are thrown into
the cauldron of annud budget negotiations on our nationd priorities, they will ultimately become much

less secure than they have been under the current contributory structure.
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Why will increases in persona savings help to solve this problem more effectively than any of
the other options discussed thus far? There are two reasons, one microeconomic and the other
macroeconomic. |f aworker regularly contributes to a funded retirement account tarting at an early
age, say 21 years of age, and continues to contribute to that until reaching retirement, say a age 65,
under reasonable assumptions, 60 to 75 percent of the accumulated funds at retirement will be from
interest earnings. In an economy where thereislittle or no growth in labor supply and where the return
on assets regularly exceeds generd wage growth, a savings based system will generate larger benefits,
on average, than a wage-based pay-as-you-go retirement system. The savings that workers do in such
a system can be used to grow the capita base of the economy over time and to help improve the
productivity of workers. Higher leves of productivity reduce the relative burden of providing for a
dependent population. Both the micro and macro effects of funding a share of our Socid Security
system have the potentid to reduce the costs of financing that system.

Doesn't expecting that workers do additional saving add to trangtion costs rather than reducing
them? If we use the current mode of financing Socid Security benefits primarily on a pay-as-you-go
basis, we have to come up with $3.2 trillion in present vaue terms to get the program back into balance.

In the current system amogt al of that amount would come out of elther added taxes on workers
wages or reduced benefits for retirees. 1f we can begin to save some added amount, then the added
savings will generate interest returns that will dso help to pay off part of the $3.2 trillion. By saving and
earning returns on those savings, we can reduce the direct burden on workers or retirees. The more

savings we can generate, the more interest returns can help to work us out of the current funding deficit.
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Why not do the added saving and pension funding through the centraized defined benefit plan
with the trust fund investing some of the new funding in the equity markets? | persondly bdieve that
such an investment policy will smply creste one more area of politica tenson in our country that isill
advised. | sat acrossthe 1994-1996 Advisory Council on Socia Security table and heard one of the
members representing the organized labor community say that investment of these trust fundsin equities
would be okay as long as they were invested in companies that build American and buy union.
Ultimately the senior management of the AFL-CIO came out againgt such investing. | believe here are
aso conflict of interest issues that would invariably ariseif this policy were pursued. If investing in
equities by the trust fund is to be a serious option, then proponents for it in the repective houses of
Congress should cdl for adiscusson and vote on the "sense of the Congress' on the matter. If thereis
no way thisis going to be serioudy consdered then we have to find dternative ways of resolving the
Socid Security financing issues.

Moving from a pay-as-you financed retirement system to one that is funded will be somewhat
akin to changing from renting your home to buying it. During the initia period, & leest, there may be
some added annud costs with buying the home, but in the long term the owner ends up better off than in
renting. Asin buying a home, there may be a period where some form of mortgage will be required to
facilitate the transaction. But in the long term, the god of any reform should be that such a mortgage be
fully paid off. When that is accomplished, the ongoing cost of afunded system should be considerably

lower than the current one.
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President George W. Bush and Social Security Reform

During his presdentia campaign, George W. Bush repestedly indicated thet if elected he would
form acommission to put together a Socid Security reform proposal subject to a set of principles that
he stipulated. These included that no current beneficiaries or people close to digibility status have their
benefits cut, that the disability program be left asis, that there be no new taxes, that the system include
some form of individua accounts, and that it be voluntary. His statements gave the impression that he
favored individua accounts that would receive at least 2 percent of covered payroll. He has now
gppointed a commission, as he said repeatedly that he would during his campaign, and the members
have now set upon their task with agreat dedl of public and politica scrutiny.

Without the Bush Commission specifying any inkling of a plan there dready has been agreat
ded of criticism of this commisson and its members. For example, one widdy cited andysis of the
commission's activities to date concludes that: "diverting revenue from Socia Security into individua
accounts would exacerbate Socid Security's projected long-term deficit by reducing the revenue
available to the system.” No one can possibly know what setting up an individual account program will
do to the long-term deficit of Socid Security without knowing the details of the plan. If the use of Socid

Security fundsin the creetion of an individud account is exactly offset by adjustments to the resdua

* Henry J. Aaron, Alan S. Blinder, AliciaH. Munndl, and Peter R. Orszag, "' Perspectives on the
Draft Interim Report of the Presdent's Commission to Strengthen Socid Security,” (Washington, DC
and New Y ork: Center on Budget and Policy Priorities and the Century Foundation, July 23, 2001), p.
9.
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Socid Security benefits, then the creation of an account will have absolutely no effect on the projected
long-term deficit of the system.

