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Historically, Social Security trust funds have invested only in government bonds. President Bill Clinton would
like them also to invest in corporate stocks. The stocks are expected to yield a higher return than bonds, thus
postponing the date at which the trust fund is exhausted by the retirement of the baby boomers. He says the
trust funds would own about 4 percent of the stock market within 15 years.

It is a bad idea. The potential gain is not very great, and the risk is high that Congress would use the equity
investments of the trust funds for political purposes.

Proponents of equity investment say that investment managers could be given political independence by
creating a structure similar to that of the independent Federal Reserve Board. But this misses the point. It is
not the managers that one worries about. It is Congress. Independence can be destroyed by passing one law.
That has happened in states like Texas and California, where legislatures have politically interfered in the
decisions of state employee pension funds.

Proponents reply that Congress has not interfered in the conduct of monetary policy. However, it is not the
structure of the Federal Reserve that protects it. If Congress irresponsibly interferes with monetary policy,
stock and bond markets will crash. It is this fear that keeps the Fed relatively free of Congressional meddling.
In contrast, Congress could well use the trust funds to punish certain corporations or industries. For example,
Congress might decree that the trust funds should no longer buy tobacco stocks, in an effort to get the
cigarette industry to support certain regulatory legislation.

Proponents use the federal civil service employees' thrift plan as another example of government
management of equity investments that is free from political interference. But the thrift plan is different from
Social Security. Civil servants own the accounts and their pensions depend directly on how much their
investments earn. If Congress interfered with the investments, civil servants would raise an enormous fuss.

Social Security benefits are determined by a formula that has no connection to the rate of return on
trust-fund investments. If Congress interfered in trust-fund stock investments, few people would suffer
directly. There would be very little protest. If trust funds earn less than expected because of political
interference or because the market performs less well than expected, Congress can wait decades before
cutting benefits or raising payroll taxes.

In fact, if the president's whole Social Security proposal is adopted, the Congress will never have to act to
change the structure of the system. Under his plan, the Social Security system is given a huge subsidy from
the rest of government. That subsidy can be increased if the trust-fund investments are interfered with or
perform poorly. The president's plan destroys the tradition that Social Security benefits should be financed by
payroll taxes.

Not only are the risks high, but the gain from stock-market investments is often exaggerated. The
government's entry into the stock market will drive up the price of stocks. The fact that the trust fund is
buying fewer bonds will mean that more bonds must be sold to the public. This, in turn, will raise interest
rates on bonds. That could be very costly for the government. As it refinances the public debt, every
one-hundredth of a point increase in the interest rate costs the government $300 million per year in the long
run.

In addition, as income on stocks is moved from the private to the public sector, it is no longer taxed and the
loss in tax revenue could be significant.
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loss in tax revenue could be significant.

If it is a good idea to invest Social Security money in the stock market, it should be a good idea for the
highway trust fund as well. Indeed, the Pentagon can probably figure out ways to buy aircraft carriers out of
stock-market profits. If a little bit of socialism is a good idea, a lot should be wonderful. But the world has
had some experience with that idea. I hope that we have learned something.
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