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PROPOSALS TO ACHIEVE SUSTAINABLE
SOLVENCY, WITH AND WITHOUT
PERSONAL ACCOUNTS

TUESDAY, APRIL 26, 2005

U.S. SENATE,
COMMITTEE ON FINANCE,
Washington, DC.

The hearing was convened, pursuant to notice, at 10:07 a.m., in
room SH-216, Hart Senate Office Building, Hon. Charles E. Grass-
ley (chairman of the committee) presiding.

Also present: Senators Hatch, Lott, Snowe, Kyl, Thomas,
Santorum, Frist, Smith, Bunning, Crapo, Baucus, Rockefeller,
Conrad, Bingaman, Kerry, Lincoln, Wyden, and Schumer.

OPENING STATEMENT OF HON. CHARLES E. GRASSLEY, A U.S.
SENATOR FROM IOWA, CHAIRMAN, COMMITTEE ON FINANCE

The CHAIRMAN. I would like to welcome everybody. I would like
to discuss, just for a moment, our procedure for today.

Senator Baucus and I will make opening statements. We will
then hear from our witnesses. Following their statements, Senators
will each have 5 minutes for questions. I will start, followed by
Senator Baucus. Then after Senator Baucus, we will follow the tra-
ditional early bird rule.

For Senators that have to go to other hearings, you will maintain
your place on the early bird rule, so when you come back, if we
have crossed your name, we will go back to you before following
down the list.

For the benefits of our new members, I hope that the early bird
rule has been explained to you by staff. If you have any questions
about it, I would ask that you would talk to our staff about it so
there is a clear understanding of how the early bird rule works.

Today’s hearing is the second this year that this committee has
had on the future of Social Security. Today we are going to exam-
ine specific proposals that achieve sustainable solvency for Social
Security, which is probably the most popular government program
ever created. Sustainable solvency means that there is a positive
trust fund balance throughout the traditional 75-year projection pe-
riod for Social Security, and a level of rising balance at the end of
that period.

Sustainable solvency ultimately means that taxes and benefits
must be roughly equal. Achieving sustainable solvency, of course,
is important for a number of reasons. No one wants Social Security
to be unsustainable.
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Beneficiaries should not have to worry that their benefits will be
reduced. Workers should not have to worry that their payroll taxes
will go up, as they have 20 times. The longer Social Security’s fu-
ture remains in doubt, the more people will worry about their own
future prospects.

A sustainable Social Security program will give everyone addi-
tional peace of mind. No one should take comfort in the fact that
Social Security has been on an unsustainable path for nearly 3 dec-
ades.

Given the programmatic linkages between workers and bene-
ficiaries and wages and benefits, there is no plausible set of as-
sumptions under which Social Securlty will be able to pay 100 per-
cent of currently scheduled benefits.

Policymakers of the past had the luxury of time. They could af-
ford to wait and see. After all, things might have turned out dif-
ferently. We might have had birth rates not declining. Real wages
might have been higher, and inflation might have been lower.

But all those things were not to be. Their future is now our
present, and time is running out. The retirement of the baby
boomers is upon us within 3 years. It has been more than 20 years
since Congress enacted major Social Security reform.

Despite the obvious need for additional reform, policymakers
have refused to take further action. Instead, Social Security has be-
come, as we all know, a political hot potato just tossed back and
forth, producing motion but no progress.

If this Congress is going to muster the courage, and if we are
going to accept the responsibility that we should address Social Se-
curity reform this year, we should do more than just kick the can
down the road a while.

Achieving only 75-year solvency like the 1983 reform means that
we have failed to fully address the problem. That means that we
are just doing nothing more than passing the buck to some future
Congress.

Each of the proposals presented by our witnesses today will
achieve the goal of sustainable solvency. They reach this goal in a
variety of different ways. Our job on the Finance Committee is to
evaluate the elements of each plan and determine the best ap-
proach overall.

As Chairman, I intend to work hard to engage this committee in
a sincere debate about ensuring Social Security’s future solvency.
I hope to bring members to the table to work in our usual bipar-
tisan fashion. I feel strongly about the need to take legislative ac-
tion this year.

Now, President Bush has lent the power of the White House to
the cause of saving Social Security, and it seems like this only hap-
pens when presidents do this, as under President Carter, as under
President Reagan. Under those two presidents, Congress did take
some action.

Under President Clinton, he had a great national debate on the
issue, but Congress did not take action. But it got a lot of bipar-
tisan bills introduced that maybe would not have otherwise been
introduced except for President Clinton’s leadership. We should not
waste the opportunity provided by the leadership of President
Bush.
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This opportunity is not likely to come again for another decade.
I hope my co-sponsorship of the Bob Kerry and the John Breaux
and the Judd Gregg bill in 1999, following on the leadership of
President Clinton, indicates that I am not afraid as a Republican,
opposite the President, to take action at that particular time.

Outside of the hearing room today we have political theater and
we have dramatic attempts to polarize Social Security along par-
tisan lines. I hope that my fellow committee members, in the tradi-
tion of the work of this committee, resist the temptation to allow
such theatrics to pervade this hearing room.

I want to thank my colleague, Senator Baucus, for being very in-
tellectually honest in his approach to this issue, even though we
disagree to some extent about what we should be negotiating, or
when we should be negotiating. But I follow very closely what my
colleague says, and I thank you for the sincerity in how you have
addressed our differences of approach.

If there is going to be a bipartisan consensus for reform, the
process has to begin in this committee. We know from previous
Congresses, when leaders have taken things away from this com-
mittee, they have gone nowhere. I do not expect either the Repub-
lican or Democratic leadership this time to do that, so we have an
opportunity, and there is no time like the present to get started.

Senator Baucus?

OPENING STATEMENT OF HON. MAX BAUCUS,
A U.S. SENATOR FROM MONTANA

Senator BAucus. Thank you very much, Mr. Chairman.

I would like to begin just by thanking you for the tone in which
you are approaching this subject. We have, as you mentioned, a
tradition in this committee of working very much together, you and
I especially. It has been a wonderful experience for me, working
with you.

We almost always agree, and I think that is partly because we
both have the same approach, that is, trying to find pragmatic,
practical solutions based not in ideology, but on economics and
what makes sense and what does not make sense.

In fact, the cooperation is so great, it has turned into personal
friendship, which is quite something around here. I just want to
again tell you how much I appreciate that. This is one of the very
few times where we do not agree, and it is just unfortunate that
we do not. You favor private accounts, I do not.

At the same time, to use that old phrase around here, which is
really true, we agree to disagree agreeably. There has been abso-
lutely no difference in the friendship between the two of us on this
issue, but we just, at this point, do have different points of view.
I know that, over time, we will probably find a way to resolve this
one as well, although it may not be in the immediate future.

When President Roosevelt signed the Social Security Act, he said
that “we have tried to frame a law which will give some measure
of protection to the average citizen and to his family against pov-
erty-ridden old age.” Social Security has provided that critical
measure of protection for millions of American families.
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I mean, these figures are really dramatic. For 1 out of 5 seniors,
Social Security is their only source of income. For 2 out of 3 sen-
iors, Social Security provides most of their income.

People depend on Social Security and Social Security helps mil-
lions of families if a breadwinner dies or becomes disabled. Clearly,
we need to address Social Security’s long-run financing. Nobody
disputes that. That is clear. But we do not need to make drastic
changes.

The nonpartisan Congressional Budget Office, which is the offi-
cial Congressional scorekeeper, one that we must go by when we
pass legislation around here, projects, under current law, Social Se-
curity can pay full benefits through the year 2052. We must abide
by CBO’s numbers. Other estimates will be made by other people,
and the administration has their own, but we in the Congress must
abide by CBO.

CBO says that Social Security can pay full benefits through the
year 2052. After that, CBO says, annual Social Security revenues
are sufficient to pay about 80 percent of benefits. That is after
2052.

Clearly, however, we need to make changes so that that result
in the year 2052 is not reached, so that full benefits are available
for all Americans, all seniors who retire past that year.

We should make these changes sooner rather than later, that is
clear, because the price for the solution will be much less today
than if we attempt to address it years down the road.

But I want to also make clear, we do not need to privatize Social
Security to save it. That is a very key point. We do not have to pri-
vatize Social Security in order to save it.

Unfortunately, the President has called for privatizing Social Se-
curity. The President proposes to allow workers to divert 4 percent
of their earnings into private savings accounts.

Now, common sense teaches us that when you want to get out
of a hole, first you stop digging. But the President’s plan would dig
Social Security into a deeper hole.

He has admitted that private accounts do not solve Social Secu-
rity’s problems, but he should honestly go a little bit farther and
say not only do they not solve Social Security’s long-term financial
problems, but they also make the long-term financial problems
much worse. Not only do they not help solve the problems, they
make long-term problems much worse.

According to CBO, Social Security can pay full benefits, as I men-
tioned, until 2052. But under the President’s plan, the date when
full benefits can no longer be fully paid comes 11 years earlier in
2041.

Where does the money come from to put into these private ac-
counts? Where does that money come from? Well, the Federal Gov-
ernment would have to borrow it, borrow more, much more, at a
time when, for the second fiscal year in a row, the Federal budget
deficit hit an all-time record of $412 billion.

Indeed, under the President’s plan, the Federal Government
would have to borrow roughly $5 trillion more during the first 20
years of its plan. Today, the entire debt held by the public is rough-
ly $4.5 trillion. The President’s plan would more than double that,
to almost $10 trillion.
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Now, how much is $10 trillion? What does that really mean?
Well, one way to look at it, is this. That is $34,000 for every person
in the United States today. $34,000 for every man, woman and
ghgd in the United States today, saddled with that $10 trillion

ebt.

How much of that money will be borrowed from foreign investors
and foreign central banks? A lot. I think the current figure is,
about 37 percent of our debt is held by foreigners and foreign cen-
tral banks.

Well, someone might ask, what difference does that make? It
makes a big difference. What effect will that have on American for-
eign policy when foreigners own so much of our debt? We start to
negotiate one foreign policy issue after another.

Get a little hint from China, a little hint from North Korea, from
Japan, about what their issue is and what they may or may not
do with respect to their holdings of U.S. debt.

It puts us in a very precarious position, to say nothing of the pre-
carious financial position our country would be in if those dollars
are withdrawn or those securities are withdrawn by foreign govern-
ments.

We are not saying they will, but we do know there have been
hints in the past where Korea, I think, and another country indi-
cated they may pursue that. We cannot put ourselves in the posi-
tion of so much national debt.

Now, the President has not publicly taken the position on how
to eliminate Social Security’s long-run shortfall and how to make
up for the additional shortfall caused by his privatization plan.

But the President and his spokespeople have implied that there
is a benefit proposal that they might support. What is it? First, as
you may recall, the President, indirectly through his 2001 Social
Security Commission and a memo by a high-ranking White House
official, considered price-indexing initial benefits.

That proposal would deeply cut benefits for everyone and would,
according to the Congressional Research Service, eventually elimi-
nate Social Security as we know it.

As you can imagine, once those details were understood, the
President and the White House stopped talking about price-index-
ing.

Well, more recently, the President and White House officials
have praised a proposal called Progressive Price-Indexing. In a
March 16 press conference, President Bush said some positive
things about an idea that has been suggested by one of today’s wit-
nesses, Robert Pozen.

The President said, “One of the interesting ideas was by a fellow,
by an economist, name of Pozen. He came to visit the White House.
He didn’t see me, but came and tossed some interesting ideas out,
talking about making sure the system was progressive.”

Well, under this proposal, low-income workers are left un-
touched, but everyone else has their Social Security benefits cut.
Instead of eventually eliminating Social Security, most workers
would eventually receive the same Social Security benefit, regard-
less of the amount of money contributed to the program.

Both of these proposals are bad policy and fundamentally alter
important features of Social Security, and would result in deep
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benefit cuts for middle-income and upper-middle-income folks, es-
pecially middle-income Americans.

The benefit reductions under Mr. Pozen’s plan would be deep,
and they would keep getting deeper as we move further into the
future. According to the Center on Budget and Policy Priorities,
someone who earns $59,000 in 2005 and retires on down the road—
I do not have the exact date here—that person will receive a 42-
percent cut in benefits. Forty-two percent. That is for persons earn-
ing $59,000 today.

So, this plan is not a compromise. The plan is not progressive.
The Pozen price-indexing proposal would cut benefits deeply for re-
tirees who rely on them.

Now, some may ask, what about the income that retirees would
get from their private accounts? Would the earnings in the private
account not be greater than the reductions in the benefits? The an-
swer is no.

Even though retirees get to keep the money in their private ac-
counts, they have to give most of it back, maybe all of it back, and
maybe even more than all of it back in the form of a second cut
in the Social Security benefits.

This second cut is on top of the benefit cut from switching to
price-indexing. The size of the President’s second cut would be
equal to the contributions that were made to the workers’ private
accounts, plus earnings on those contributions, of 3 percent plus
the rate of inflation. In effect, this second cut is a privatization tax.

Because of this privatization tax, if we adjust the projected rate
of return on stocks for risk, as required by the CBO—and again,
we must go by CBO numbers—participating in the private accounts
would do you no good. Put another way, the private accounts do not
offset any of the losses for the price-indexing plan that the Presi-
dent thinks is a good idea.

Well, what if stocks were not adjusted for risk? Would workers
be able to make up for the cuts? Our analysis shows that the stock
market would need to earn at least 10.9 percent over the next 40
years for workers to be able to make up for the cuts due to price-
indexing and the privatization tax. That is in nominal terms. Most
people think of the stock market in nominal terms, not real terms.

But most experts agree that a 10.9 percent return on stocks over
the next 40 years is highly unlikely. Social Security actuaries as-
sume the stocks will return 9.5 percent.