This same andys's concluded that: "Since an individua account system would favor people who
live longer and would include a benefit formulathat does not favor lower earners, it would be regressve
on alifetime basis'® Once again, a conclusion has been drawn about a plan that the Bush Commission
might devise without oneiota of information on what the memberswill propose in terms of a plan
dructure that might include more reditribution than the current system. | have persondly been centrdly
involved in the development of a Socid Security reform proposal that would be as redigtributive asthe
current system if not more s0. The proposal that was originaly put forward by Senators John Breaux
and Judd Gregg and Representatives Jm Kolbe and Charles Stenholm (BGK'S) would provide a
poverty benefit to anyone who worked afull career, a more redistributive benefit pledge than in current
law.

| fully understand that President Bush has set atable for his commission that increases the
likelihood that their ultimate proposa, assuming they come up with one, will not be judged satisfactory
by many people concerned about individua account reforms of Socia Security. However, before we
rush to judgement on the Bush Commission's proposds, it might be better for people who are
concerned about thisissue to put on the table their own criteriafor judging such aproposal. Then weadll
have a better chance of the commission devisng something that can be the basis for apalitica didogue

rather than atoal to incite politica "cleansing.”

® |bid., p. 21.
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Is the task facing the Bush Commisson impossible? | do not believe so. Sometimes our
perspective on our own potentid is inhibited by our closeness to our Stuation. In my work, | often
interact with people from e sewhere in the world who are themsdlves involved in various aspects of
retirement programs in their home countries. One of the amazing things is the pergpective that many of
such people have on the "miracle’ of our 401(k) system. Indeed, nationa pension reform discussonsin
both Germany and Jgpan over the last couple of years have focused on emulating the environment we
have created here in the United States to empower people to make provisions for their own funded
retirement. Maybe we should look at our own successful retirement mode as we attempt to achieve
additiond Socid Security funding

In the spirit of trying to move the discussion on Socid Security reform in amore congtructive
direction, | offer avoluntary variant on aplan that | have worked on previoudy. Within the context of
such aplan, it would be possble to explore the costs to various segments of society, the timing, and
how a plan might be adjusted to ded with equity issuesthat invariably arisein doing something like this.
In drafting this proposal | have attempted to create areform option that would generate some additional
savingsin the economy but still comply with Presdent Budh's principles that participation in the
individua account program be voluntary and include no new taxes. | have o atempted to devisea
Socid Security reform option that would respond to some of the criticisms of individua account plans.
This proposdl isfar from complete but might be a framework to change the nature of much of the

current discussion that is now underway.
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A Partial Outline of a Potentially Popular Approach to Social Security Reform

The mgor problem with Socia Security today is that we are not contributing to it at sufficient
rates to alow people in the future to retire in patterns smilar to those exhibited by the current population
a amilar rdlative benefit levels. There is a strong reluctance on both sdes of the politica aidetorase
payroll tax rates to make up the shortfal. Thereissmilar reluctance to reduce benefits, including such
reductions through further increases in the normd retirement age. No matter how magica compound
interest is, by itsdf, it is not sufficiently powerful to get us out of our current Stuation. We need alarger
share of wages going into the system than today.

Socid Security reform is not likely to help resolve the long-term retirement burden in this society
if we do not figure out how to increase our nationd saving as part of the process. | argued earlier that
having the centraized trust fund invest in equities will not make our society better off if we smply swap
its bond holdings for equities. Exactly the same logic appliesto individua accounts. Indeed, most
individua account gpproaches could use up some of the equity returnsin higher administrative costs than
through centrd investing. So one criterion that someone concerned about the plan the Bush
Commission might stipulate is that the plan should create added saving. Another might be that the
revised system retain redistributional characteristics Smilar to thosein the current sysem. Such a
condition might even stipulate that the new system provide some characteristics to address the
commission's concerns about short-lived groups in our society through the provision of life-certain

annuities or something Smilar.
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John Shoven at Stanford University and | have advocated a Socia Security reform option that is
an evolutionary derivative of a plan that Carolyn Weaver and | developed when we were on the 1994-
1996 Advisory Council on Socid Security. Our proposa resultsin amuch larger individua account
component than would result under most reform options.® We propose that workers and their
employers be required to put acombined 2.5 percent of covered pay into a Persona Security Account
(PSA) and that their contributions would be matched dollar for dollar from Socid Security. We have
proposed that the remaining Socid Security system be gradudly trangtioned to pay aflat benefit, i.e,
equivaent benefits to everyone with at least 35 years of covered earnings a retirement. The flat benefit
from the remaining defined benefit system would be afloor of protection provided to dl workersin
society. The variable benefit that would be paid out of the PSA would reward workers based on their
lifetime earnings.

