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Mr. Chairman, Senator Lautenberg, and other members of the Committee, thank you for this opportunity to
testify.

Introduction

The nation is about to experience an enormous demographic shock. Between 2010 and 2030, the over-65
population will rise by 70 percent while the labor force will rise by a little over 3 percent. The Congressional
Budget Office (CBO) projects that Social Security benefits will be absorbing 3 percentage points more of the
GDP by 2040 while Medicare and Medicaid will be absorbing an additional 6 percentage points.

The Implications of Doing Nothing

The economic burdens estimated above assume that labor productivity continues to grow in the long run at a
rate slightly above that of the last twenty years. This is in the face of massive waves of retirement among the
most experienced members of the labor force. Moreover, the remaining laborers will probably have less
capital to work with, because there will be large withdrawals from private pension funds, and public deficits
will rise if promised benefits are paid without raising taxes. In addition, we are unlikely to be able to borrow
as much from foreigners as we do currently, because all developed nations will be facing similar problems.

The CBO has described a disaster scenario in which rising Federal deficits reduce capital formation, thus
slowing growth.1 The slow growth raises deficits further, thus slowing growth further. The process continues
until the economy collapses into nothingness.

This will not happen, because we shall be forced to alter policies. The only choice is whether to alter policies
sooner or later.

It is not only public policies that are likely to change. Private firms, faced with shortages of experienced labor,
will have to reform current practices that favor early retirement. Private sector adjustments to keep older
workers in the labor force can be complemented by reforming public policies that now promote early
retirement. Such policy reactions will mute the decline in labor force participation and reduce the decline in
economic growth. Nevertheless, the threat to future economic growth remains severe and must be taken very
seriously.

Even if the rate of economic growth were not threatened, it is necessary to ask whether a continually rising
share of the Federal budget should be transferred to the elderly. Over one-half of the non-interest, civilian
budget already goes to people over 65. It is almost inevitable that if there is no reform, Social Security,
Medicare, and long-term care will continue to squeeze out other types of expenditure. Defense, education,
environment, infrastructure investment, and other types of spending are sure to suffer to varying degrees.

Setting Policy Priorities

The problems that we confront are extremely difficult technically and politically. While programs for the
elderly are no longer the third rail of politics, the territory is still extremely treacherous. It is my judgment
that although Social Security is a smaller part of the problem than Medicare and Medicaid, it is easier to
obtain savings here than in the health programs. The issues are better understood and we seem closer to a
consensus. That is not to say that health care reform can be avoided. It just makes sense to start first with
the less difficult problem.

In the following testimony, I shall most carefully examine two Social Security reform proposals involving
mandated individual accounts - the approach of Martin Feldstein (MF) and that of the CSIS National
Commission on Retirement Policy (NCRP) of which I was a part. I shall also look at attempts to achieve similar
goals by investing part of the trust fund in equities. I shall then examine differences that occur if the
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individual accounts are made voluntary as in Senator Moynihan's approach. The analysis will focus on the
economic impacts of the various proposals, but it will also briefly consider equity issues. The Cato Institution
and the Schieber-Weaver faction of the Advisory Council on Social Security would completely replace the
traditional Social Security system with individual accounts and a public system of minimum benefits. In
contrast, MF and NCRP retain something that looks very much like the current Social Security system. This
seems to me to be a more feasible approach, and therefore, the testimony focuses on these proposals.

The MF proposal provides a refundable credit against income taxes equal to two percentage points of the
payroll tax and mandates that the proceeds be deposited in an individual account. Social Security benefits are
reduced upon retirement by 75 cents for every dollar of retirement income derived from the individual account.

The NCRP proposal reduces payroll taxes directly by two percentage points. The proceeds are also deposited
in a mandated individual account. The tax reduction and the approximately two percentage point deficit in the
Social Security program are financed in the long run by slowing the rate of growth of benefits. This is done
primarily by gradually increasing the normal and early retirement ages and by altering the benefit formula so
as to make it more progressive. Anyone working forty years is guaranteed a minimum Social Security benefit
equal to the poverty line. To make comparison with MF and NCRP easier, it will be assumed that those
advocating equity investment by the trust fund would divert the same portion of the payroll tax into equities
as would individuals under the MF and NCRP plans. For the sake of simplicity, let us assume that individuals
invest one-half of the two percentage point cut in payroll taxes in equities or an amount equal to one
percentage point of the tax. Assume that the rest is invested in government bonds.2 It is, therefore, assumed
that the trust fund would also invest an amount in equities equal to one percentage point of the payroll tax.