Top Wall Street economists, according to an article by the Wall
Street Journal in February, are expecting stock returns over the
next 40 years to be around 7.6 percent. Again, that is nominal.
Most people think of the stock market in terms of nominal. They
do not add in rate of inflation.

Let me also say a few words about the plans of our other wit-
nesses. Peter Orszag, in conjunction with Peter Diamond, has pro-
duced a plan that would not privatize Social Security, it would
make Social Security solvent beyond 75 years, but with no gim-
micks.

I do not favor Mr. Orszag’s plan, but I want to thank him and
Mr. Diamond for constructing their plan and putting it into the de-
bate.
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In contrast, Mr. Ferrara’s privatization plan sets back the de-
bate. His plan includes enormous, but unspecified, spending cuts in
the Federal budget, as well as other gimmicks. Without these
spending cuts and gimmicks, his plan would raise Federal debt
held by the public to $26 trillion at the end of 75 years.

Mr. Tanner’s privatization plan is also extremely problematic. It
includes full price-indexing for workers who choose not to have a
private account, which would lead to benefit cuts of about 50 per-
cent for an average earner retiring in 2075.

These privatization schemes, like the President’s plan, would un-
dermine that “measure of protection to the average citizen” that
President Roosevelt signed into law nearly 70 years ago.

Mr. Chairman, to address Social Security’s long-term financing,
we need to reject this drastic privatization change. The carve-out
takes money away from Social Security. It does not add to Social
Security, but takes it away.

First, the President needs to leave privatization behind. He
needs to stop digging that hole. Then, and only then, can we move
on to strengthen that critical measure of protection that is Social
Security.

The CHAIRMAN. Thank you, Senator Baucus.

As is our practice in this committee when we have Republican
or Democratic leaders of the Senate on the committee, we give
them an opportunity to speak when they can be here.

So, I would call on Senator Frist at this time, and then we will
go to the panel.

Senator Frist?

OPENING STATEMENT OF HON. BILL FRIST,
A U.S. SENATOR FROM TENNESSEE

b Se%nator FristT. Thank you, Mr. Chairman. I will be very, very
rief.

I want to congratulate you and Senator Baucus for holding the
hearing today. At the end of the week, the President’s 60 days and
60 stops to discuss Social Security with the American public will
come to an end.

I believe the President has made the case that we need to mod-
ernize Social Security and that we do need to do it now. I believe
it is our responsibility. This important hearing today begins the
second phase of this dialogue with the American public. We all
know that we have a problem; now let us discuss the solutions.

This is the start of the legislative process to reform Social Secu-
rity, and once again I thank the Chairman and the Ranking Mem-
ber for beginning that process today. I thank all the witnesses for
their contribution to this debate.

I am convinced that, within the spectrum of proposals discussed
today, lie the seeds for a solution that the full Senate can consider
and which will preserve retirement security for future generations
to come.

Thank you, Mr. Chairman.

The CHAIRMAN. Thank you, Senator Frist.

Now, to our panel. Mr. Peter Ferrara, senior fellow, Institute for
Policy Innovation, director of the Social Security Project, Free En-
terprise Fund, Washington, DC; Mr. Michael Tanner, director,
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Project on Social Security Choice, Cato Institute, Washington, DC;
Mr. Robert C. Pozen, chairman, MFS Investment Management,
Boston, MA; Mr. Peter R. Orszag, Joseph A. Pechman Senior Fel-
low, Economic Studies, The Brookings Institution here in DC; and
Ms. Joan Entmacher, vice president for Family Economic Security,
National Women’s Law Center, Washington, DC.

We will go in the order in which you are seated there. So, start-
ing with you, Mr. Ferrara.

STATEMENT OF PETER FERRARA, SENIOR FELLOW, INSTI-
TUTE FOR POLICY INNOVATION, DIRECTOR OF THE SOCIAL
SECURITY PROJECT, FREE ENTERPRISE FUND, WASH-
INGTON, DC

Mr. FERRARA. Thank you, Mr. Chairman.

My goal is to make Social Security reform a major net gain for
workers, not a loss. Personal accounts give us the opportunity to
do that. In fact, if we do personal account reform right, we can
achieve all the major social goals of Social Security better than the
current system does today.

In fact, if you do it right, the personal accounts can be a historic,
major breakthrough in prosperity for average working people.

The bill that I think does this the best, the bill I worked on very
closely with members, was the bill introduced by Senator John
Sununu in the Senate, and Representative Paul Ryan in the House.

The major provisions of that bill are as follows. We try to make
the bill, first of all, progressive. We try to make the option progres-
sive. So, out of the 12.4-percent Social Security payroll tax, we
allow workers to take 10 percentage points on the first $10,000 of
wages they earn each year, and 5 percentage points on everything
above that. So, it works out to an average of 6.4, or about the em-
ployee’s share.

Now, the reason we do that is because, under the current Social
Security system, low-income workers get a higher rate of return
than higher-income workers. So, if you just say, all right, you can
just take a flat 6 percent, for example, well, then the high-income
workers who have low returns on their Social Security, the market
returns are flat, so high-income workers—say, if you just take a
flat 6 percent—would gain an enormous amount and low-income
workers would gain little, if anything, because Social Security re-
turns are higher for low-income workers.

So when you go to the market returns, if you do not have a pro-
gressive feature in it, you just have a flat option, then the high-
income workers would gain enormously and the low-income work-
ers would gain very little.

Under our plan that we developed for this legislation, we devel-
oped that progressive option. All workers gain roughly the same
amount. The high-income workers do gain, but low-income workers
gain at least as much in percentage terms as high-income workers.
So, we try to make this mirror the progressivity of Social Security
so all workers would gain an equal amount.

Now, when you exercise the personal accounts, benefits payable
from the tax-free accounts, it would substitute for a portion of So-
cial Security benefits based on the degree to which workers exer-
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cised the account option over their careers. This is how the system
achieves solvency.

If you exercise the option, you substitute your account benefits
for part of your retirement benefit. But this is not the Bush plan
formula. We designed the formula in this plan explicitly so workers
would gain a lot.

The whole idea behind this is, if personal accounts do achieve
what we say they can achieve, this can be designed so workers
would gain. So, the formula is designed so workers gain a lot.

Workers choose investments by picking a fund managed by a
major private investment firm from a list officially approved for
this purpose and regulated for safety and soundness, just like the
Federal Employee Thrift System.

The accounts are backed up by a safety net, guaranteeing that
workers would receive at least as much as Social Security promises
under current law. This is unique to this bill. This maintains the
social safety net of the current system. Any good plan should do
that.

We guarantee that, if you stay in the current system, you get the
promised benefits. If you choose the personal accounts, you have a
safety net that guarantees you at least will get the promised bene-
fits under current law.

Why does that work? Well, first of all, we think that accounts are
so attractive, no one will stay in the old system. The returns that
workers can get in these personal accounts are so much higher, the
market returns are so much higher than what Social Security
promises, that we think it is very unlikely that, over a lifetime of
savings and investment, you could ever have returns that fall as
low as what Social Security promises.

So, you see the key here. This is why this is not a privatization
plan. This maintains the social safety net of the current system
and maintains the social framework for investing. It makes it easy
for unsophisticated investors to participate.

You see this safety net guarantee is really very critical because
it maintains the defined benefits of the current system within the
new structure of personal accounts. If you do not do better with the
defined contribution benefit of the personal account, you still have
all the defined benefits of the current system.

But we are so sure that workers are going to do better, much,
much better, that we think, why not, if you truly believe that, as
many personal accounts advocates say, then why not just guar-
antee the current benefits, which is what the system does.

The chief actuary of Social Security has scored this as achieving
full and permanent solvency, and that is because it shifts so much
of the benefit obligations to the accounts, that with the 6 percent
still going into Social Security, it is in permanent surplus.

At the same time, workers are going to get even better benefits.
Also, it was because, in this plan, there is no permanent borrowing
in this plan. There is short-term borrowing, but then the system
falls in a surplus.

When it falls in a surplus, the surpluses are specifically des-
ignated, set aside to pay off all the borrowing, so there is no net
borrowing over the lifetime of the reform plan.
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So we achieve all these goals at the end of the day with the full
benefits of market returns. Workers will actually be better off. That
is what we should try to achieve with this reform.

The CHAIRMAN. Thank you, Mr. Ferrara.

[The prepared statement of Mr. Ferrara appears in the appen-
dix.]

The CHAIRMAN. Now, Mr. Tanner?

STATEMENT OF MICHAEL TANNER, DIRECTOR, PROJECT ON
SOCIAL SECURITY CHOICE, CATO INSTITUTE, WASHINGTON,
DC

Mr. TANNER. Thank you, Mr. Chairman and members of the com-
mittee. I very much appreciate the opportunity to appear before
you today. I congratulate the committee on holding this hearing,
not the least because I hope it is an indication that we have moved
beyond the sort of sterile and unproductive debate about whether
or not Social Security is facing a crisis or just a big problem.

Because, as frightening as Social Security’s financial problems
are—and they truly are frightening—the program begins running
a deficit in just 12 years. Overall, it is facing unfunded obligations
of something like $12.8 trillion.

I believe that Social Security reform must be about more than
just achieving technical solvency. Now, that is not to downplay the
importance of solvency. Any responsible Social Security reform will
restore the program to sustainable solvency.

But, while necessary, solvency is not sufficient. We should seize
this opportunity to build a better program and one that is based
on fundamental American values like ownership, inheritability,
and choice.

The fact is, under the current Social Security system, you have
no legal, contractual, or property rights to your benefits. What you
get from Social Security at retirement is entirely up to 535 mem-
bers of Congress.

But personal retirement accounts would give workers ownership
and control over their retirement funds. The money in their ac-
counts would belong to the workers, money that the politicians,
with all due respect, could never take away. In short, workers
would own their retirement.

And because you do not own your Social Security benefits, they
are not inheritable. Millions of workers who die prematurely are
not able to pass anything on to their loved ones. But personal re-
tirement accounts would enable workers to build a nest egg of real
inheritable wealth.

Finally, I believe that choice is part of the essence of America.
Yet, when it comes to retirement, we are forced into a one-size-fits-
all cookie-cutter retirement program, a system that cannot pay the
benefits of this promise and under which we have no right to the
money we paid in.

With personal retirement accounts, workers who want to remain
in traditional Social Security would be free to do so. Those who do
not believe that private accounts can provide better returns or bet-
ter benefits could stay in the current Social Security system, but
those workers who want a choice to save and invest for their retire-
ment would have that option.
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With this goal in mind, not just to restore Social Security to sol-
vency, but to do that while building a better retirement program
that gives workers ownership and control over their money, schol-
ars at the Cato Institute have developed a comprehensive proposal
for creating privately invested, personally owned accounts as part
of an overall Social Security reform.

This proposal is the basis for legislation, H.R. 530, that has been
introduced by Representative Sam Johnson of Texas, Representa-
tive Jeff Flake of Arizona, and at this point, I believe, about 10 co-
sponsors in the House.

Under this proposal, workers under the age of 55 would have the
option of diverting their half of the Social Security payroll tax, 6.2
percent of wages, to an individual account.

The employer’s portion of the payroll tax would continue to be
paid into the Social Security system to provide survivor’s and dis-
ability benefits, which would remain unchanged from the existing
system, as well as to partially fund continued benefits for those al-
ready retired or nearing retirement.

Workers choosing the individual account option would forego any
future accrual of retirement benefits under Social Security, the re-
tirement portion only. However, those workers would have already
paid into the existing Social Security system and their already ac-
crued benefits would be recognized in the form of a recognition
bond which they would receive which would be their property and
which would jump-start their individual account.

Workers who do not choose individual accounts would be free to
remain in the current Social Security system. However, these work-
ers’ benefits would be adjusted for prices, rather than as currently
adjusted for wages.

This is not a benefit cut. No worker in the future would receive
lower benefits on an inflation-adjusted basis than workers retiring
today.

In fact, we know that the promised level of benefits in the future
simply cannot be paid, so to compare any reformed Social Security
plan to the promised benefits under Social Security is to compare
reality to a fantasy. Those benefits cannot be paid. In fact, if Con-
gress does nothing, those benefits, by law, will be reduced by some
26 percent.

This plan calls for establishing a new minimum benefit under So-
cial Security equal to 100 percent of the poverty level, which is
higher than the current minimum benefit under Social Security
today and which would ensure that no senior ever ends up in pov-
erty.

This plan has been scored by the Social Security Administration’s
Office of the Actuary as obtaining solvency, and I have included not
only the actuarial memo, but also an analysis that we have re-
leased today on that scoring.

Summarizing it, however, it shows that our proposal, as em-
bodied by the Johnson-Flake legislation, can provide large indi-
vidual accounts, restore Social Security to permanent, sustainable
solvency, and do so in a fiscally responsible manner.

We acknowledge that there are up-front costs to doing this, and
we can discuss those in more detail. However, those costs not only
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are less than for other large account plans, but they are more than
offset eventually by the savings to the system.

If our goal in creating Social Security reform is not just solvency,
but to give workers something that is really theirs, to allow owner-
ship, control, inheritability, and choice, then I would suggest that
that must be a crucial part of any Social Security reform.

Thank you very much.

The CHAIRMAN. Thank you very much.

[The prepared statement of Mr. Tanner appears in the appendix.]

The CHAIRMAN. Now, Mr. Pozen?

STATEMENT OF ROBERT C. POZEN, CHAIRMAN,
MFS INVESTMENT MANAGEMENT, BOSTON, MA

Mr. PozeN. Thank you, Mr. Chairman, for inviting me, and
thank you for holding this hearing. I believe that this hearing can
be the beginning of a refocusing of the Social Security debate on
solvency, which must be the main agenda.