If we reform Socid Security dong lines that begin to give people some true ownership of part of
ther contributionsin the form of individua accounts, the resdud Socia Security system hasto be
modified. Theresdua system could take on avariety of forms and it makes little difference whether it
takes the form that John Shoven and | have proposed, the form that Carolyn Weaver and | devised
earlier, the form that Senators Breaux and Gregg and Representatives Kolbe and Stenholm have put
forward, or some dternative pattern. Asapractica matter, | believe the current Socia Security

provides insurance for four hazards that workersface. It provides insurance for workers:

® See Sylvester J. Schieber and John B. Shoven, The Real Deal: The History and Future of
Social Security (New Haven: Yae University Press, 1999), Chapter 23.

27



1. Who die and leave juvenile dependents,

2. Who become disabled and can no longer earn aliving;

3. Who experience bad labor market outcomes; and

4. Who suffer from the myopiathat workers have about making adequate protection for their

own retirement needs.

In addition to these sorts of hazards that workers face, Socid Security provides longevity
insurance and inflation insurance during retirement.

We can congder the survivor and disability insurance programs to be term-insurance programs
that should not provide an overly burdensome obligation on society to operate on a pay-as-you-go
bass. There are certain public good features to them and there are likely relative efficiencies that might
be redlized by running them through government, dthough | believe that some consideration might be
given to reforming the adminigtration of the disability program under any circumstances. The potentid
reform of the adminidration of the disability programsis an issue that should be consdered outside the
redlm of reform to the retirement plan or basic benefit structure of Disability Insurance or any other facet
of Socid Security. Insurance against bad |abor market outcomes suggests the need for some continued
redistribution in the new program and that is why | have advocated the maintenance of some resdua
redigtributive retirement system.

| believe that the fourth sort of worker insurance provided by Socid Security is distinctly
different than the first three. For the overwheming mgority of workers, the prospect of reaching an

advanced age is anear certainty and retirement patterns developed during the twentieth century suggest
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most people will end up with a period at the end of their lives when they no longer earn a direct wage.
To the extent thereisapublic interest that elderly people maintain some minimum standard of living, it is
reasonable to force people to "save' some portion of their earnings to provide for their needs when they
no longer work. If we do not require that workers save, they may fall to do so on their own and
become wards of the state. Given the rdative certainty that most workers will get old and most will quit
working before degth, | believe this form of insurance should be funded given future economic and
demographic prospectsin our society. The extent to which we want to require indexed annuitization of
accumulationsin the "saving" component of the retirement system depends on one's perspectives about
the role of government, the public interest in ederly folk's consumption patterns, and the like.

| believe that there are reasons why a mandatory system of this sort is preferred and | dso
believe that the system would be more robust if we required added contributions at least for some
period of time. However, | understand there may be reasons that we lack the political will to mandate
such added contributions at thistime. That said, it seems to me the proposal that John Shoven and |
have retooled from the one that Carolyn Weaver and | origindly crafted has sgnificant potentid to
generate added retirement contributions even if implemented on a voluntary basis that could subgtantiadly
amdiorate the Socid Security financing problem. The difference between what we originaly proposed
and a voluntary system would smply be that workers would decide whether or not they wanted to
participate rather than being forced into the new system with its added contribution obligations.

Assume for the moment that the Persona Security Account system that John Shoven and | have

proposed (PSA 2000) called for contributions on avoluntary basis. Basicaly, it would alow workers
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to make avoluntary contribution of up to 2.5 percent of their pay to their PSA. For each dollar that the
worker contributed to the account, Socid Security would match it dollar for dollar. Thiswould
essentidly replicate the way many employers sponsor and structure their 401(k) plans.