Effects on National Saving

If individual accounts, financed by a two percentage point payroll tax cut, were mandated on top of the
current system, that is to say, without any reform of the benefit structure, the effects on national saving
would probably be very small and could be negative. That is because people would ordinarily wish to consume
a large portion of their payroll tax cut. The mandate tries to prevent them from increasing their consumption,
but the mandate is relatively easy to evade for those who do most of the saving in our economy.

People could satisfy the mandate by shifting existing saving in 401(k)s and IRAs to the mandated account.
They can then use the payroll tax cut to increase consumption. Those who do not have other saving could
increase their borrowing by taking out larger mortgages, relying more heavily on credit cards and using other
devices. This would be difficult for non-homeowners and the less affluent and there would be some increase
in saving among such groups. Nevertheless, the net increase in private saving would be far less than the
number of dollars flowing into the mandated accounts.

The foregoing paragraph assumes that people are highly rational in their saving behavior. There is
considerable evidence that this is not the case. Douglas Bernheim has documented that baby boomers are
saving far less than necessary to maintain consumption levels in retirement.3 Moreover, much saving is
contractual in nature - repaying mortgages, investing in insurance policies and so forth. People do strange
things to impose discipline on themselves, like greatly over-withholding on their income tax at a zero rate of
interest, so that they get large refunds in April. They also tend to wait until the last minute to invest in IRAs
and other tax favored savings accounts, even though the benefits would be greater if they invested earlier.
This type of behavior suggests that some people may appreciate the discipline of mandated accounts, so what
is considered a burden to rational, well-informed people is seen as a benefit for the rest of us. Such
considerations may increase the positive impact of mandated accounts on private saving, but the true
increase in saving is still likely to fall short of the dollars invested in the accounts.

Meanwhile, the tax cut used to fund the mandated accounts must be financed. If one believes that the unified
budget surplus is reduced by an equivalent amount, the reduction in public saving will almost certainly
outweigh the increase in private saving initially. If one believes that the surplus would otherwise be entirely
spent on government consumption, then the mandated accounts are likely to add modestly to national saving.

The incentives change significantly if the mandate is combined with a cut in the growth of Social Security
benefits, as in the MF and NCRP plans. Individuals should want to replace their lost benefits. This is seen most
clearly in the MF plan. Every dollar earned on the mandated account directly reduces Social Security benefits
by 75 cents. If individuals finance the mandate by reducing other saving by an amount equivalent to the
funds going into the mandated account, they will be condemning themselves to considerably less total income
in retirement. Put another way, it takes private saving equal to 1-1/2 percentage points of the payroll tax to
make up for the 75 percent benefit offset against the earnings on the mandated saving of 2 percentage
points. If the individual reduces saving outside the mandated account by more than 1/2 percentage points of
the payroll tax, he or she will have less income in retirement.4

In the NCRP plan, the growth in Social Security benefits is reduced sufficiently to fund the two percentage
points of payroll tax contribution to individual accounts and to eliminate the current, two percentage point
deficit in the Social Security system. This cut in benefits will create the same incentive as the MF plan by
encouraging individuals to increase saving to fill this gap in retirement income. Depending on the rate of
return assumed by investors, it is conceivable that private saving could rise by more than the amounts
flowing into individual accounts.

Again, the total effect on national saving depends on what you think would have happened to the budget
surplus in the absence of reform. The Balanced Budget Act of 1997 clearly defined balancing the unified
budget to be the goal of national policy. Consequently, it seems reasonable to assume that if the surplus is
not used to finance a cut in the payroll tax, it will be used for something else -- tax cuts, government



consumption, transfer payments, grants, or public investment. Since public investment is a small portion of
total spending, it seems reasonable to assume that the bulk of any spending increase would go toward
activities that support public or private consumption. As a result, the MF and NCRP plans are likely to increase
private saving more than they decrease public saving and hence, they will have a net positive effect on
national saving.