So far, we have been talking a lot about the desserts, the per-
sonal accounts, and we have not been wanting to talk much about
the spinach, the solvency, and I think it is great that we are going
to get to the spinach.

Progressive indexing, in my view, is an approach to solvency,
first and foremost, and I would like to explain that. Second of all,
I would like to talk about some of the issues that Senator Baucus
raised, some criticisms which I think could be dealt with.

Then, third of all, and probably most importantly, I'll explain
how progressive indexing could be combined with a number of dif-
ferent approaches. It is not necessarily locked into a carve-out per-
sonal account.

So, first, progressive indexing is pretty simple. We divide the
world into low-wage workers, defined as $25,000 per year or lower
in average career earnings, high-wage defined as $113,000 per year
and higher, and middle-wage, in between $25,000 and $113,000 per
year.

We preserve the current benefits and the future benefits for all
low-wage workers, all workers who are in retirement, and all work-
ers who have not yet retired but will retire before 2012.

For the high-wage workers, we grow their benefits by price-in-
dexing rather than wage-indexing their initial benefits, and then
we have a proportional formula for the middle-wage worker in be-
tween.

What is the justification for this differential indexing? We are
trying to protect low-wage workers because they need Social Secu-
rity, as Senator Baucus said. For many of them, that is the only
retirement income that they have. Most importantly, they do not
have IRAs and 401(k)s, which obviously were not contemplated at
the time Social Security was enacted.

IRAs and 401(k)s are held primarily by high-wage and middle-
wage workers. These are tax-subsidized. In 2004, the tax subsidy
for those accounts was roughly $55 billion.

So if we look at overall government support for retirement pro-
grams, we need to treat low-wage workers a little better in Social
Security because they are more dependent on it and they do not
have these other retirement programs.
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From a solvency point of view, progressive indexing has been
scored a variety of different ways. But I think it is fair to say that,
roughly, progressive indexing alone cures about 70 percent of the
long-term deficit of Social Security. It brings that deficit down from
a present value of about $3.8 trillion to $1.1 trillion, and most im-
portantly, at the end of the 75-year period, it is financially self-sus-
taining.

Now, second of all, let me deal with the criticisms of progressive
indexing. I think some of them are well thought out, but can be
dealt with.

First is the criticism that if you continue progressive indexing to
the next century, you would ultimately get to a flat benefit. I think
that is correct. However, I never contemplated going that long; I
stopped progressive indexing at 2079, the end of the period for
measuring system solvency. At that point, there is a 20-percent dif-
ference in the benefits between high- and low-wage workers.

But if you think that is not enough differential, you could stop
progressive indexing at 2055, you can stop it at 2061, so you can
calibrate it to maintain more of a difference between low-wage and
high-wage workers. Progressive indexing already has a difference,
but you can increase that difference.

A second criticism has been made about the relationship between
wage and price growth over 75-year periods. If wage growth grows
faster than anticipated by the Social Security actuaries, then we
probably would not have to do as much in terms of price-indexing.

Again, that is probably true. If we could exactly figure out what
wage growth was going to be over the next 75 years, it would be
a lot easier. But we could, through legislative draftsmanship, say
something like wage-indexing minus 1 percent a year for the high-
wage workers. Thus, if wages went up a lot faster than prices, you
would not have to have as much benefit slowdown for the high-
wage workers because you would not need it.

The third criticism, and this I think is probably the most impor-
tant one, is that progressive indexing allegedly involves “benefit
cuts.” I would agree with Michael Tanner in saying we can only
have a benefit cut if someone is entitled to something which we can
afford to pay. The future generations are not legally entitled to the
schedule of Social Security benefits in the future, and we cannot
afford to pay for this schedule.

I give as an example a median-wage worker who would get
$14,400 in annual benefits if he or she retired today at 65. In 2055,
under progressive indexing, in constant dollars, that worker would
get $17,400.

So in terms of purchasing power, the purchasing power of the So-
cial Security benefits of the median worker would go up. Yes, that
median worker would get less than scheduled benefits, but the re-
ality is, we do not have enough money to pay the scheduled bene-
fits.

Finally, I want to discuss progressive indexing in combination
with other approaches. If you do not want to have as much benefit
slow-down (which is a more accurate term than benefit cut) as you
have in progressive indexing, then you are going to have to take
other measures like raising payroll taxes if you want to reach sol-
vency. Peter Orszag has a very honest proposal, and he has ex-
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plained what increases in payroll taxes would be needed to reach
solvency. The question is, are we prepared to increase payroll
taxes?

I am personally against the proposals that raise the base from
$90,000 to $150,000 and apply to all those earnings a 12.4-percent
tax rate. That is a tremendous hit on those people, and I think it
is unfair because somebody making $800,000 would not bear the
brunt of raising the base.

I think if we have an increase in payroll taxes, it ought to look
more like the Medicare model of 2.9 percent on all earnings above
the $90,000 base, and all the way up.

But then Congress and this committee will have to come to grips
with what Social Security benefits would be associated with that
payroll tax increase, because those people will want benefits.

One idea that I have discussed with some Senators is: if we had
a payroll tax increase of 2.9 percent above the $90,000 base, we
could create a personal account out of that 2.9 percent, say 2 per-
cent, while the rest would go towards solvency. That would be a
way in which you would avoid taking any existing monies out of
the system; you would be taking out only new monies.

I included in my testimony how progressive indexing could work
with the President’s type of carve-out account. Yet there are some
people who complain about the borrowing involved with carve-out
accounts.

It is true: if all you do is create a carve-out personal account, you
will increase government borrowing. But I think that the num-
bers—illustrated by a graph, Appendix B in my testimony—show
that if you adopted progressive indexing along with a 2-percent
carve-out account, you actually reduce long-term borrowing by
about $2 trillion over the 75-year period.

My last point is that Peter Orszag has suggested a number of
very good proposals for add-on accounts. This can be another ap-
proach to Social Security reform. If you adopt progressive indexing
to address the solvency issue, then you could take some of the sav-
ings from this approach and put them into add-on accounts.

But again, if all we do is create or enlarge add-on accounts, if all
we do is create a new “kitty” account or create a new type of IRA,
these will just cost money; they will not help the solvency of the
Social Security system.

The key here is to address solvency, first and foremost. I think
progressive indexing is a fair and reasonable way to do that. While
there are criticisms, they can be dealt with by legislative drafting.
After we address solvency, then we can figure out what should be
the sweeteners, what the package should look like—that is where
you would get to personal accounts.

Thank you very much.

The CHAIRMAN. He got more time than the rest of you, if any of
you have a minute or two and you want to add on something if we
get done here.

[The prepared statement of Mr. Pozen appears in the appendix.]

The CHAIRMAN. Mr. Orszag?
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STATEMENT OF PETER R. ORSZAG, JOSEPH A. PECHMAN SEN-
IOR FELLOW, ECONOMIC STUDIES, THE BROOKINGS INSTI-
TUTION, WASHINGTON, DC

Mr. OrRsZAG. Thank you very much, Mr. Chairman.

Financial planners suggest that people need about 70 percent of
what they had been living on before retirement in order to enjoy
a reasonable retirement after they leave the labor force. For aver-
age workers, Social Security provides about 35 percent of previous
wages, which means you need about another 35 percent on top of
Social Security.

It is very important to think in terms of tiers: a core tier pro-
vided by the Social Security system which provides benefits that
are protected against inflation, against financial market collapses,
and that last as long as you are alive; and then a secondary tier—
which, by the way, is where accounts belong, and we already have
them—401(k)s and IRAs.

My first point is, I think we can make 401(k)s and IRAs work
a lot better. This is something that both sides of the Social Security
debate should agree on. We should come together immediately to
take the common-sense steps that would make our 401(k) and IRA
accounts work a lot better.

For example, evidence shows that if you are in a 401(k), unless
you opt out, as opposed to having to affirmatively sign up for the
plan, participation rates skyrocket, even among very low earners.
For new employees with under $20,000 in earnings, you go from
under 15-percent participation rates to 80 percent.

The same thing with regard to tax refunds. Tax refunds amount
to more than $200 billion a year. We currently make it very dif-
ficult to get part of a tax refund into an IRA.

That should be the easiest thing in the world. You should be able
to check a box on your tax return and have part of your tax refund
going into an IRA. There is a lot that we can be doing. This com-
mittee can come together and get those reforms done and substan-
tially bolster retirement security for millions and millions of Ameri-
cans.

Now, although we can do a lot to bolster accounts on top of Social
Security, introducing accounts within Social Security does not
make any sense. First, it does not help to restore solvency, and if
anything, as Senator Baucus has already pointed out, would likely
harm solvency.

The way that these plans work is that you get a dollar into your
account today, but then have to pay back the dollar, plus interest,
at retirement through reduction in your Social Security benefit.
That is effectively like a loan from the Federal Government to a
worker.

In fact, in the Wall Street Journal this morning, Arthur Leavitt,
the former SEC chairman, wrote, “Every dollar you take out of tra-
ditional Social Security and put into a PSA must be paid back out
of your Social Security benefit, plus interest.

“If this sounds a lot like margin investing, it should not be a sur-
prise, since the PSA plan is modeled on that concept. . . . To come
out ahead then, an investor would have to earn a rate of return
that exceeds the interest on the loan, plus expenses.” The interest
rate on the loan would be 3 percent, real.
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Professor Robert Shiller at Yale, one of the Nation’s leading fi-
nancial economists, suggests that under his central projections, 70
percent of the time you would wind up worse off as a result of par-
ticipating in these accounts.

Again, I want to emphasize, at best, they are actuarially neutral.
Even if they were actuarially neutral over the very, very long term,
furthermore, they create a huge cash flow problem, because the
money goes out to a worker today and would not be repaid, for
young workers, for 30, 40, or 50 years. Meanwhile, the government
is out the cash. That is what creates this massive increase in debt
that is associated with these plans.

Now, you could assume that cash-flow problem away, which
many proponents want to do, but it is still there. Furthermore, the
account proposal does not make any sense even apart from that
cash-flow problem. If it were combined with progressive price-in-
dexing, it would take the core tier of retirement income for an aver-
age earner from about 35 percent of previous wages down to below
15 percent of previous wages, and that is a bottom-layer foundation
of retirement security that is just too small, in my view, to make
any sense.

Now, some people have said that the accounts are a sweetener,
they help the pain of restoring solvency go down. But I do not actu-
ally think that this argument is correct.

Goldman Sachs recently wrote that, “In essence, the 3 percent
real rate offset on the accounts represents a loan from the Federal
Government to the account holder to fund the personal account.
This is not an attractive proposition.”

From what I can tell, the American public agrees with Goldman
Sachs. A sweetener only works if it actually helps to make the
medicine go down. The accounts are not sugar. They are like trying
to convince your kid to eat the spinach by offering a turnip for des-
sert. It is not proving to be the sweetener that everyone is sug-
gesting that it would be.

A final point. Since accounts do not help to restore solvency, and
if anything, make it worse, there are truly only two options: benefit
reductions and revenue increases. Every single plan that fails to
dedicate any additional revenue to Social Security necessarily
means larger benefit reductions.

In that context, I want to bring up an issue that is under consid-
eration by the Senate now, which is the estate tax. If we reformed
the estate tax and froze it at its 2009 thresholds, in which $7 mil-
lion per couple would be tax-free, took that revenue and dedicated
it to Social Security, you would eliminate one-quarter of the long-
term problem facing Social Security.

You would obviate the need for $1 trillion in benefit reductions
that would otherwise be necessary. For an average 20-year-old
worker today, that is $1,500 a year in benefit reductions that would
no longer be necessary.

So the choice is very simple. Do you want to take that $1 trillion
and increase the after-tax inheritances received by very wealthy
children, or do you want to attenuate the need for benefit reduc-
tions or payroll tax increases within Social Security? Every dollar
of estate tax revenue that is not dedicated to restoring Social Secu-
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rity to solvency is a dollar more of benefit reductions or payroll tax
increases that are necessary.

Mr. Chairman, I see that my time is up. My written testimony
also goes through some of the shortcomings in progressive price-in-
dexing, and I would be happy to answer questions about that.

Thank you very much.

The CHAIRMAN. Thank you.

[The prepared statement of Mr. Orszag appears in the appendix.]

The CHAIRMAN. Now, Ms. Entmacher?

STATEMENT OF JOAN ENTMACHER, VICE PRESIDENT FOR
FAMILY ECONOMIC SECURITY, NATIONAL WOMEN’S LAW
CENTER, WASHINGTON, DC

Ms. ENTMACHER. Thank you, Chairman Grassley, Senator Bau-
cus, and members of the committee. Thank you for this opportunity
to testify on behalf of the National Women’s Law Center.

Social Security is not just for retired workers. It is a safety net
for families at all stages of their lives. Half of all Americans who
receive Social Security get benefits as disabled workers, children,
spouses, and surviving spouses.

This committee is considering proposals to achieve solvency by
cutting Social Security benefits, and to create private accounts
within Social Security by cutting Social Security some more, and
adding trillions of dollars to the national debt to do it.

Such proposals would hurt the economic security of workers
when they retire, and all Americans who would be burdened by
that debt. But those issues have received some attention, and Peter
Orszag mentioned some of them.

My testimony will focus on the impact of such proposals on the
other half of Social Security beneficiaries, who too often are over-
looked in these discussions and are, overwhelmingly, women and
children.

Concerning solvency, you can achieve sustainable solvency sim-
ply by cutting benefits deeply enough, but that defeats the whole
purpose of Social Security. It does not fix a problem, it makes it
worse for the millions of Americans who rely on Social Security.