We know how people behave under 401(K) plans and might expect that they would behave
somewhat smilarly under this verson of aPSA plan. For example, Table 1 shows the participation
ratesin asample of 401(k) plansin 1995. We excluded workers who were earning less than $5,000
per year and who had not been with their employer for at least a year when we derived the table. In
addition, we excluded workers who were not yet 20 years of age. We excluded low-wage workers
because most workers with very low earningsin a firm sponsoring a401(k) will only be temporary or
low-level part-time workers. These are not the targets of most 401(k) plans but would beincluded in a
national PSA-type plan. We excluded workers with less than one year of service because many plans
do not cover workers until they have been employed for ayear. This happens primarily because most
employers experience relaively high turnover during workers first year of employment and because
covering such workers add consderably to administrative expenses. Such workers presumably would
not be excluded from anationa PSA plan. We excluded workers not yet 20 years of age in our 401(k)
anaysis because most of them have not yet begun their career nor would they be expected to contribute
to avoluntary retirement saving plan until they do.

The table shows rdatively high participation in these 401(k) plans across the age and earnings
dimensions presented. It is clear, though, that older workers participate at higher rates than younger

ones and that lower-wage workers participate at lower rates than their higher-wage counterparts.
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Overdl, however, nearly 80 percent of al workersincluded here participated in their plans on atotaly

voluntary basis.

Tablel

Participation Ratesfor Workers Eligiblefor 401(k) Plans by Age and Wage L evelsin 1995

Age
group
20-29
30-39
40-49
50-59
60-65

Total

Wage levels of 401(K) participants stated in thousands of dollars
(participation rates are stated in percents)

10.0-14.9

435
59.3
63.7
73.8
75.9

59.6

15.0-24.9

61.7
715
76.0
815
820

721

250349 350449

714
76.6
78.8
824
80.9

771

79.5
812
818
85.0
84.9

818

45059 60.0-749

86.3
87.7
86.1
878
90.5

87.2

Source: Sample of 87 plans collected by Watson Wyatt Worldwide.

The resultsin Table 1 may be perceived as not representing the potentia of 401(k) plans
because of the restrictions we put on the workers considered or because of the restricted number of

plans that we considered. Table 2 considers the participation in 401(k) plans during 1993 by a

91.3
91.3
90.3
92.9
9.6

914

75.0-99.9

91.0
93.6
920
9.1
93.1

93.2

100.00 +

911
89.0
89.2
92.3
924

90.2

Total

66.2
78.6
811
84.7
844

78.6

representative sample of the U.S. population based on the Current Population Survey done by the

Census Bureau for the Department of Labor. The table considers the participation rates in 401(k) plans

by workers who were offered such plans. It shows the participation rates by earnings decile grouping,

where a decile is one tenth of the total population group, where the definition of each group is based on
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the workers earnings levels. In this case, workers participation rates are somewhat lower than in Table
1, but they are ill quite impressive. Part of the reason that they might be lower is that some workers
may not have responded appropriately to the questions of whether their employers offered 401(k) plans

and whether they participated in them.

Table 2: Participation in 401(k) Plansin 1993

Participation
Earnings rate
decile (percent)
First 357
Second 498
Third 59.0
Fourth 62.5
Fifth 62.9
Sixth 69.0
Seventh 75.7
Eighth 776
Ninth 80.8
Tenth 83.7
All 70.8

Source: James M. Poterba, Steven F. Venti, and David A. Wise, “Informing Retirement-Security Reform, 401(k) Plans
and Future Patterns of Retirement Saving,” The American Economic Review (May 1998), val. 88, no. 2, p. 181.

There are two important reasons that many workers participate in 401(k) plans. Thefirg isthat
they get the advantage of the income-tax preference accorded their 401(k) accumulation. The second
isthat many of them work for employers who match their own persona contributions to their retirement
savings. We presume that the tax preference that accorded workers participating in 401(k), 403(b), or

section 457 plans would aso be accorded to participants in voluntary PSAs and, thus, would encourage
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workers to set up such accounts. In addition, we have the Socia Security matching contribution that
should further enhance participation in the system.

Our andysis of participation in plans using adminigrative records suggests where plan §ponsors
provide a 100 percent match of employee contributions, 90 to 95 percent of workers earning more than
$35,000 per year participate in their 401(k) plan. Slightly more than three-fourths of those earning
between $25,000 and $35,000 do so. Thereis some decline in the participation rates at the very
highest earnings levels, but thisis typicaly due to regtrictions that plan sponsors put on their most highly-
compensated workers limiting their participation in 401(k) plans. These limitations are often imposed to
facilitate the passage of discrimination tests required by the tax code and to assure that other workers
classfied as highly compensated but at somewhat lower earnings levels can participate in the plans.
Those a the top end of the earnings distribution who have their participation limited in the tax qualified
401(k) plans, typicdly have dternative non-quaified benefits that they receive in lieu of 401(k)
opportunitiesto save.