In the long run, the amount by which the MF and NCRP plans reduce the surplus declines as government
expenditures on Social Security benefits are reduced. Eventually, the plans will add to the surplus or reduce
the deficit. At that point, other government spending will be increased or taxes will be cut, if it is still the goal
to aim for a balanced unified budget.

The savings impact of having the trust fund buy equities is somewhat difficult to discern. First, it can be said
with some confidence that the positive effect on private saving would not be as large as in the MF and NCRP
plans, because such plans slow the growth of Social Security benefits much less. In other words, individuals
need to increase their saving less in order to replace lost benefits.

The effect on public saving is more of a puzzle because of the peculiar scoring of equity purchases. The
purchase of equity would be recorded as an outlay and would reduce the unified surplus. It would not be
subject to outlay caps, because the trust fund is "off budget".

Assuming a trust fund purchase of equities equal to one percent of earnings for the reasons described earlier,
the unified surplus would fall by this amount. That would not be a fall in public saving, however, because the
trust fund would be getting an amount of assets equal to one percent of earnings. If, as was assumed before,
the goal of balancing the unified budget was retained, and the surplus would otherwise have been spent on
tax cuts or government consumption, then there would be an unambiguous increase in public saving equal to
one percentage point of the payroll tax.

Granted, this is a most peculiar argument. The purchase of equities by the trust fund appears to depress
public saving, even though there is an equal increase in the government's assets and liabilities. There is, in
fact, no change in public saving. But because budget accounting conventions make it appear as though there
has been a reduction in public savings, Congress is assumed to react by reducing other spending or
maintaining taxes at higher levels than would have prevailed in the absence of the policy change. If Congress
ignores the aberration and adjusts its goal for the budget surplus accordingly, there will be no increase in
public saving.

It would, of course, be desirable to allow such a policy change to increase public saving. There may be other
ways of achieving this result in a more rational fashion. If a special equities fund could be set up that was
truly isolated from the rest of the budget, the government might be able to increase its saving by the
amounts flowing into this fund. But it must be remembered that Social Security was initially taken off budget
in the hope that the current trust fund surpluses could be saved. It has not worked. For understandable
reasons, the focus remains on the unified budget, and that is what has dictated the choice of fiscal goals in
the recent past.

The arguments thus far imply that the MF and NCRP plans would result in a greater increase in national
saving than the plan to invest trust fund income in equities. Participants in the MF plan would have to increase
private saving by 1-1/2 percentage points of the payroll tax to replace lost Social Security benefits. The NCRP
plan might imply an even greater increase in private saving, perhaps as much as four percentage points of
the payroll tax. If the national goal remains balancing the unified budget, neither the MF or NCRP plan would
reduce public saving. Meanwhile, the plan to have the trust fund invest one percentage point of the payroll
tax in equities would increase public saving, at most, by the amount of equity purchases. If the trust fund
plan maintains benefits at the level set by current law, there would be no change in private saving.

As an aside, it can be noted that peculiarities in scoring rules could affect the choice between the MF and
NCRP plans. The NCRP plan cuts the payroll tax directly. The lost revenue does not have to be made up under
PAYGO rules, because the trust fund is off budget. Instead, the relevant disciplining rule requires that benefits
be cut in the very long run enough to maintain the long-run actuarial balance in the trust fund. The NCRP plan
easily satisfies this requirement. The MF plan achieves very similar goals by allowing an income tax credit
equal to two percent of payroll. Under current rules, this income tax cut would have to be paid for under
PAYGO rules, which might be politically difficult. It would be tragic if the choice of policy reforms is
determined by fundamentally arbitrary scoring rules. Social Security reform is too important to let that
happen.