Yet, that is essentially the approach reflected in both the price-
indexing and progressive price-indexing proposals. Both would cut
benefits deeper and deeper over time, both for those who choose a
private account and those who do not, for average earners, and
also—and this is a point that Mr. Pozen did not highlight in his
testimony—for disabled workers, children, spouses, and surviving
spouses. That is how his plan reduces the shortfall by 70 percent.

You may hear assurances that benefits for disabled workers and
survivors will be protected under some plan, but you need to look
carefully at the details of how that is to be done.

It takes money to provide that protection. Where is it coming
from? Are someone else’s benefits going to be cut more deeply? So-
cial Security uses the same formula to determine all benefits, so
cutting some benefits but not others raises new issues of adequacy
and equity.

What would happen to spouses and surviving spouses, if Social
Security is shifted to a system of private accounts, is a question of
critical importance to women, yet the administration has said noth-
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ing about how its plan for private accounts would affect these crit-
ical benefits.

Under the President’s private accounts proposals, workers who
shift payroll taxes from Social Security into a private account must
pay the money back with interest out of their Social Security bene-
fits, on top of any other benefit cut to achieve solvency.

The concept is that the worker will get the account in exchange,
but Social Security benefits for spouses and widows are based on
the worker’s benefit. So when his retirement benefits are cut be-
cause he chose a private account, benefits for spouses and widows
could be cut as well.

But under the administration’s plan, it does not appear that a
spouse or widow would necessarily be guaranteed anything from
his account, although she is likely to get stuck paying off the debt
incurred to create it.

The President has said that under his plan workers could be re-
quired to purchase an annuity to make sure that they do not spend
their accounts too quickly and end up poor, but the President has
not said that his plan would require a married worker to purchase
an annuity with joint and survivor protection for the surviving
spouse. There may be a reason for the administration’s silence on
that issue.

Social Security can provide spousal benefits in addition to the
worker’s benefit, but private accounts represent a fixed pool of as-
sets. Buying an annuity with joint and survivor protections rather
than a single life annuity would mean lower payments for the ac-
count holder, especially if the spouse is a few years younger.

And remember, these annuities would not be on top of Social Se-
curity, but a replacement for it, so there simply might not be
enough in the account—very likely would absolutely not be enough
in the account—to provide adequately for one worker, much less for
a worker, a spouse, and any surviving children.

My written testimony also talks about the impact on benefits for
young widowed mothers and spouses caring for children of disabled
or retired workers. These benefits are especially important to Afri-
can American and Latina women and their children.

Their Social Security would be cut under many proposals, but the
small account of a worker who died or was disabled at a young age
would provide little assistance to such a woman, even if, as a
widow, she inherited the account, which she might not because the
President has said repeatedly that accounts could be left to anyone
that the worker chose.

It would be small even if she could access the assets in the ac-
count, which she might not be able to, because the President has
said accounts would have to be saved for retirement.

My written testimony raises other issues and also lays out some
alternative ways that Social Security could truly be strengthened.
I urge the committee not to weaken this program that is so vital
to American families.

Thank you.

[The prepared statement of Ms. Entmacher appears in the ap-
pendix.]

The CHAIRMAN. I would like to have the attention of the com-
mittee for a minute, particularly on the Republican side. Senator
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Baucus and I have been informed, just as soon as the vote is over,
that he and I are expected to attend a meeting that the leadership
has called on the highway bill.

Because I do not want to adjourn the meeting and put our wit-
nesses out of their valuable time, would somebody on the Repub-
lican side vote at 11:45, then come back and chair this while Sen-
ator Baucus and I are at our meeting? I would like to have some-
body volunteer to do that.

We will have our first round of questions now. I will not name
everybody, but this is the order for the first few: Baucus, Hatch,
Conrad, Lott, Bingaman, Kyl, Kerry. There will be 5-minute
rounds, and they will apply to the Chairman as well.

I am going to start with Mr. Pozen. In your testimony, you
state—and everybody remembers your saying this—that solvency is
the spinach that needs to be eaten before we get to the dessert of
personal accounts.

I would like to have you further explain why you came to that
conclusion.

Mr. PozeN. I think that personal accounts are ways to supple-
ment people’s retirement income. If you think of an add-on account,
that is a way to supplement Social Security in retirement. If you
think of a carve-out account, that is a way you are likely to get a
better return on a portion of your payroll taxes than you would get
under Social Security.

I have run 35-year numbers for a balanced account, a 60/40 ac-
count, which show actual returns between 1949 and 2004. If you
look at 35 years, the actual nominal returns were 7.43 percent to
10.48 percent. If you subtract 3 percent for inflation, they were in
the 4.5 to 6 percent range for real returns.

So in my view, you have a pretty good chance—not guaranteed—
of getting more than 3 percent real through a balanced account
over 35 years. So, these are all ways to use personal accounts to
supplement retirement income. But I think that you must deal first
with the benefit issue: we are growing benefits very quickly
through wage-indexing, and we just cannot possibly afford it. We
have to come to grips with the growth of benefits, and that has to
be our first agenda.

I have proposed progressive indexing. Other people have sug-
gested different approaches. There is no easy solution here. But
these are not benefit cuts; these are slowdowns in the growth of
benefits.

People’s benefits will be growing in terms of real purchasing
power. I think we have to come to grips with that. We have to de-
cide whether there is going to be new revenue that is going to be
combined with benefit reforms, and then we can figure out what
sort of personal accounts would be complementary to these
changes. If you do not figure out solvency first, you cannot even
have a good, intelligent discussion about what should be the per-
sonal accounts.

The CHAIRMAN. Again to you, Mr. Pozen. You raised a very inter-
esting point on page 4 of your testimony about those who criticize
progressive indexing on the one hand, while advocating an increase
in taxable wage base on the other hand.
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As you point out, the net effect is essentially the same. However,
in your opinion, if people were given a choice between paying high-
er taxes or receiving lower benefits, which do you think they would
choose?

Mr. PozeN. I think the high-wage worker would rather have
slower growth in benefits than face a tax increase. Some people
criticize progressive indexing by saying that the higher-wage work-
er will not get enough benefits, but those are many of the same
people who suggest that we should have higher payroll taxes. I
think that position is a bit inconsistent.

The CHAIRMAN. Ms. Entmacher, on the first page of your testi-
mony you state that restoring Social Security solvency by reducing
promised benefits is like curing a stubbed toe by cutting off the
foot.

But on page 10, you state that the Social Security financing
shortfall is not a crisis because it can pay 70, 80 percent of prom-
ised benefits after the trust fund is depleted, or let us say, until
the cash flow is equal to benefits, it would be 70 or 80 percent.

I would like you to explain why a gradual reduction in promised
benefits for newly eligible beneficiaries is equivalent to an amputa-
tion, but a sudden 20 to 30 percent across-the-board reduction for
everybody is not a crisis.

Ms. ENTMACHER. Because, as Mr. Orszag explained, the purpose
of Social Security is to guarantee people a basic part of their pre-
retirement income when they reach retirement age.

Right now, Social Security replaces about 40 percent of their pre-
retirement income for the average earner. What progressive price-
indexing, if you want to call it that, or price-indexing does is to
shrink that so that workers in the future would have a lower and
lower standard of living.

They could count on Social Security not for 35 or 40 percent of
their pre-retirement income, but for 20, or 15, or 10 percent. Their
standards of living would drop. Remember, at the same time as
their wages went up, they would be paying higher and higher
taxes. They would be getting less.

So, these benefit cuts that are proposed under the progressive
price-indexing plan are actually deeper than the cuts that would be
required if we did nothing.

And I am not suggesting that Congress do nothing. I am just say-
ing that, to rely on cutting benefits to restore solvency to the Social
Security program, undermines its fundamental purpose.

The CHAIRMAN. That brings up a point. I appreciate the fact that
you are not suggesting doing nothing. But all I hear from members
of Congress, and from people on the outside, is no plan.

I want to talk to people about plans. I do not even care if you
do not talk to me. Those of you that are bad-mouthing every other
suggestion out there, suggest your own plans. You do not have to
talk to me. I am willing to do it, but we need to get some discussion
going. Doing nothing is not an option, because doing nothing is a
cut in benefits.

Grandpa Grassley gets Social Security, but my granddaughter,
when she retires 56 years from now, if we do nothing, is going to
get this cut that you are talking about. You can rationalize it all
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you want to, but, by golly, she is entitled to what I got because her
dad, and younger people, are paying for it.

Senator Baucus?

Senator BAucus. Thank you, Mr. Chairman.

I think it is worth underlining that everyone in the Congress
wants to address the long-term financial problems facing Social Se-
curity. I mean, that is a given.

The question is how to get there. There is a kind of tone here
from some of the witnesses, at least the last three, that private ac-
counts are a bit of a problem here.

Some called it dessert. Frankly, I do not see how it is a dessert.
It is not a dessert if it makes the problem worse. Desserts, the way
I think of the term, is something on top of a wonderful meal. You
get a little sweetener in addition. This is not a sweetener in addi-
tion.

These work in a way which make the long-term financial prob-
lem of Social Security worse. In fact, the President has even admit-
ted that they do not help at all. The correct analysis is that this
makes it worse.

So, asking Mr. Pozen, why should we not just deal with private
accounts? Let us just start talking. You mentioned yourself, the
bigger issue is the long-term solvency. Why do you not just rec-
ommend that all of us agree to oppose carve-out accounts?

If we want to find a way to add on, Mr. Orszag suggested, I
think, some pretty creative ways, with what is done with income
tax refunds or 401(k)s, and so forth. In fact, the real problem is in-
ic,ufﬁcient retirement income. We want more retirement income, not
ess.

So why do we not just work to try to find a way to address the
long-term problems facing Social Security and not pursue this
question of carve-out accounts, which make the problem worse, but
rather, if we want, pursue some add-on accounts to increase retire-
ment income?

Mr. PozZeN. As I said, I am not against add-ons, but I would not
be able to agree to rule out carve-outs in all cases. I think you can
run all the numbers one way or another, but the numbers that I
have seen show that people do have a better chance of making a
higher return through a balanced account than they do under the
2- or 3-percent return they get from Social Security. I am looking
at actual returns from balanced accounts over a 35-year period.

Senator BAucus. But my time is short. I have to use it as best
I can.

Mr. POZEN. Sorry.

Senator BAucUS. No problem. I have a chart here. It is maybe
hard to see. These are just estimates, in nominal terms, of the
rates of return on stocks. That is what they think, different organi-
zations. CBO suggests it is going to be 6 percent, or 3 percent, real.
That is what CBO thinks out into the future.

Over here, a Wall Street economist. This is an article in the Feb-
ruary Wall Street Journal. They predict that it will be 7.6 percent.
SSA actuaries say, in nominal terms, 9.5 percent of wealth in
stocks over the longer term.

This is an honest calculation. I do not in any way want to fudge
anything here, because that does not help anybody.
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Mr. PoZEN. You are looking at predictions. I am looking at what
actually happened in the last 35 years.

Senator BAucus. Well, I know. But most people think the stock
market is going to—you talk about bubbles, and this and that in
the past.

Mr. PozeN. I am talking about 35 years.

Senator BAucUs. I am talking about what people, experts, pre-
dict the future to be. We have to look at the future here. We are
not going back to undo Social Security.

Mr. PozEN. I understand that.

Senator BAucUs. We are looking at the future.

Mr. PozeN. I happen to be a person who has been very involved
with investments and——

Senator BAucus. I appreciate that. These people, too, are very in-
volved in this.

Mr. PozEN. 1 agree. There are a lot of differences of opinion on
this question.

Senator BAucUS. Those are pretty objective outfits right there. I
have asked the Center on Budget to calculate what rate of return
is necessary, under the President’s plan, to break even? In nominal
terms, they come out with 10.9 percent to break even in the future.
That is what they think.

And under your plan, as I understand it, because the number is
not 10.9 percent, it is actually a higher number to break even, be-
cause your privatization component is fewer percentage points, but
with a greater limit, it means that more would have to be put in
or the rate would have to be higher to offset the smaller amounts
in the President’s plan.

Mr. PozEN. By breaking even, you mean in this case that the pri-
vate account would make up for the total slower growth in tradi-
tional benefits? That is not my attempt in my plan. My attempt is
to have the account generate more in returns than they would re-
ceive from Social Security.

Senator BAucus. Right. I understand.

Mr. PozeN. Using the Social Security actuary’s numbers, the ac-
count definitely winds up with a positive return. It earns back
some of the slower growth of benefits, but it does not earn back all
of them.

Senator BAUCUS. Let me just explain what these numbers rep-
resent. I am assuming a portfolio mix in the private account of 50/
30/20, as 50 percent stocks, 30 percent corporate bonds, and 20 per-
cent treasuries.

Mr. PozEN. That is about what I used. Correct.

Senator BAucuUs. The calculation comes out to this for the future.

Mr. PozEN. The calculation comes out on those numbers to about
4.8 percent real annual return under the Social Security actuary’s
numbers.

Senator BAucus. Well, all I am saying is, there are a lot of peo-
ple who have different estimates. A lot of people have different esti-
mates.

Mr. PozeN. All right. But I am using the Social Security actu-
ary’s estimates. If we use those estimates, they are projecting a 4.8-
percent real annual return.
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Senator BAUcUS. Mr. Orszag, could you comment on this discus-
sion, please?

Mr. ORSZAG. Sure.

Mr. PozeN. And that does not make up the whole difference in
slower growth of benefits.

Senator BAUCUS. Maybe you can clear up something, Mr. Orszag,
here.

Mr. OrszAG. Well, there are two points here. One, regardless of
whether you believe Mr. Pozen’s numbers or the 10 financial ex-
perts who were quoted in the Wall Street Journal showing much
lower stock returns, the key thing is, does it really make sense to
borrow against your future Social Security benefits to invest in the
stock market, when there is so much disagreement over what that
rate of return will be?

