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Mr. Chairman and members of the task force, thank you for the opportunity to testify. The current
pay-as-you-go (PAYGO) Social Security system is in trouble. Revenue growth will slow because the rate of
growth of the labor force is declining. Meanwhile, the number of beneficiaries will grow rapidly because of
increases in expected life and the retirement of the baby boomers. The cost of benefits will outrun the
revenues provided by the payroll tax, and either benefit growth will have to be reduced, payroll taxes raised,
or general revenues used to finance the system. Regardless of the option chosen, the rate of return to taxes
paid will be much lower for future retirees than for current and past retirees.

This has led many to support reduced reliance on the traditional PAYGO system and more reliance on a
funded system in which contributions would be invested in a mixture of public and private securities, the
return on which would be used to finance future pensions. The low rate of return created for the traditional
system by adverse demographics would be replaced by a higher rate of return associated with investments in
real capital. Both rates of return are associated with considerable risk, but given the current demographic
outlook, the expected return on a funded system far exceeds that on a PAYGO system.

In theory, a funded system can be managed using either public or private accounts. Conceptually, the
fundamental economic effects of the two approaches can be made to be identical. The dispute over which
approach is preferable is therefore not a matter of economic theory. Instead, it involves different political
forecasts as to how the two approaches would function in practice. Those of us who favor a private approach
doubt that the government could resist dipping into the reserves of a public account in the long run in order to
fund deficits emerging in the rest of government. We also worry that the government would use its
investment policy to achieve political ends rather than investing in an optimum portfolio for future retirees.

But forgetting these problems for the moment, one can imagine diverting an amount of current tax revenue,
say equal to 2 percent of payroll to a funding account that could be invested in stocks and bonds by either the
government or private individuals. This approach is often called a "carve out" approach and essentially uses
the current surplus to finance the move toward funding. The diversion of revenues can be from payroll taxes
or any other taxes. The choice of an approach will have distributional and other consequences that are
important, but the choice does not change the fundamental nature of the transition problem to be discussed
at this hearing.

The important point is that the policy imposes a sacrifice. If the revenues were not diverted into a funded
account, they could be used to finance a tax cut or some spending increase that would allow taxpayers to
increase their consumption of goods and services immediately.

A different approach would either increase taxes to fund a public account or mandate that individuals invest a
certain portion of their earnings in a personal retirement account. Assuming that individuals did not evade the
mandate, consumption would have to be reduced immediately compared to levels enjoyed in the recent past.

The two approaches are meaningless unless they reduce consumption below what it would be otherwise. This
is the same as saying that the reform must increase national saving, thus providing additional national wealth
which can be used to finance the pensions of the future.

These approaches to increasing saving should be differentiated from recent "lock box" proposals that strive to
increase national saving by running a unified budget surplus at least equal to the surplus in the Social
Security trust fund. The lock box approach only increases national saving while the trust fund surpluses last,
whereas true funding would go on indefinitely. Moreover, the amount of increased saving resulting from the
lock box proposal is not directly related to future pension needs.

The language surrounding lock box proposals is more than a little confusing, but that does not mean that the
goal of a lock box is a bad idea. If adhered to, it will increase national saving as long as trust fund surpluses
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continue. This is appropriate, since most economists agree that current American saving levels are woefully
inadequate.

When people speak of a transition problem related to funding, they are referring to the fact that consumption
must be forgone immediately to finance the funded account, but the funded accounts will be of no help to the
currently retired and of little help to those soon to retire. These potential beneficiaries of the traditional
system will have to be supported somehow by the working population and that will involve an additional
sacrifice. The amount of the sacrifice can be reduced by reducing promised benefits, but it is politically
unrealistic to assume that promises can be cut back radically.

The problem is intensified by the fact that the current earmarked payroll tax is inadequate to finance future
promised benefits. Therefore, some benefit reductions or tax increases will be necessary, even if we do not
move toward a funded system. Put another way, any sacrifice involved in moving toward a funded system will
be on top of that involved in fixing what remains of the current PAYGO system.

In current policy discussions, the problems of fixing the current system are often merged and muddled with
the problems involved in moving toward funding. The two problems are distinct and should be separated
conceptually. But it is desirable to solve both simultaneously, and it is necessary to consider this twofold
burden when analyzing reforms.