Risk

Risk prior to retirement - Some oppose individual accounts, because the individuals' retirement income will
become more risky. Consequently, the MF and NCRP plans are concerned about dealing with risk. The MF
plan directly mutes risk with its 75 percent benefit offset. Thus, an unskilled or unlucky investor will have 75
cents of any private retirement income loss offset by an increase in Social Security benefits. Risks are muted
to such an extent that an investor might be induced to acquire a highly risky portfolio if this is not prevented
by regulation. Since a full dollar of earnings can be retained after benefits are exhausted, highly risky
investments with a small probability of a very high payoff are especially favored. The need to cushion lower
than expected earnings with a 75 percent benefit offset also creates a significant contingent liability for the
government. The MF plan recognizes these problems and suggests that the possibility of regulation will have
to be considered carefully.

The NCRP plan provides a more generous floor under income than does the current Social Security system by



increasing the minimum Social Security benefit. Therefore, even an investor who lost everything would have
some protection. However, extremely large losses are totally implausible given the structure of the plan,
because eligible investments are restricted to those that are highly diversified. The main risks involve a
general decline in equity markets or an unexpected increase in inflation that would reduce the purchasing
power derived from investments in nonindexed bonds. Both create uncertainty with regard to replacement
rates. The uncertainty is, however, much less for low earning workers. The plan significantly increases
minimum benefits, and for low earners, the income from the private account will be a much smaller
proportion of total retirement income. High earners will be much more dependent on the individual account,
because their Social Security benefits have been cut substantially. Consequently, they will face more risk than
low earners, but they will also be better able to afford it. 

The risk of a generalized market decline can be reduced by moving more of one's portfolio into bonds as one
gets older while the inflation risk can be reduced by investing more in indexed bonds or in money market
funds.5 If mandated accounts become a reality, one can be sure the number of financial advisors will
proliferate and that many more individuals will seek their advice.

Trust fund investments face the same risks of a decline in equity markets or unanticipated inflation. It is not
clear, however, how the pain of a lower than expected rate of return would be spread. That becomes a purely
political matter. Workers might be forced to pay more taxes, benefits might be cut, or there may be some
combination of the two approaches. Alternatively, borrowing to fund general revenue contributions to the
trust fund could move some of the pain to future generations.

The timing of the policy change would be extremely important. If the Congress waited until the fund went
broke to raise taxes or cut benefits, the pain would be concentrated on those working or those retired at that
time, or large amounts of debt would have to be issued. The problem would be especially severe if the
bankruptcy coincided with a recession. A bit of foresight would allow the Congress to spread the burden more
evenly among the generations by increasing taxes or cutting benefits considerably before the trust fund went
broke.

Having the trust fund invest in equities clearly does not eliminate the risk facing individuals. There are more
choices as to how the risks are spread, but the risks can still be significant and difficult to assess.

Often, today's Social Security system is discussed as though it is free from risk. That is far from the truth.
Workers entering the system face a wide range of possible rates of return. They, of course, face the political
risk of changes in benefit laws or changes in the payroll tax. Since the program has made more promises than
can be financed under current law, something will have to give, but we do not yet know who will pay the
price. Even with a constant benefit and tax structure, expected rates of return vary depending on lifetime
earnings, marital status, the earnings of a spouse, and whether one is male or female.6

Risk after retirement - A major issue is whether regulation should force individuals to annuitize their accounts
upon retirement. The NCRP forces sufficient annuitization to finance a poverty level income. This is only
relevant for people who have worked for less than forty years, because others are already guaranteed a
poverty level Social Security benefit.

If individuals do not annuitize, they face similar risks as before retirement. If they do annuitize, they can
eliminate uncertainty with regard to the expected nominal rate of return. That leaves the risk of unanticipated
inflation, which can be dealt with in a variety of ways. People can buy increasing nominal annuities, or
perhaps, indexed annuities based on indexed bonds.

There are numerous other questions raised by the issue as to whether annuitization should be forced or not. I
shall not go into them here, but would be pleased to discuss them in the question and answer period if you
like.

Transaction Costs

The rate of return to individual accounts is lowered by the cost of administering them. Higher costs have a
very large impact on ultimate retirement benefits as they are compounded over time. Moreover, they are
often higher relative to the rate of return for small accounts owned by less affluent individuals. It would cost a
bit more to administer the trust fund if it invested in equities, but the amount would be quite small relative to
assets.