I think the answer there, clearly, is no. We should be bolstering
investments in stocks and retirement security on top of a solid
base, not by borrowing against it.

Senator BAuUCUS. And you are also saying that these plans re-
quire a lot of borrowing.

Mr. ORSZAG. Trillions of dollars in debt.

Senator BAUCUS. Trillions of dollars, in addition.

Mr. OrszAG. That is correct.

Senator BAUCUS. I might make one point clear, too, Mr. Orszag.
I have heard people say, what is wrong with a $2-trillion down pay-
ment for an $11- or $12-trillion unfunded liability?

Is it not true that that $2 trillion is an add-on, it is in addition
to the $11 trillion, and that over time the $2 trillion would get paid
back, but that leaves untouched the 75-year, the 100-year, or the
long-term unfunded liability of Social Security?

Mr. OrszAG. That is absolutely right. This is a complete bait-
and-switch. People talk about the cost of the accounts and then
talk about the actuarial deficit in Social Security. The accounts do
nothing to reduce the long-term insolvency of Social Security.

Arguing that they do is like arguing that snake oil will help to
cure strep throat, because if you take snake oil along with an anti-
biotic, your strep throat goes away. The snake oil is not doing any-
thing to get rid of the strep throat; the accounts are not doing any-
thing to get rid of the $11-trillion deficit.

Senator BAucus. Thank you, Mr. Chairman.

The CHAIRMAN. Senator Hatch, then Senator Conrad after that.

Senator HATCH. I welcome all of you to the committee.

Mr. Pozen, is it not true that we have made promises here that
we cannot keep?

Mr. PozEN. Yes, we have definitely made a lot of promises that
we cannot possibly keep.

Senator HATCH. And if we do not do something about it, future
generations are going to suffer greatly?

Mr. PozEN. Yes. I agree with that conclusion. To avoid that suf-
fering, you need something like progressive indexing or some vari-
ant which helps bring about solvency. The question is: can you do
that without giving people something else to complement that? I
am in favor of a number of things to complement progressive index-
ing.
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In my view, personal accounts are something that a lot of people
would perceive as positive. You have to develop a package so that
the overall effect of the progressive indexing, plus carve-outs or
add-on accounts, is positive.

If you just finance add-on accounts, that would increase govern-
ment borrowing, and that would also hurt the deficit. What you
want is a proposal that basically reaches solvency, and then you
take some modest measures to make the package reasonable.

Senator HATCH. To get back to Senator Baucus’s comments, it is
not really quite fair, is it, to compare all this to current law?

Mr. PozEN. I agree. If we compare what progressive indexing, or,
quite frankly, how any proposal comes out in terms of benefits
under current law, we are comparing it against a standard that we
cannot possibly meet.

Senator HATCH. And Mr. Pozen, some of the critics of progressive
indexing have indicated that it is flawed because it would eventu-
ally bring the benefits of all retirees to the same amount. Is this
true? If so, how long would it take for the lines to converge?

Mr. PozEN. If you extended progressive indexing beyond 2100, at
some point the lines would converge. But I do not think it is nec-
essary to do that. I stopped progressive indexing in the model I
worked with in 2079, and there was still a 20 percent difference
between the high- and low-wage workers. If you do not think that
is enough of a differential, you can stop progressive indexing at
2060. You can calibrate that to whatever you feel is appropriate.

Senator HATCH. As you know, I am interested in your ideas on
progressive indexing. But could you elaborate on your comment
about possible problems in the relationship between wages and
prices, and how we may need to make an adjustment, or make ad-
justments, if the relationship changes over time?

Mr. PoZeEN. The relationship between wages and prices has been
pretty stable for the last 100 years. But again, we are projecting
in the future, so we need to hedge a little.

I think that people have pointed out that if wages go up a lot,
that will be better for Social Security, and you will not need as
much reduction. If the gap between wages and pricing were, say,
2 percent rather than 1.1 percent, you would not have to have the
high-wage workers be brought down all the way to price-indexing.

I think the way you could deal with that possibility is to peg the
initial benefits of high-wage workers to wage-indexing minus a per-
centage, such as 1 percent, so you could technically work that out.
If we were lucky enough to have a lot of wage productivity and to
need less benefit slow-down in Social Security, we could have a
self-correcting mechanism.

Senator HATCH. Mr. Orszag, you indicated that Americans
seemed to prefer relying on “additional revenue” in order to solve
the challenges facing Social Security.

Now, it appears that your assumption and the basis for your
plan, is heavy reliance on increasing taxes. Is this assumption
based on surveys? If so, do you think those who want to see higher
taxes believe they or someone else will have to pay for them?

Mr. ORSzAG. Senator, two responses. First, it does come from
public opinion surveys.
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Senator HATCH. It is easy to see why people in the public who
believe others are going to have to pay for it might be for some-
thing like that.

Mr. ORSZAG. I do not think that it necessarily comes down to
narrow self-interest in terms of, someone else will pay the tax. I
really think it comes down to the kind of Social Security system
that people want, and what they see as fair with regard to financ-
ing.

For example, the proposals to raise the wage cap, which are ap-
parently quite popular, I do not think come from people saying, I
am not going to pay that. I think it comes from a sense of fairness
that someone earning $9 million a year pays tax only on 1 percent
of his or her wages, where someone earning $90,000 a year pays
tax on all of her wages.

Senator HATCH. You suggest that we should consider reforming
the estate tax and dedicating the revenue to shoring up the Social
Security system. Has Social Security not always relied on the pay-
roll tax and not general revenues? Do you not think that turning
to general revenue breaks the relationship between workers’ con-
tributions to Social Security and the benefits that they receive?

Mr. OrszAG. It is a good question. There is an exception in cur-
rent law that income taxation of benefits, which exists under cur-
rent law, is dedicated to both Social Security and Medicare, so
there is a component that is already in place.

I think the key is dedicated revenue; not unspecified general rev-
enue transfers that may not materialize, but rather a dedicated
source of revenue. I do think that the estate tax is something that
should be looked at in terms of mitigating the required benefit re-
ductions to restore solvency.

The CHAIRMAN. Senator Conrad?

Senator CONRAD. I thank the Chairman. I thank the witnesses.

One of the things that struck me about this debate is that no-
body questions the basic assumptions. As I looked at the basic as-
sumptions of the Social Security actuaries, I found, as they look
ahead for the next 75 years, they say the economy is only going to
grow at a rate of 1.9 percent a year for the next 75 years.

Looking back, if we look at the last 75 years, the economy grew
at 3.4 percent a year for 75 years. If we would have the same eco-
nomic growth going forward that we had in the past, 90 percent
of the Social Security shortfall would evaporate. Ninety percent of
the Social Security shortfall would evaporate.

Ten years ago, the Social Security actuaries told us we had 35
years left of solvency. Now, 10 years later, they tell us, you have
35 years left of solvency. They have been wrong, and they have
been wrong because they have consistently underestimated eco-
nomic growth. I believe, in all likelihood, they are wrong again.

Now, does that mean we do not have a problem? I do not think
so, because the thing that we know is going to happen is that the
baby boom generation is going to retire. That is not a projection.
They have been born. They are going to be eligible for Social Secu-
rity and Medicare, and they are going to retire, and the numbers
are going to increase dramatically.

As I analyze this problem, I believe we have a serious budget
problem, a budget problem in part caused by Social Security, be-
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cause those bonds that we all talk about have to be redeemed out
of current income. That is a fundamental budget problem that we
confront.

In addition, under the President’s budget proposal, he is making
it all much worse because he is taking Social Security money and
using it to pay for other things.

Senator Hatch asked the flip of this question. He asked, is it not
true, we have always used payroll taxes to support Social Security?
What he did not ask is, is it not true that under the President’s
budget plan we are using Social Security money to pay for tax cuts,
income tax cuts, and other things? That is also true. That is pre-
cisely what is being done.

Over the next 10 years, under the President’s plan, he is taking
$2.5 trillion of payroll tax money and using it to pay for income tax
cuts and for other things. He is digging the hole deeper, when he
says we have a shortfall in Social Security.

Well, it is not just there that we have a problem. We also have
a problem with his plan itself, because he has nothing in his budg-
et for his Social Security plan.

But, over the next 10 years, we know that his plan costs $750
billion, because he is diverting money from Social Security to pri-
vate accounts. So that again digs the hole deeper. That is on top
of the $2.5 trillion of payroll tax money that he is taking to use to
pay for other things. Now he says, take another $750 billion out
of payroll taxes and use it to create individual accounts.

Let me just say, I have always been somebody that thought there
was a kernel of a good idea with individual accounts, but I have
never thought it was a good idea to finance it by massive debt. Yet,
the President’s plan is precisely that. In fact, over 20 years, he
says, borrow over $4 trillion to start these private accounts. Again,
that just digs the hole deeper and deeper.

As I analyze it, what we have is a serious budget problem. We
have record budget deficits. On top of that, we have a shortfall in
Social Security, although I believe the actuaries have been overly
pessimistic with respect to the projections there.

Medicare is the real 800-pound gorilla, because the shortfall in
Medicare is nearly $30 trillion, according to the Congressional
Budget Office, compared to $4 trillion in Social Security. So, we
have a very serious budget problem that nobody seems to want to
deal with around here.

I think one of the reasons is, our friends on the other side want
more tax cuts, tax cuts that explode in cost beyond the 5-year
budget window, that dig the hole deeper and deeper, that are tak-
ing, in effect, money from Social Security in order to fund them.

If we look at the debt of the country, at a time the President told
us we would be paying down debt, instead, the debt is exploding.
This is just the publicly held debt.

For the gross debt of the United States, the picture is even
worse. So, what strikes me most of all is that we are avoiding the
real problems. It is almost a diversion here that is going on.

The real problem is a budget problem, in part caused by Social
Security, and largely caused by demographics, overwhelmingly
caused by the shortfall in Medicare and the already record budget
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deficits we are running. But nobody wants to deal with that set of
problems, because that leads to real tough choices.

Let me just ask, I would like Mr. Orszag to answer this question.
I know you are an economist. Does this debt matter? Would adding
to the debt matter to the economic strength of the country?

Mr. OrszZAG. Absolutely. Let me, first, give you the argument to
the contrary, but then tell you why it is not the case. People look
at these loans and they say, all right, we issue another dollar of
government debt today, but we have these promises that people
will pay us back in 30, 40 or 50 years, and that will wash the addi-
tional debt out. Bob Rubin will tell you, financial markets are going
to discount that 40-, 50-, or 60-year promise down the road heavily,
in part because it relies on future Senators upholding the loan re-
payment.

I have very little confidence that over a 50-, 60-, 70-year period
we will actually stick to a plan that is put in place. I think it is
very important to look at how long debt remains elevated even if
you combine accounts with solvency changes, like price-indexing,
that involve deep benefit cuts.

The administration’s own analysis shows that debt does not fall
below the baseline, that is, fall below what it would have been
without the plan, for 60 years. That would be like we put in the
plan at the end of World War II, we actually stuck with it the
whole time since then, and only now would we be experiencing any
net reduction in debt.

The CHAIRMAN. Now, it is Senator Lott’s turn.

Senator LOTT. Thank you, Mr. Chairman. I want to try to put all
this in as positive language as I can this round. I will change the
tone next round. [Laughter.]

But I want to thank you, Mr. Chairman, for having this hearing
and getting us moving forward, and having some substantive dis-
cussions about the problem and potential solutions. So far, all we
have had is media analysis of what we were doing or not doing,
and political statements on both sides of the aisle, and this is a
positive step forward.

I want to thank this very thoughtful panel for coming here and
presenting your ideas in the way you have.

Let me try to state what I think we should be trying to do. I do
believe we should be trying to preserve, protect, and improve Social
Security for the future. I do not have fancy charts, but the average
man and woman out there on the street working, the farmer, the
highway worker, they understand when you say this: we are get-
ting older as a population.

Longevity is going up dramatically from not 62.6, what I think
it was originally, but 77, or something, now, and women even a lot
longer, which I would like to think about more on a personal basis.
Why are they living so much longer than men are?

But everybody understands we are living longer. That is good.
Everybody understands that the baby boomers, people in my age
group and right behind me, they are coming, and they are big.
They are going to blow the numbers out of the water. And most
people understand when you tell them what the numbers are. We
have huge growth and unaffordable benefits that, in my opinion,
are unfair and dishonest.
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Now, if you put it to people that way, they would say, oh, yes,
that is probably right. We need to do something. And this problem
does not begin in 2052, it begins in 2008, probably. Besides that,
I care more about 2052 than I do about 2008.

I care more about my grandchildren right now than anybody else
on this earth. I also want to put this in terms of, we come up here
with our charts, our numbers, and our political gobbledy-gook.
Every man and woman out there is saying, what are you talking
ﬁbout? Well, let me explain it, because I have lived it on a personal

asis.

Number one, my dad was killed in 1969 in a car wreck. He paid
into Social Security all his working life. Not he, not my mother,
and not I, because of circumstances, ever got a nickel of it. I do not
think that is fair. My mother worked all her life, before it was cool,
as a school teacher, as a bookkeeper, as a radio announcer, worked
with senior citizen centers.

She worked until she was 75. Now she is 91. Her monthly in-
come is one-half of what it takes for her to live. We have already
sold her house, sold her car, used all of her savings, all of her
checking, and the numbers do not add up.

Then the plot thickens. My son and my daughter think, number
one, it will not be there when they get to retirement age, and if
it is, it will not be worth having because it will be so infinitesimal,
if they do not have all kinds of other arrangements, they will not
be able to live on it anyway.