The sacrifices involved in solving both can be spread in different ways across different age cohorts in the
population and within each cohort. Plans often strive to provide about the same retirement income as is
promised by the current system. This can be done in two ways. Reductions in traditional benefits can be
phased in slowly and designed to match the growth in income from individual accounts. The designer must
make explicit assumptions about the rates of return to individual investments and this is a risky business. Of
course, if such a reform were implemented, individuals could make their own assumptions about rates of
return and if they preferred to assume lower returns on a safer portfolio, they could compensate by saving
more than the mandated amount in order to replace traditional benefits. That is to say, they could choose to
lower their risk by reducing immediate consumption by a larger amount. The second approach is to directly
link the reduction in traditional benefits to the amount earned on individual accounts as in the Feldstein and
Archer-Shaw plans. Then government bears a considerable portion, or all, of the risks of the investment and
it is certainly not appropriate to refer to this as privatization. (Privatization is not a good word for any
mandated highly regulated plan involving individual accounts.) Such guarantees make the approach more
similar to public funding of benefits in that the general taxpayer bears some or all of the risk of the
investment in private securities. In Congressman Smith's plan, the reduction in future benefits is linked to the
amount contributed and not to the amount earned on the individual account. This approach leaves the general
taxpayer with a lower contingent liability and is preferable in my view.

Benefit Reductions

To the extent that benefit reductions are used to ease the transition burden on future workers and to bring
the existing system into actuarial balance, reformers face a difficult tradeoff. It is generally agreed that any
benefit reductions should be phased in slowly, so that people have time to adjust to changes in the rules by
altering their work effort and private saving. But if changes are phased in slowly, the ultimate reduction in
benefits must be greater than if the changes are implemented immediately. This suggests that those
currently retired should not be totally exempted from making sacrifices to help insure that future cohorts will
have adequate retirement income. A very small current sacrifice can mean less significant cuts in traditional
benefits for future retirees.

Many reforms cut taxes immediately to finance contributions to individual accounts while traditional benefit
reductions are phased in slowly. An example of such a plan has been put forward by Representatives Kolbe
and Stenholm. The effects of this class of plan on the unified budget balance are negative at first as the
revenue loss exceeds the outlay savings from the benefit reductions. The negative impact grows for a time
and in the Kolbe-Stenholm plan reaches a peak about 2012. But the outlay savings eventually catch up with
the revenue loss and eventually exceed it, so that such plans ultimately improve the budget balance. Put
another way, such plans first reduce the amount of debt that can be redeemed, all else equal, and depending
on fiscal policy choices and economic developments between now and the time that their net cost reaches a
peak, may require some net borrowing from the public.

Such plans probably would not be contemplated were it not for the current surplus. But the fact that such
plans may temporarily result in a small deficit should not be considered a major problem. (The maximum
negative effect of the Kolbe-Stenholm plan on the unified budget balance never exceeds 0.8 percent of the
GDP.) To the extent that future Congresses decide to run deficits, it is equivalent to passing some of the costs
of reforms to future generations. Those future generations will benefit from the reform in that they face a
reduced burden associated with paying for traditional benefits. In other words, the explicit liability associated
with government debt will replace some of the implicit liability associated with promised benefits. Unlike
some, I do not believe that the two liabilities should be regarded as being equivalent on a dollar for dollar
basis, but there is room for some tradeoff between the two types of liability. Alternatively, it may be decided
20 or 30 years from now that economic conditions do not warrant running a deficit and that taxes should be
raised or spending cut. The issue again involves which age cohorts should bear the costs of reform and that
need not be decided immediately for all future time.

There is a multitude of options for spreading the burden of benefit cuts within cohorts. Traditional benefits can
be cut progressively by altering the benefit formula appropriately or by using means testing, although the
latter runs the risk of destroying incentives for privately saving for retirement. The sacrifice imposed by



mandated accounts can also be made progressive by subsidizing the contributions of low-income individuals
as in the President's USA accounts and in the accounts established by the Kolbe-Stenholm plan.

Tax Increases

Tax increases can also be used to fund a public account or to reduce the actuarial imbalance in the current
system. Whether one uses tax increases or benefit cuts to reform the system depends on what portion of the
nation's resources one wants to convey to the retired population. Today, slightly more than half the
noninterest civilian budget goes to the elderly. Those of us who emphasize benefit cuts as a solution rather
than tax increases are concerned that elderly programs are already crowding out programs for children,
defense, infrastructure and other things out of the budget, and unless benefits are reformed, the problem will
intensify rapidly in the future.

If traditions are maintained and payroll taxes continue to be the main sources of income for the traditional
system, revenue-increasing options are limited to rate or tax base increases. Roughly speaking, it takes a
doubling of the tax base to produce revenues equivalent to a one percentage point increase in the tax rate.
Base increases concentrate the pain of reform on the upper middle class and affluent two earner families
while rate increases afflict all who have earnings. If the burden of a rate increase is examined relative to total
income, the highest percentage burden tends to be on lower income families who do not have much income
other than from earnings. However, the effects of a rate increase extend far up the income scale—far beyond
the wage base, because affluent families often attain high incomes because they contain more than one
worker. At the very bottom, the effects of a rate increase are mitigated somewhat on average, because the
very poor are often at the bottom because they have no earnings.