The NCRP spent a lot of time investigating the issue of administrative costs. They can vary greatly depending
on how the system is designed. Expert testimony to the commission suggested that in private investment
firms, major costs are involved in operating the necessary information and accounting systems. These costs
can be lowered considerably by having this component of the system run by the Social Security
Administration. It has vast economies of scale and already collects much of the information that is needed.
Costs can be lowered further by reducing the number of investment choices, by restricting the amount of
trading by individuals, and by reducing the frequency of reporting on their accounts. The NCRP suggested that
the rules be similar to those of the civil service thrift system. That would lower administrative costs far below
the levels charged if individual accounts were administered by private investment firms.

However, if such accounts are adopted, the issue should be reconsidered from time to time. Higher costs go
along with higher quality services. Individuals may be willing to trade higher costs for more frequent
reporting and for the ability to trade more often using a wider array of investments. It is interesting to note
that private 401(k) and other plans of that type usually offer very high quality services that the investor pays
for. Presumably, investment firms could offer much more restricted vehicles at lower cost, but there does not
seem to be much of a market for them.



seem to be much of a market for them.

Arbitrage

Moving toward a system of individual accounts and phasing out some of the traditional Social Security
program has considerable appeal to some, because the long-run average rate of return on Social Security
contributions by younger workers will be considerably less in the long run than the rate of return on private
securities. Individual accounts look even more attractive when it is assumed that the rate of return on equities
is greater, by a considerable margin, than the rate of return on bonds. That is because the actuarial balance in
the Social Security system is computed using the rate of interest paid on government bonds. Thus, if future
Social Security benefits are cut by a sufficient amount to finance a two percent of earnings contribution into
individual accounts and it is assumed that some of the individual account is invested in equities, the
retirement income provided by the individual account is certain to be more than the loss in Social Security
benefits. 

The attractiveness of the plan to have the trust fund invest in equities is also entirely dependent on the
assumption that the rate of return on equities is higher than the rate of return on government bonds, because
trust fund income that would otherwise be used to buy bonds is used to finance equity purchases.

Because of the importance of the assumed premium on equities, it is important to understand the premium
and the way that it is exploited by various reform proposals. The extra income in retirement accounts seems
magically to emerge from thin air. It is, therefore, important to ask where the money comes from.

Having the trust fund buy fewer bonds and instead buy equities does nothing to increase national saving
immediately. When the trust fund portfolio shifts in favor of equities, all other portfolios in the economy must
shift in favor of bonds. The MF and NCRP plans have the same effect, although in a more indirect manner.
The reduction in the surplus that initially finances the payroll tax cut increases the supply of bonds on the
market place. 7 Some of the proceeds are then used by individuals to buy equities for their individual,
mandated accounts. All other accounts in the economy must hold more bonds and fewer equities.

Basically, the swap is initially a zero sum game for society as a whole. In the case of individual accounts or
the trust fund buying equities, the relevant retirement accounts gain income while taking more risk. All other
accounts in the economy lose income while taking less risk. Presumably, the relative price of equities rises
relative to the price of bonds to induce people to make the necessary transactions, but the effect may be
small. (Even small effects have a significant effect on the Federal budget. Every basis point increase in the
interest on the debt costs over $300 million annually in the long run.)

One explanation for the equity premium is that it is compensation for stocks being more risky than debt. If
the premium is an accurate measure of the differential risk, it might be asked whether swapping debt for
equity is a good idea, whether in a trust fund or in private accounts. However, the historical record suggests
that the premium is high relative to the risks of a diversified portfolio of equities that is held for a long period.
There may be some sort of market imperfection that can be exploited.

However, the equity premium may be less than is currently being assumed. Some believe that the recent
dizzying rise in the stock market has eliminated much of the equity premium. If this is true, it does not mean
that individual accounts are necessarily a bad idea. It only means that considerable uncertainty surrounds the
assumption regarding what can be earned. It also highlights the importance of assumptions regarding the
effect of various plans on national saving.