Then the worst of all, my grandchildren are going to be stuck
with the bill. They are either going to have their benefits cut or
they are going to pay a whole lot more. Now, that is wrong.

My mother, at 91, is a lot more worried about those great-grand-
children than she is about whether or not she is going to have it
a year from now. But we are going to protect her, guaranteed. I
think everybody said we cannot change the system for those who
are in it, or about to get into it. So, that is kind of the outline of
where I think we are.

And let me take some of my time, not for just statements, but
some questions.

Mr. Pozen, I think I am closer to where you are. I do think we
need to change the benefits. This huge increase over the years, we
cannot justify that. And by the way, it is not as if that was done
by Roosevelt and one of my predecessors, Senator Pat Harrison of
Mississippi, way back in the 1930s. We changed this formula in
1977.

President Clinton, Pat Moynihan, and I all had basically agreed
we should have an honest CPI, and it should be based on prices,
not on wages. This was back in the 1990s. But because we could
not get the House to go along, we did not get it done. So, we are
going to have to deal with this.

But, while I like a lot of what you propose, I am a little con-
cerned about this progressive formula that you talk about. Would
you take just a minute to go over that again? You think we should
control explosive benefit growth, not make cuts. These are explo-
sive growths, 40 percent.

So tell me, and so the American people understand, once again,
in as common-sense language as you can, how would that work?
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Mr. PozeN. Taking your mother, she has a replacement ratio
now of, let us say, 40 or 50 percent, And if we move completely
from wage- to price-indexing, we are going to reduce her replace-
ment ratio from something like 40 or 50 percent to something——

Senator LOTT. But not her, just future generations.

Mr. PozeEN. The replacement ratio of a person in her situation
would decline to something like 35 or 30 percent.

Senator LOTT. Let us make that clear. I do not want her calling
me later on.

Mr. PozeEN. We would definitely not reduce her benefits. We
know that.

So the question is, if somebody’s replacement ratio has to be re-
duced because we do not have enough money to go around in Social
Security, who in the population has other sources of retirement in-
come?

Social Security was passed when there were no 401(k)s or IRAs.
So now, when we look at the middle- and higher-wage workers, we
can say that, if the Social Security benefits for young workers in
those wage categories declined over time from, let us say, 40 per-
cent to 28 percent, then they could make up some of that replace-
ment ratio from their private retirement plans.

In fact, we would encourage them, through a lot of measures that
I think most members of the committee would support, to make up
this decline through IRAs, 401(k)s, and other sources of retirement
income.

But we really do not have any reason to expect that workers at
$25,000 and below in annual wages will have retirement income
from sources other than Social Security. In the financial services
industry, we have tried to incent people at those lower wage levels
to participate in 401(k)s and IRAs, but it is very difficult.

If you have a family of four and you are making $25,000, the
idea that you are going to put a lot into these other retirement pro-
grams just does not seem viable.

So, therefore, in progressive indexing we preserve the scheduled
benefits for all workers at $25,000 average career earnings and
lower, and continue to let them have the same replacement ratio,
roughly 45 percent for those low-wage workers, as they do now in
the future.

But we say to middle- and high-wage workers, just looking at So-
cial Security alone, we slow the growth of their benefits so their re-
placement ratios decline a little. But we are counting on them—we
are encouraging them—to make up for that decline and in fact to
increase their replacement ratios through 401(k)s and IRAs. That
is really the basic idea.

Senator LOTT. I have questions for the rest of you, and I apolo-
gize, but I will be back on the second round.

The CHAIRMAN. I would now go to Bingaman, then Kyl, then
Kerry, then Thomas. If Senator Kyl does not come back, from
Bingaman we will go to Senator Kerry.

Senator Bingaman?

Senator BINGAMAN. Thank you very much.

Let me just use one of Senator Conrad’s charts here and ask,
first, Mr. Orszag about it. If this is right, I think Social Security
trustees say the economy is going to grow at 1.8 percent, and it is
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the CBO that says it is 1.9, so they are sort of in agreement there.
His chart says 1.9 over the next 75 years.

If that is true, should we not expect that that will reduce the
amount of return a person could expect in stocks over that period
from what we have previously obtained in stocks?

I mean, I am concerned. Mr. Pozen, you have said that over the
last 35 years you have calculated how much return was possible in
a balanced portfolio, as I understand it.

Mr. PozZEN. How much return was actually achieved?

Senator BINGAMAN. Actually achieved. We could not expect that
same return going forward if we have that much less economic
growth, could we?

Mr. ORSZAG. Are you asking me?

Senator BINGAMAN. I will ask either one of you.

Mr. PozeN. I will let Peter go first.

Mr. OrszAG. I think that is one of the reasons, again, in the Wall
Street Journal poll of financial economists and experts you saw sig-
nificantly lower projected returns in the future than for the past.

Mr. PozeN. I think the Social Security actuaries have estimated,
for a balanced portfolio, a real annual return, after expenses, of
about 4.8 percent. So that is their projection for the future. That
is lower than we have seen historically.

The answer to your question, I believe, is GE now intends to get
over half its revenues from the developing world. We have a global
economy. The fact that the U.S. economy would grow at a slower
rate is only part of the picture. The real question is: how is the
global economy going to go and what will be the global returns?

Senator BINGAMAN. The idea is, we would take our Social Secu-
rity and invest it elsewhere because we are not able to grow as
much as we need to.

Mr. PozEN. When we invest in GE now, we are investing half
outside the U.S., though we may not want to recognize this fact.
The same thing with IBM. Most of our large companies that are
headquartered in the United States are looking for half of their
growth in revenue from outside this country.

Mr. ORSzAG. Senator Bingaman, this is precisely why Professor
Shiller at Yale suggested that there is such a high probability of
losing. The international returns on stocks have historically—even
if you use a historical analysis—been substantially lower than in
the United States.

The United States is a huge outlier historically in terms of high
returns. Shiller and others doubt that that will continue in the fu-
ture for the United States. If you go internationally and again look
backwards instead of forwards, you also wind up with lower re-
turns.

Senator BINGAMAN. Let me ask on another issue. My under-
standing of these private accounts is that you would put money
into a private account, and then at some point when you retire
there is a certain amount of money in that account, and there is
a thought, to the extent we understand what the President is pro-
posing, that some or all of that is to be annuitized to ensure that
you do not fall below poverty, or something, I gather.

Mr. OrszAG. Correct.
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Senator BINGAMAN. Is there not a risk if a person retires when
the market is down? I mean, if I had retired back in 2000, I would
have been in fat city because the stock market was way up. If I
had waited a year or 18 months to retire, I would have had sub-
stantially less to be putting into an annuity, as I see it.

Mr. PozgEN. This is a problem we have addressed in 401(k) plans
for years. If you are worried about this problem, most people would
advise what is called a risk scale-down. That is, if you had a port-
folio with 60 percent in stocks and 40 percent in bonds, as you ap-
proach retirement you reduce the equity portion so that you do not
have what is called an end-game problem.

Senator BINGAMAN. And as you reduce the equity, you have to
expect a lower return.

Mr. PozEN. Yes. But you can reduce the risk substantially that
way. Second of all, you do not have to annuitize the very day you
retire. You could give people some flexibility in the timing of
annuitization.

Senator BINGAMAN. Let me ask one other aspect of it and just
ask Mr. Orszag, all this talk about, you are going to have a nest
egg that your family inherits. I have always thought of annuities
as a commitment to pay you X number of dollars per month until
you die, and then it is over.

Mr. PozEN. To the extent we have required annuitization, there
will not be much in the way of inheritance.

Senator BINGAMAN. Yes. There is no nest egg for anybody after
you die if you bought an annuity.

Mr. Orszag?

Mr. OrszAG. That is absolutely correct. And before retirement,
remember, if you die with a spouse, the spouse would inherit the
account, but also the debt back to Social Security. That could be
a very mixed blessing for the spouse. You had better hope you are
married to a very good investor.

If you are not married, the debt will either be extinguished,
which would mean the accounts harm solvency, they are not even
actuarially neutral, or, as Mr. Pozen has proposed, the government
will reach into the account and pull out the payment that is owed
back to Social Security, thus raising questions about the rhetoric
surrounding “it is your money, the government cannot touch it.”

In Mr. Pozen’s proposal, the government is directly reaching into
the account and reclaiming that debt that is owed back to the So-
cial Security system.

Mr. POZEN. In my view, you would want to have a presumptive
choice of annuities when you retire, but then you would want to
give people the chance to opt out if they did not want to annuitize.
To the extent they do annuitize, then there will not be anything
left to inherit at their death.

Mr. FERRARA. But that criticism, like all the criticisms of per-
sonal accounts that have been raised, only apply to the smaller ac-
counts that the President’s commission talked about. None of these
criticisms apply to Ryan-Sununu.

Ms. ENTMACHER. Well, let me jump in here, because a really crit-
ical question is whether, with the purchase of that annuity, you
have to provide anything for a spouse who is likely to be paying
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off the debt that was incurred to make that account out of her re-
duced Social Security benefits.

This is a critical question and one that you have to get an an-
swer to. She could be left with nothing to live on. Senator Lott
talked about a small Social Security benefit that his mother re-
ceives. It could be much, much smaller under these accounts and
s}f}e could be getting nothing to supplement her Social Security ben-
efit.

The other issue with annuities and women is to realize that
today, in the private annuities market, annuities discriminate
against women. It is also impossible to get a fully inflation-adjusted
annuity in the private annuities market, which is especially impor-
tant to women, because they live longer than men and have less
to live on. They cannot afford to have inflation erode the value of
their benefits. Social Security provides that protection.

They also do not have to worry when they purchase an annuity.
When anyone purchases an annuity now, they take the risk that
that private annuity company will not be around forever to pay
them full benefits. Social Security gives you assurance.

Now, some of the plans that involve annuitization say, well, Con-
gress will prohibit discrimination, and Congress will provide a
guarantee that companies will not go bust, and since experts say
that private annuity companies probably will not offer a product
with full inflation protection, the Federal Government will probably
have to intervene to make sure that there are annuities available
that are protected against inflation.

But if you are going to go to all that trouble, it would be much
simpler, cheaper, and safer simply to rely on Social Security.

Mr. FERRARA. Under the Ryan-Sununu bill, the annuities are all
inflation-indexed and all spousal benefits are protected.

The CHAIRMAN. Senator Kerry?

Senator KERRY. Mr. Chairman, thank you. Mr. Chairman, thank
you for having this hearing. I appreciate the opportunity to address
it.

But I have to tell you that, frankly, I find this entire last few
months and this exercise on Social Security an exercise in frustra-
tion and avoidance. It is a conversation that lacks both candor and
common sense, and some real leadership.

I heard the Chairman, a moment ago, say, where is the plan?
The Chairman got quite excited about the notion that we need
plans and not this carping on the side. Well, where is the Presi-
dent’s plan? There is no plan from the President. There is an idea
about private accounts which does nothing for solvency. Solvency is
the fundamental problem of Social Security.

Now, I listened to Senator Lott say he cares more about his
grandchildren than anybody else on earth. Well, if that is true, we
could solve the problem of Social Security very quickly.

This is not complicated, and we are going to solve it. Congress
is going to solve it. But we have been wasting months, frankly,
over this issue of the private accounts without any real discussion
of solvency. Even the President himself has now admitted that pri-
vate accounts do not deal with the problem of solvency.

So what is this all about? Political exercise? Strategy to separate
young people? I mean, Social Security is part of a three-legged stool
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of retirement. The three-legged stool is personal savings, employer-
provided retirement and Social Security.

Well, Americans are not saving money today. The average take-
home pay wages of the average worker is down. Pensions are
squeezed and are falling apart. Legacy costs of major companies
are larger than they have ever been.

And here we are talking about undoing the one component of the
stool that is reliable and guaranteed and putting it out in the mar-
ketplace, at risk. It does nothing, again, to solve the problem of sol-
vency, Mr. Chairman.

The fact is, I heard one of the witnesses say we have made prom-
ises we cannot keep. I heard Mr. Pozen say, we do not have enough
money to pay the benefits. That is not true. We do have enough
money to pay the benefits. The fact is, the entire 75-year shortfall
is about one-fifth of making the tax cuts permanent. And we have
not made the tax cuts permanent yet.

So, we are sitting here in this completely contrived atmosphere
that Social Security is at risk, and we have to somehow fundamen-
tally change it, when we have not yet done what we are about to
do that guarantees you do not have the money to be able to pay.

If you just did not do the tax cut for the top 1 percent of Ameri-
cans who have gotten tax cuts galore over the last years, you could
pay Social Security benefits through the entire century, Mr. Chair-
man. It is not true to say that there is a crisis that requires this
fundamental change.

Moreover, we had a hearing not so long ago in this committee
where we had the top folks from Social Security and from Health
and Human Services here, and they all said the real crisis and the
bigger problem is Medicare and Medicaid. That is the crisis that
the President ought to be leading America on.

The Medicare Part A trust fund is exhausted in 2020. We are
here talking about Social Security that does not even go bankrupt.
If we did nothing—and we all know we are going to do something—
Social Security will still pay 80 percent of the benefits by the year
2052, and those benefits will still be more than people are getting
today.

So the fundamental issue is, what do we do about solvency? Let
me quote the President himself. On March 16, the President said,
“Personal accounts do not solve the issue. I repeat, personal ac-
counts do not permanently fix the solution.” I suspect he meant the
problem. [Laughter.] So even that statement is misleading, Mr.
Chairman, because it is not that it does not permanently fix it, it
weakens it.

Mr. Orszag, will you make this as clear as you can to the com-
mittee, how does this change weaken the solvency of Social Secu-
rity, which is the fundamental issue that we are here to discuss?