The Severity of the Transition Problem

With all the above discussion of sacrifices and burdens, there is a danger of greatly exaggerating the pain
involved in meaningful Social Security reform. Transition problems are very severe if a PAYGO system is
entirely replaced with a funded system as in Chile, but such a radical reform does not seem politically
plausible in the United States. Because the traditional American PAYGO system has been so popular, it is
likely to continue to be a very large component of our public retirement system. A move toward funding is
only feasible in my judgment if it is relatively small. Most plans for individual accounts from the political
center convey the equivalent of only two or three percentage points of the current payroll tax into individual
accounts. Were it not for the perceived need to simultaneously cure the actuarial imbalance in the traditional
system, the pain of reform would be quite small. The immediate forgone consumption in many plans would
initially be less than two percent of income and would be less than that in the very long run.

The existence of the current budget surplus provides a golden opportunity to further reduce the pain of
partially funding the system. It allows a portion of revenues to be saved either publicly or privately without
having to reduce consumption below current levels. It is true this approach sacrifices the opportunity for tax
cuts or spending increases, but that is much easier than having to accept the reduction in consumption that
would be necessary if a tax increase was necessary to fund a public account, or a mandated contribution to
an individual account was imposed on top of the current tax burden.

Although the problems of the actuarial imbalance and of any move toward funding will have to be solved
simultaneously, they should not be confused conceptually. Because the current system is not sustainable
under current law, some sacrifice will be necessary even if we do not move toward funding. It is therefore
illusory to compare reform plans to the current system as though current benefit and tax laws can be
sustained forever. The Congressional Research Service (CRS) has done a good job analyzing different reforms
under two scenarios—one in which benefits are lowered to payroll tax receipts and another in which taxes are
raised to finance promised benefits. If adverse assumptions are made—retirement at age 65, bond rate of
return on individual accounts, no retirement saving that is not mandated—monthly retirement income tends to
be lower than that under current law in plans like Moynihan-Kerrey or H. R. 4256 for most of those retiring
before the trust fund empties, but much higher after, if it is assumed that benefits are lowered to tax receipts.
If taxes are raised to finance promised benefits, the burden on future taxpayers will be higher than under the
reform plans.

The sacrifice will be even less if the move toward funding is successful in increasing saving and enhancing
economic growth. The CRS study is inconsistent in this regard in that the projections of future retirement
income implicitly assume that people truly increase their saving by the amount of any mandate, but it does
not take account of any increase in incomes that might result from enhanced economic growth.

This is a tricky issue whether funding is done publicly or privately. It was noted previously that public funding
will not work if surpluses in any retirement fund allow deficits to be larger in the rest of government.
Mandates to save privately can also be evaded if people respond by reducing other retirement saving or by
borrowing more. However, any plan cutting the growth of benefits provides a powerful inducement for people
to save more privately in order to replace those benefits. Consequently, it is my judgment that a mandate
combined with a benefit reduction would be very effective in increasing saving. Saving should also rise, even
though individual accounts are voluntary and also in the case where no special provision has been made for
private saving to offset benefit cuts. However, mandates may be useful in encouraging people to exercise the
self-discipline that they should be exercising in any case when confronted by lower Social Security benefits
than they originally expected. 

To the degree that saving is increased as the result of Social Security reform, growth should be enhanced.
This does little to reduce the proportionate economic burden imposed by the Social Security system, because
faster growth means higher wages and higher wages mean higher benefits. However, more growth makes



reform less painful, because it reduces any loss of consumption compared to past history. Indeed, it should be
noted that today's system promises each successive cohort of retirees a higher real benefit. Simply, keeping
traditional benefits constant in real terms would solve a significant portion of the financing problem without at
all reducing the absolute living standard of average retirees.

Conclusions

It is necessary to contemplate two types of Social Security reform, both of which are highly desirable. First,
we have to adjust to the fact that under current law payroll taxes are not sufficient to finance promised
benefits in the long run. Second, it would be useful to fund part of the system, so that the rate of return to tax
payments is dependent on the real return to capital rather than on demographic variables. Both types of
reform will impose sacrifices in the sense that someone's consumption will have to be lowered below what it
could be otherwise, either now or in the future. However, the total sacrifice is not large in size, because most
politically feasible reforms fund only a small portion of the public retirement system and if we act quickly, the
financing problem under current law is small relative to total income. Moreover, the sacrifice can be spread in
an infinite number of ways among and within the generations. The neediest in society can be easily protected
against any drop in absolute living standards.

Consequently, Social Security reform should not be as hard as it is. Part of the problem is due to a lack of
understanding of the current system and of the implications of specific reform proposals. More important,
Social Security is hard to reform because it has been so popular and has worked so well in the past. But it
cannot work as well in the future because of adverse demographics. Leaving it the same is not a viable option
in the long run.
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