Where the participation rates fal off in away that should be of concern in congdering a
voluntary PSA proposd is a lower earnings levels, especidly among younger workers. We must dso
note that there is a pogitive correation between age and earnings meaning that workers a younger ages
disproportionately represent those with lower earnings levels. Getting workers with rlatively low
earnings to participate a nearly universa levelsin voluntary retirement savings plans, epecidly very
young ones, clearly takes more than just a direct match of their contributions. Many of the young

workers with low wages who forego voluntary retirement savings early in their careers will undoubtedly
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takeit up later asthey age and their earnings rise. But missing out on saving early in aworker’s career
can exact aparticularly high price in the long term because of the effectiveness of interest compounding
over time. Some workers with low wages throughout their careers may never be able to save
voluntarily because of current consumption demands throughout their working lives.

Once workers are motivated to participate in 401(k) plans, their contribution rates are
ggnificant asshown in Table 3. Even workers at the lowest earnings levels and at the youngest ages
tend to contribute at rates sgnificantly above the 2.5 percent level that would be dlowed in the nationd
voluntary PSA plan. This suggeststhat if a 100 percent match on contributions was proffered, those
who entered on their own would likely take advantage of the whole match offered to them. The
researchers who devel oped the data in Table 2 cited above, found that in 1993, contributions by
families participating in 401(k) plans averaged 8.7 percent of sdary, with employee contributions
accounting for roughly two-thirds of the total and employer matching making up therest. They dso
found little variation in contribution rates across the earnings spectrum.”  These independent research
efforts both lead to the conclusion that a voluntary savings program that allowed workersto contribute
up to 2.5 percent of pay to an individua account where Socid Security matched it on adollar-for-dollar

basis would entice the overwheming mgority of workers to participate in the plan.

Table 3

Employee Contribution Rates as a Per cent of Wagesfor Workers

’ James M. Poterba, Steven F. Venti, and David A. Wise, “Informing Retirement-Security
Reform, 401(k) Plans and Future Patterns of Retirement Saving,” The American Economic Review
(May 1998), val. 88, no. 2, p. 181.
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Participating in 401(k) Plans by Age and Wage L evelsin 1995
Wage levels for 401(k) participants stated in thousands of dollars
(contribution rates are stated as a percent of pay)
Age
group 10.0-14.9 15.0-24.9 25.0-34.9 35.0-44.9 45.0-59.9 60.0-74.9 75.0-99.9 100.00 + Total

Employee contribution rates

20-29 4.4 4.4 4.9 6.1 6.8 7.5 5.6 4.2 5.0
30-39 6.4 6.4 6.1 6.5 7.2 7.5 7.2 5.5 6.6
40-49 7.5 7.3 6.6 6.8 7.3 7.6 7.4 5.9 7.0
50-59 8.2 9.1 8.1 8.1 8.3 8.4 7.6 6.0 8.2
60-65 9.3 10.4 8.9 9.2 9.4 8.8 7.9 5.6 9.2
Total 6.9 6.9 6.4 6.9 7.5 7.8 7.4 5.8 6.9

Source: Sample of 87 plans collected by Watson Wyatt Worldwide.

One way to address the natura tendency of workers at low earnings levels to forego
participation in voluntary retirement savings plansisto provide them with atax credit to help them
participate in anationa voluntary PSA plan of the type outlined here. For example, you might want to
give afull credit for any worker whose annua covered earnings were less than or equa to full-time
employment at the national minimum wage. Y ou could phase the credit out on adiding scale up to an
annua earnings levd at twice that amount. The tax credit clearly makes the plan redigtributiond toward
lower-wage workers. Thiswould give you virtudly universal participation by workers up to $20,000
per year. If you estimate that 90 percent of the workers above that would buy in on their own, you
would end up with 96 percent of al workers participating on a voluntary basis. It would al be voluntary
but would potentialy be bringing a great dedl of new saving into the system.

One reason that | believe this modd might work is because of the widespread popularity of

401(k) plans. In fact one of the mgor criticiams of this element of our retirement system isthat it is not
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universdly available to al workers. A proposa such as the one briefly outlined here would resolve that
problem and give al workers an opportunity to participate in such aplan. With the careful restructuring
of the system, we could maintain its redistributiona nature, and concentrate financid market risksin the
middle and upper income ranks of the population where they can be most appropriately managed. |
believe that many people will be much more inclined to put more money into thisvita leg of our
retirement system under this approach than under any other dternative that we can devine & this

juncture.
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