Mr. ORSZAG. It does so in two ways, Senator Kerry. The first is
that, over the 75-year period that is traditionally used to evaluate
Social Security solvency, it takes out more money than those offset-
ting benefit reductions. So if more money is going out the door than
coming back in, solvency is harmed. The current Social Security
deficit over the next 75 years is 1.9 percent.

Senator KERRY. Now, the other side says, well, you have this
guarantee down the road, and we are going to guarantee it.
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Mr. ORSZAG. Yes.

Senator KERRY. Why does that not hold water?

Mr. OrszAG. Now let us move to the so-called infinite horizon
perspective, where you move beyond 75 years. There, the accounts
could still harm solvency because there are various ways in which
you are not going to get full repayment. For example, I already
mentioned, for people who died before retirement, the debts back
to Social Security would be extinguished.

People who work for less than 10 years under Social Security
would have money going into the account and the debt repayments
would not occur. High earners, if we did it with price-indexing, if
we combined this proposal with price-indexing, would have too
small of a traditional benefit to fully repay the loan.

So, there are all sorts of situations in which repayment will not
be full, and that is even assuming that all future Senators actually
stick to the deal and there is no back-sliding.

So, I think it is just completely unsound fiscal policy to issue
debt today in exchange for benefit offsets or promises that there
will be benefit reductions in 50, 60, 70 years, in the hope that ev-
eryone, meanwhile, will fulfill those promises. It is very unlikely to
happen.

The CHAIRMAN. Senator Kerry, I have to call on Senator Thomas.

Senator KERRY. I apologize, sir.

The CHAIRMAN. And you only have 6 minutes to go vote, too, on
the floor.

Senator KERRY. Thank you.

The CHAIRMAN. Senator Thomas?

Senator THOMAS. Thank you, Mr. Chairman.

The CHAIRMAN. I am going to go vote, and Senator Lott is going
to come back and chair the hearing.

Senator THOMAS. You are going to miss what I have to say.
[Laughter.]

The CHAIRMAN. I am sure you are not going to miss a vote either,
S0 no hurry.

Senator THOMAS. I thank you.

I appreciate the fact that we are dealing with this, finally, to
strengthen Social Security. Many changes have taken place, and
we clearly need to do something. I am sorry some of my friends
have left, because I wanted to say I am pleased that the President
has not avoided the debate and has, in fact, brought this up.

I hope members on the other side of the aisle will stop just com-
plaining and come up with some plans of their own, because that
is kind of what we need to do.

First of all, I do not want to talk about the details, but the broad-
er context of it, to make sure it fits into what I think has been our
American philosophy all along, and that is the opportunity for peo-
ple to fulfill their dreams.

This is not a retirement program, it is a supplement to the re-
tirement program. I hope we can keep that in mind. I have intro-
duced some bills to make it easier for people to be able to save for
themselves, and I hope that we can do that.

Conceptually, Mr. Orszag, it seemed to me that when this was
done initially, that President Roosevelt made it clear that the
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money that would fund this would come from payroll taxes and not
be taken out of other kinds of things.

Do you think this extends it on into sort of a welfare program,
or does it continue to keep it as Social Security?

Mr. ORSZAG. You mean, continuing to base it on payroll revenue?

Senator THOMAS. Yes.

Mr. OrszAaG. Well, I think, actually, for the mainstay, the prin-
cipal component of financing should continue to be something close
to the payroll system. But that does not rule out other forms of fi-
nancing.

Again, we already have it. The Congress, in 1983, and again in
1993, voted to change the system so that some portion of income
taxation is dedicated both to Social Security and to Medicare.

Senator THOMAS. Well, but that does not change the concept.
Should the concept in the future be that it relies on payroll taxes
or should we start expanding it? Now you are going to take it out
of estate taxes, as I recall.

Mr. OrszAG. My point, Senator, is that we already rely, only in
part, on an entire——

Senator THOMAS. It does not make it right, necessarily. I am ask-
ing you if you think that the concept is fair.

Mr. OrszaG. Oh. Conceptually, I do think it makes sense to at
least consider expanding the base of financing. The reason is, going
back to that history, in the mid- to late-1930s, we as a society de-
cided to provide extra-normal returns, higher benefits than would
otherwise be the case, to retirees at that point. That was society’s
decision. It makes some sense that society as a whole now will help
to contribute to the program that provided those benefits.

Senator THOMAS. I think we have to sometimes think concep-
tually.

Madam, what do you think? There is a high percentage of these
dollars that go to disabilities, and so on. Should that be Social Se-
curity money? They should be funded, no question about that. But
is this the place to fund all those programs?

Ms. ENTMACHER. Are you asking whether we should continue to
use payroll taxes to fund the Social Security disability program?

Senator THOMAS. Some of those programs. A high percentage of
the payments now are not in retirement, they are in disabilities
and other programs.

Ms. ENTMACHER. That is true. That was precisely the point of my
testimony, that Social Security enables beneficiaries to make con-
tributions while they are working and get protection, both for
themselves and their families, if they are disabled, if they die pre-
maturely, that their families are protected.

I think it is a very powerful thing that those disabled workers
and their families do not have to rely on welfare, do not have to
go and spend down everything they have to qualify for our welfare
programs.

Because they paid in to Social Security when they were working,
they got the dignity of a Social Security benefit that they have
earned as a disabled worker.

Senator THOMAS. But those, in most cases, are not sufficient. I
hear, every time I go home, I am getting Social Security disability,
but it is not enough.
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Ms. ENTMACHER. But then I would be delighted to talk with this
committee about ways to improve Social Security benefits for those
people for whom the benefits are inadequate. But it should be done
through the current system.

I think the proposals that are on the table would weaken the
protections not only for retired workers, but as I pointed out, would
cut benefits for disabled workers and survivors who are in an even
worse position to try to cope with that.

Senator THOMAS. Well, we need to look at some other programs
if that is not going to be satisfactory.

Mr. Tanner, how do you offset the cash flow when you do the pri-
vate accounts?

Mr. TANNER. Sure. I would point out that it is a cash flow issue.
Because the government operates on a cash flow accounting basis,
you see the short-term costs in your 5- and 10-year budget win-
dows.

But if this was a business and you were doing accrual account-
ing, you would see that moving to individual accounts actually does
not change your debt at all, you are simply taking debt in the fu-
ture that is sort of off the books now, putting it on the books, and
moving it forward to pay it up front today.

We believe that, to the degree that you borrowed it, it would be
a wash, but you would not see the economic benefits that come
from reduction in overall consumption. We would like to see at
least some of that shortfall financed through reductions in govern-
ment spending.

In particular, I support what Senator McCain has introduced,
what is called the Pork for Pensions bill, which would trade cor-
porate welfare, establishing essentially a base closing style commis-
sion on corporate welfare, and would use the savings from that to
be dedicated towards helping to fund this account.

There are some other mechanisms that we talk about in detail
in our plan about, and in our paper about, how we can finance at
least some of this

Senator THOMAS. The benefit of offsets, though, are 30 years
away or more.

Mr. TANNER. Under our plan, you would begin running surpluses
in around 2045, under this proposal, as opposed to the continuing
deficits.

Senator THOMAS. That is 40 years.

Mr. TANNER. Well, that is true. But you also have to look at,
under the current Social Security system, if you go out to the 75-
year window, the current Social Security system will be running
shortfalls in excess of 6 percent of payroll, whereas, under the
Johnson-Flake bill, it will be running surpluses in excess of 3 per-
cent of payroll. So, you actually have to look at which way it is
moving.

Senator THOMAS. Most people generally like the idea of personal
accounts, but the question in my mind, and others’, is the offset of
cost.

Mr. FERRARA. Senator, can I address the question you just asked
him about how you would deal with the offset?

Senator THOMAS. Yes.
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Mr. FERRARA. It is fortunate that when we sat down to do the
Ryan-Sununu bill we anticipated many of the criticisms you heard
here today, and we designed it to counter those criticisms. That is
why there are no benefit cuts in it.

We did not want to confuse the situation with reductions in fu-
ture promised benefits of 40 percent when, if you believe in the
personal accounts, it is completely unnecessary.

It is why there is a guarantee of currently promised benefits so
we maintain the safety net. It is why you have inflation-indexed
annuities. It is why you have no change in people on disability, and
survivors are all completely protected.

I have to confess, when the people in the White House sat down
to write the plan, they did not anticipate all the criticism, and they
have not even proposed a specific plan yet. But their plan is not
designed to deal with these criticisms, and it is unfortunate that
these things were not anticipated and dealt with in advance.

But we did deal with them in the context of the Ryan-Sununu
bill. In the Ryan-Sununu bill, there is no permanent debt. There
is short-term borrowing, like when you have a mortgage on a
house.

Senator THOMAS. What do you mean by “short-term”?

Mr. FERRARA. Well, when we are talking about Social Security,
everything is very big. A trillion dollars in Social Security is really
pocket change. [Laughter.]

Senator THOMAS. What do you mean by “short-term”?

Mr. FERRARA. Short-term in Social Security is 20 years. Then
over the next 20 years, the thing is entirely paid off.

A key fact that needs to be recognized in this discussion, in
terms of a general budget, is this is a very important factor that
changes the whole perspective of what we are doing here. The Con-
gressional Budget Office projects that, under current law, Federal
spending as a percent of GDP will grow from 20 percent today to
34 percent by 2050.

Senator THOMAS. Excuse me. I have to go vote.

Mr. FERRARA. We will put it in the record and we can read it
later. But it is growing from 20 percent today. Federal spending,
as a percent of GDP, is going to grow from 20 percent today to 34
percent by 2050.

Therefore, when we say we want to finance part of the transition,
as Mr. Tanner just said, by reducing the growth of Federal spend-
ing, we can see that there is a huge run-up of Federal spending
about to occur.

People who run on fiscal restraint are going to have to recognize
that their constituencies are not going to sit idly by and be per-
fectly happy if they see the Federal Government grow 70 percent
relative to GDP.

So, in fact, we do have to get serious about some spending re-
straint. If we use some of that, a modest amount, we can finance
the transition to accounts as large as in the Ryan-Sununu plan, or
in the Cato plan. It is the large accounts where you begin to solve
these problems that have enormous benefits for workers.

If you start with these little 2-percent accounts, then you are not
going to achieve the full long-term goals, and you are not going to
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achieve the prosperity for workers that you could achieve with the
full accounts.

This has to be done on a positive basis that benefits working peo-
ple. You cannot advance this with a blood-and-guts approach that
just says, oh, gee, we are going to raise your taxes and we are
going to cut your benefits.

That is not how we got here. We got here by talking about per-
sonal accounts. That is what people campaigned on, and we need
to make good on the campaign promises and focus on the personal
accounts. If we do those right, we can provide enormous benefits
for working people. If we get lost in the underbrush, if we go back
and say we are going to negotiate a package of tax increases and
benefit cuts, well, it is going to be all negative.

It is going to be a worse deal for workers. It is not going to solve
the problem. There are two problems here. There is not just a sol-
vency problem. The program is not a good deal for working people
today. The average benefit paid today for single retirees is only
$920. The reason you need personal accounts is because the bene-
fits promised today are no good. The benefits in the promised sys-
tem are, in fact, too low. The rate of return is miserable compared
to market rates of return. So, that is why we need the personal ac-
counts. I would urge you to go back and focus on where we got
started.

We got started in this debate with the personal accounts, and if
we put more effort into designing a plan that really benefits work-
ing people and anticipates some of the criticism we heard today, we
can be politically successful. We know that because we run election
after election on precisely the issue framed that way. So, I would
urge you to look in that direction.

Senator LOTT. We appreciate your energy and enthusiasm.
[Laughter.]

Mr. FERRARA. Thank you. We need energy and enthusiasm here.

Senator LOTT. That is right. Very good.

Senator Wyden?

Senator WYDEN. Thank you, Mr. Chairman. Thank all of our wit-
nesses.

This morning, about 50 Wall Street leaders, men and women
who manage billions of investment dollars, including the head of
the world’s biggest hedge fund, sent a letter to Senator Frist oppos-
ing the administration’s personal account proposal.

These are all individuals who would benefit personally from the
President’s proposal, but they believe it is unwise because they be-
lieve that the investment business they are in involves substantial
risks, and that that is different than Social Security, which is
about insurance.

So, their argument is really that retirement finance is about a
variety of investments, but that Social Security is the one area that
ought to be insulated from a substantial amount of risk.

Now, your colleague, Mr. Pozen, talked about “minimizing risk.”
Those were his words. But any way you cut it, to me, the Presi-
dent’s proposal is about a substantial reallocation of risk with re-
spect to retirement finance. I would like to ask you, Mr. Ferrara
and Mr. Tanner, why you think Social Security funds ought to be
redirected towards riskier asset classes.
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Mr. TANNER. Well, first of all, I would hope that that letter
would finally put an end to the rumor that I am in the pay of Wall
Street in some way, and that this is all part of a Wall Street plot.

But an answer to your larger question is, maybe you are right.
Maybe private investment is risky. I do not believe it is riskier
than Social Security, which contains a substantial political risk.

The fact is, we promise benefits, we cannot deliver them. The
fact is, we have repeatedly reduced or changed benefits in the past.
The fact is, we do not have a legal right to any benefits whatsoever,
leaving us entirely in the political system.

Senator WYDEN. My time is short. This is not about whether you
favor risk in America. I vote repeatedly to cut capital gains, for ex-
ample, because I am in favor of risk-taking in investment. Tell me
why you favor redirecting Social Security funds towards more risk.

Mr. TANNER. I favor giving workers a choice. If workers agree
with you that Social Security is safer than private investments, let
them remain in the current system.

But if workers want the opportunity to earn a better rate of re-
turn, to have ownership and control, give them the choice. Do not
stand in the doorway and say that we know better, for every work-
er, how they should control their retirement. Let us give workers
a choice. What could be more American than that?