Other Considerations

Some oppose individual accounts because they fear that they will crowd out the traditional Social Security
system in the very long run. In fact, that is likely. A traditional pay-as-you-go system cannot pay as high an
average rate of return as individual accounts given current projections of labor force growth, the rate of
growth of wages, and political constraints on raising payroll taxes. In the past, Social Security appeared very
successful, because population growth was much higher than now, and continual increases in taxes allowed
retirees to enjoy benefits based on much higher tax rates than they had paid over their own lifetime. Over
recent years, taxes have been a more constant share of wages and they are not likely to be increased much
in the future. Basically, the golden age of Social Security has ended. Individual accounts are, therefore, likely
to be quite popular relative to the traditional system in the very long run.

Those who worry about this development are primarily worried about losing the redistributive components of
the traditional system. That system treats low earners much more generously than high earners, women
more generously than men, and single earner couples more generously than two earner couples. However,
these redistributions are quite opaque. I have met few non-experts who understand them. Moreover, the
redistribution from the more affluent to the less affluent is not very well targeted. More equitable
redistributions could be accomplished both inside and outside the Social Security system.

A different worry associated with equity investments by the trust fund is that they will be used to achieve
political ends. For example, investments in tobacco stocks or investments in companies with subsidiaries in
nations that do not abide by certain labor or environmental standards may be prohibited. There is a similar
danger if individual accounts limit the investor to a few government-approved choices as in the NCRP plan,
but the danger is lessened by the fact that the individual accounts are privately owned. Investments that put
political goals above the goal of optimizing retirement income are likely to be protested by many.

The fact that individual accounts are privately owned may provide other less tangible advantages over
investments in equities by the trust fund. It gives the individual investor a highly apparent stake in the



economic future of the country and may raise awareness of important public policy issues. It could also lead
to a greater equalization of wealth holding in real assets.

Little has been said in this testimony about the relative merits of the MF and NCRP plans. Both have highly
desirable characteristics in my view. I tend to favor the latter because it is more methodical in the way that it
reforms the Social Security system. Its increases in the early and normal retirement ages reflect growing life
expectancy at age 65, and in my view, this is an especially fair way of cutting back the growth in benefits. It
may also eliminate the trend toward earlier and earlier retirement -- something that would help reduce the
negative impact of the retirement of the baby boomers on the economic growth rate. The NCRP plan also
goes out of its way to protect low earners. The MF plan simply reduces Social Security benefits under the
current system. The amount of the reduction depends solely on how successful you have been as an investor.
I like the fact that this attribute of the plan reduces the risks associated with individual accounts, but at the
same time worry that highly risky investments may be encouraged unless ruled out by regulation.

Voluntary Accounts

Senator Moynihan has advocated a two percentage point payroll tax cut that could be used to finance
voluntary contributions to individual accounts. Employers would pay for one-half the contribution, thus
providing a strong incentive for employees to participate. An additional incentive would come from the need
to replace lost Social Security benefits, although the Moynihan plan cuts the present value of benefits
considerably less than the MF or NCRP plans. Tax increases are required in the long run to maintain actuarial
balance in the trust fund.

In a world in which everyone was rational and farseeing and was able to easily borrow, there is no reason to
believe that a voluntary plan would result in more or less saving than a mandated plan. In both plans, the
increase in private saving would reflect the loss in Social Security benefits. In the real world, a mandated plan
would probably result in more saving because of its disciplining effect and because many could not borrow to
offset the effects of the mandate. Nevertheless, the difference may not be extremely large because of the
strong incentive that Senator Moynihan provides to participate in voluntary accounts.

Conclusions
 The coming demographic crisis will force a change in pension and health care policies as they affect the
elderly. Doing nothing is not a viable choice. As difficult as it will be to change policies, achieving a consensus
behind reform of the Social Security system may be somewhat less difficult than getting agreement regarding
the reform of the health care system for the elderly. 
Two major strategic approaches to Social Security reform have attracted considerable attention. In one,
benefit growth would be slowed, at least for the middle income and more affluent, and individual retirement
savings accounts would be created in order to replace the lost benefits. The accounts could be mandated or
voluntary. In the other approach, the Social Security trust fund would invest some of its current surplus in
equities rather than in government bonds. The higher rate of return assumed for equities would reduce the
reduction in future benefits necessary to eliminate the current deficit in the system.

Reform plans have little appeal unless they increase national saving. Only in this way will the supply of future
resources be increased, so that an adequate retirement income can be paid to baby boomers and those who
follow without unduly burdening those working at that time.

The fact that savings accounts are mandated does not mean that they necessarily increase saving. Mandates
are easily evaded by reducing other saving or increasing borrowing. However, individuals should want to save
more to replace lost benefits. They may appreciate the mandate as a means of disciplining their behavior in
order to achieve this end. The key question is whether the increase in private saving exceeds the reduction in
the government's surplus when payroll or other taxes are cut to fund individual accounts. If one believes that
the surplus would otherwise be spent on government-supported consumption -- a reasonable assumption in
my view -- then individual accounts are likely to add to national saving.

Trust fund investments in equities may add to public saving, if they provoke cuts in spending or increases in
taxes outside the system. They may do so, because they appear to reduce the unified budget surplus.
However, this effect is more apparent than real and if the Congress sees through the cosmetics, there may
be no effect. Plans that have the trust fund buying equities generally cut benefits less than plans establishing
private accounts. Consequently, they provide less incentive for individuals to increase their private saving.

Individual accounts and the trust fund investment in equities must bear similar risks. The pain of earnings
disappointments can be spread more widely if the trust fund invests in equities, but individuals must still bear
considerable uncertainty as to how they will be treated as benefit and payroll tax laws are changed in
response to earnings surprises in either direction.

Individual accounts are in less danger of being manipulated for political ends than are trust fund investments
and they will give people an enhanced sense of ownership in the future of the nation. If highly popular, they
could ultimately squeeze out the traditional Social Security system. That is the main reason that some oppose
individual accounts. They fear losing the redistributive attributes of the current system. However, the current
system redistributes in a cumbersome and opaque manner. There are much more effective and transparent
approaches to redistribution.

When all the arguments are assessed, I find mandated individual accounts to be highly appealing. In my
view, they are likely to add to national saving by a greater amount than will equity investments by the trust
fund. I suspect that they will also be politically popular. They give the individual a tangible means of replacing



losses in Social Security benefits that would otherwise be unpopular politically.

Notes

1. Congressional Budget Office (CBO). 1998. "Long-Term Budgetary Pressures and Policy Options."
Washington, DC: U.S. Government Printing Office (May).

2. Feldstein assumes that 60 percent is invested in equities and 40 percent in corporate bonds. Admittedly,
the Feldstein proposal is likely to result in different individual investment choices than the NCRP proposal
because the Social Security benefit offset has the effect of offsetting the risks inherent in private investments.
I shall ignore this complication for now. However, I shall address it briefly in the section that follows.

3. Bernheim, B. Douglas. 1996. "Is the Baby Boom Generation Saving Adequately for Retirement? Summary
Report." New York: Merrill Lynch, Pierce, Fenner & Smith Inc.

4. It is assumed that the person expects all the earnings in the mandated account to be offset by a cut in
benefits at a 75 percent rate. If the person expects to earn so much in the mandated account that his or her
Social Security benefits will be totally exhausted, the necessary saving outside the account is reduced. It is
also assumed that investments inside and outside the mandated accounts earn the same rate of return.

5. Money market funds invest in short-term securities and the interest rate paid on such funds will change
very rapidly in response to changes in the rate of inflation.

6. For illustrations of the importance of these distribution effects, see Steuerle, C. Eugene, and Jon M. Bakija.
1994. Retooling Social Security for the 21st Century: Right and Wrong Approaches to Reform. Washington,
DC: The Urban Institute Press

7. Earlier, it was assumed that the Congress would ultimately balance the budget in any case, so that the
supply of bonds would not be affected in a major way by the MF or NCRP plans. This discussion examines only
the very first impact of the plans.
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