Senator WYDEN. The main thing we are giving them, Mr. Tan-
ner, is the right to a lot of debt. I mean, that is essentially your
version of the choice. That is why, to me, it is so important when
50 leaders from Wall Street who manage billions of dollars worth
of funds, I mean, these are people who benefit when you tap into
the American dream. They are saying there are some bigger con-
cerns here with respect to Social Security, and that is what I hope
we will address.

Mr. Orszag, did you want to comment on that?

Mr. ORSZAG. Again, there is a place for risk. I am all in favor of
accounts. We already have them; let us make them work better.
We could come together and get 401(k)s and IRAs to work better.
The Wall Street people who signed that letter, I am sure, are all
in favor of saving on top of a solid foundation. That is where we
should be taking risk, and it is as simple as that.

Senator WYDEN. Mr. Ferrara, just so I can get you into this, the
other reason that the Wall Street leaders are speaking out this
morning is that they think that the President’s proposal would
have no net effect on the amount of capital available to the Na-
tion’s economy. In effect, they are saying, this just moves around
the deck chairs, and in the process reallocates risk.

What would your response be to that?

Mr. FERRARA. All right. Let me respond directly to that. The an-
swer to the question that you asked both of us is that the current
system is a bad deal for workers today. Even if all of the promised
benefits were paid, the real rate of return would be 1 to 1.5 percent
or less for most workers; for many it would be zero or negative.
People need the freedom of choice to have a better deal.

Now, see, retirement investors have an advantage over other in-
vestors because they invest over an entire lifetime. So the stock
market does go up and down, but, over 75 years, I would submit
to you that there is no chance that the rate of return on a portfolio



40

of mixed stock and bond investments could be as low as Social Se-
curity even promises today, let alone what it can pay.

But in addition, we try to anticipate your criticism in the Ryan-
Sununu bill, because we put in there a flat-out guarantee. If you
do not get more than the current system promises through the per-
sonal account system, we will guarantee that you will get at least
what is promised today.

The reason that is in there, we think that works, is because we
believe in what we are saying, that the market will provide so
much higher returns than Social Security promises, that there is
no possibility that it will get that low, so you can go ahead and
make that guarantee and workers can get better off.

Now, I do not agree with the administration that you should fi-
nance the whole transition by borrowing. I think you can get cer-
tain benefits out of personal accounts, even with borrowing. But
one of the benefits you will not get is more savings in capital in-
vestment if you just borrow the entire amount.

Again, in the Ryan-Sununu bill, we had no permanent net bor-
rowing. We try to achieve it all and go to a fully funded system.
The idea is rooted in the work of Martin Feldstein in the 1970s,
who argued that we should shift from a pay-as-you-go system like
Social Security today where there is no savings and investment to
a fully funded system where the money is saved and invested.

So, we did it on a different model than the administration did.
We did it on a fully funded model, so there is no permanent net
debt out of it as a result. Again, we anticipated these sort of criti-
c}ilsms. Unfortunately, the White House has not fully anticipated
them.

Senator WYDEN. My time has expired. I would just note, what
you are suggesting is sort of like the idea that somebody can have
three hot fudge sundaes a day and lose weight.

Mr. FERRARA. No. No, I am not.

Senator WYDEN. The idea that you do it without any borrowing,
without any benefit cuts, I just think is pretty bizarre.

Thank you, Mr. Chairman.

Senator LOTT. Thank you, Senator Wyden.

Senator Snowe?

Senator SNOWE. Thank you, Mr. Chairman.

I want to thank all of you for being here today and for taking
the time, obviously, to come up with various initiatives, whether we
agree or disagree. I think the point is, it affords us the opportunity
to explore some of the issues and to evaluate the implications of
a variety of proposals.

Frankly, I think that we are sort of at a philosophical juncture
about the Social Security program as to whether or not you really
do believe in preserving the underpinning of the Social Security
program, which is a defined guaranteed benefit.

Seniors have come to trust Social Security, certainly in my State,
that has the Nation’s oldest average population. Fifty-six percent
of my population is prevented from falling into poverty as a result
of Social Security.

So, it has become a bedrock of support in their retirement years,
precisely because it is defined and because it is guaranteed. I think
that is really the issue today and what we confront in Congress as
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to whether or not we want to tamper and incorporate an element
of risk into the program by introducing and carving out and divert-
ing from the payroll tax to support a personal retirement account.

I think, at what cost and at what risk is it worth it to erode the
basic traditional guaranteed benefit? So I ask you, Mr. Ferrara and
Mr. Tanner, to begin with you, as to why would you think it would
be worth incorporating that risk in a system that has worked ex-
ceptionally well?

Because obviously I think that with what I have seen in your
proposal, I think ultimately you do not guarantee that individuals
are going to meet a specific income by the time they reach retire-
ment. There is a potential. There is an up side. But the question
is, how much risk do you have to take on the down side in order
to achieve what might be a net gain of 1 percent?

Mr. FERRARA. Well, in the Ryan-Sununu plan we are the ones
who do have a guarantee. We put in a guarantee that you will get
at least the benefits promised under current law.

We do that because of the real reason why we want to have these
personal accounts, because even the returns that are promised by
Social Security under current law are very low and they are a poor
deal for workers.

For many workers, even if you get all the promised benefits, you
get a negative real rate of return. That is like taking your money
to the bank. Instead of getting interest from them, you pay the
bank to hold your money.

Now, if we do some of the things that have been talked about,
raise taxes or cut benefits to deal with the solvency problem, then
that rate of return is going to get even lower and it is going to be
negative for even more people. So, I think we clearly need to give
people freedom of choice to get a better deal.

Now, I would add that the Social Security benefit is not guaran-
teed. The Supreme Court held in 1960 that it is not backed up by
a government guarantee and that the benefits can be cut at any
time.

So you can structure the system to minimize any new risks on
workers and to take advantage of the market returns so that work-
ers can get a better deal, and that is how we began, how we got
into this whole personal accounting in the first place.

Senator SNOWE. But I think the Congress has a pretty good track
record over 70 years in support of the program and the defined
guaranteed benefit. I think the issue is, there are few and far be-
tween options when it comes to defined guaranteed benefits in the
retirement world today. I think that is a fact.

There are many options for diversifying your portfolio from
401(k)s and IRAs, and so on, and so forth. The question is, do you
want to maintain that foundation for our seniors today with respect
to a defined and a guaranteed benefit income? That is the issue,
because we have many ways in which to enhance retirement in-
come where people can take the risk. But why incorporate that risk
into a program——

Mr. FERRARA. Because the returns are so low.

Senator SNOWE. Because the returns are low. But how are you
guaranteeing a return under your plan?
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Mr. FERRARA. We are not guaranteeing a higher return. What we
are saying is, if you look at the standard long-term market returns,
they are so much higher, the margin for error is so enormous, that
workers really need to have that freedom of choice, and I think
workers agree with that.

Senator SNOWE. I would like to have Mr. Orszag respond. But in
your plan, as I understand it, the government pays for any short-
fall between the account and Social Security benefits scheduled
under current law. Do you have a funding stream for that?

Mr. FERRARA. I think that is Mr. Tanner’s.

Mr. TANNER. No, you guarantee.

Senator SNOWE. Do you have a guarantee?

Mr. FERRARA. We have the guarantee in the Ryan-Sununu bill.
He has some kind of much more limited guarantee.

Senator SNOWE. Right. You both have a guarantee.

Mr. FERRARA. Well, you see, the thing is, the guarantee is not
going to be employed because the market returns are so much
higher than what Social Security promises, that you are not going
to fall under that safety net.

Senator SNOWE. Mr. Orszag, can I just have you respond?

Mr. OrsZAG. Yes. Just quickly. I mean, we have heard a lot
about this plan. The key thing to this plan, is it contains the moth-
er of all magic asterisks. The slow-down in spending growth that
is assumed amounts to more than $7 trillion in assumed savings
from, presumably, Medicare and other programs without any speci-
ficity about how you are going to get it.

I think it would be great if you guys could come up with $7 tril-
lion in savings somewhere, but frankly, so far there has not been
a lot of evidence that you are able to. I do not think it is at all re-
sponsible to just assume that that money will be forthcoming.
Without that money, the whole house of cards falls apart.

Mr. TANNER. Senator?

Senator SNOWE. Mr. Tanner?

Mr. TANNER. If I could just say, first, in terms of it being a guar-
anteed benefit now, as Peter pointed out, it is not legally guaran-
teed. It is also not financially guaranteed. By law, Social Security
benefits will be reduced by 26 percent in the future when Social Se-
curity cannot pay benefits.

Actually, since that is an across-the-board benefit including peo-
ple who would already be receiving benefits at that time, the re-
ality for new workers is that they would receive an even bigger
benefit cut than that 26 percent, because you are not going to cut
grandma’s check by 26 percent, where 1 week she is getting one
check, the next week it is 26 percent lower.

What you are going to do is phase it in for new workers, and
those benefit cuts are going to be reduced. Repeatedly in the past,
Congress has reduced and changed benefits.

When I started work, they told me I could retire with full retire-
ment benefits at age 65. Then they came along in 1983 and
changed that, and now I have to work to age 67 before I can retire.
So, there is no guarantee with the current benefits.

I would also suggest the reason why I want to make these
changes is because, while I want to preserve what is good about So-
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cial Security, I do not want to preserve the problems with Social
Security.

That includes the fact that workers have no ownership under the
current program, that Social Security benefits are not inheritable
under the Social Security program, and that there is no choice
about how much risk individuals want to achieve under the pro-
gram, so we can make Social Security better while we make it sol-
vent.

Senator LOTT. Senator Lincoln?

Senator LINCOLN. Thank you, Mr. Chairman.

I would like to ask unanimous consent. I was about 5 minutes
late arriving for the nomination of Congressman Portman, and I
would like to have my comments included in the record, please.

Senator LOTT. Without objection, it will be included.

Senator LINCOLN. Thank you.

Well, thanks to all of you panelists for your patience, and as Sen-
ator Snowe said, for your ingenuity in looking for what the solu-
tions might be. We know we have some long-term concerns and
challenges that face Social Security.

We want to make sure that we address those in a thoughtful way
and a fair and balanced way for everybody that is concerned. I
think we know in life there are winners and losers in almost every
situation, and that would include probably some of the changes
that are being proposed in Social Security, whether it is a small
business owner, whether it is somebody that lives in a rural area,
or what have you.

But I guess it is my job to make sure that Arkansans are not left
with a disproportionate burden for any changes made to the pro-
gram that has meant so much to so many of them in my home
State.

With that, I would like to touch on just a couple of the areas.
One, we know that workers living in rural areas, such as in my
State, are more likely to be poor and they are less likely to be able
to contribute to personal savings accounts.

Thirty percent of Arkansans do not even have bank accounts. So,
we are talking about people who live paycheck to paycheck. I would
note that the majority of the top 10 States in that category are rep-
resented on this committee here, so we share a lot of those demo-
graphics.

In addition, because of the physical nature of their jobs, it is
more likely that they will need either disability benefits or early re-
tirement benefits, which are key components to not being left out
as we look at the changes.

I guess my question would be, how will private accounts impact
rural Americans? I mean, Americans who are most likely not to
have enough savings to make up for any reductions in their Social
Security benefits and those who are least likely to be capable of
paying the debt off that is going to be created from these private
accounts that the President is proposing.

Mr. FERRARA. Senator, your comments show exactly why add-on
accounts would not work for the people of Arkansas, because they
do not have extra money on top of what they are paying. Many peo-
ple do not, in your State, have extra money to pay on top of what
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they are paying in Social Security payroll taxes for some other ac-
count.

What they need is the opportunity to take some of the money
that is already being paid by them and their employers through the
system and put that into a nest egg for themselves and their fami-
lies where they would have a chance to get a better deal.

Senator LINCOLN. But the problem is, their children are going to
be saddled with the debt that you create. We clearly indicated that
there is no asterisk out there that is going to pay for what you
want to do.

So whenever we increase debt, we are increasing taxes on some-
one, which is more than likely the children in the future that are
going to have to be saddled with the lack of capital, the increase
in inflation, interest rates, and the problems that they are going to
have dealing with the debt that is created.

Mr. FERRARA. Social Security already has an $11 trillion debt. So
even if you finance the transition by debt, you are just recognizing
part of that debt we already owe. But in the Ryan-Sununu bill, we
attempt to do the whole thing without any net new debt over the
entire life of the plan, like a mortgage.

Senator LINCOLN. I have to say, in terms of personal savings, I
have no problem, that as a part of the debate in Social Security,
we have to be very serious about being innovative in how we en-
courage personal savings. But I have not heard anybody mention
IDAs, which is what low-income people use.

Mr. ORSZAG. Senator, I think it is very important. The way to
build savings and wealth is not by borrowing against the core tier
of retirement income for those folks. It is not by leveraging or tak-
ing out a line of credit on your future Social Security benefits. We
must make it easier for them to save and increase incentives for
them to do so. The evidence very strongly shows that people do
save, as long as it is simple and as long as there is an incentive
for them to do so.

I am very confident that with some common sense reforms that
this committee could do now, both sides of the Social Security de-
bate could come together, we could boost wealth and saving for
your constituents, not at the cost of borrowing against your future
Social Security benefits and running up debt, but simply by adding
on top of the Social Security system as it already exists.

Senator LINCOLN. With an opt-out as opposed to opting in.

Mr. ORrszAG. That is one of the very good ideas. That is right.

Senator LINCOLN. That is what you mentioned. Yes.

Yes?

Mr. TANNER. Senator, just one other point on the individual ac-
counts in terms of low-income people that I think was neglected,
and that is the fact that, under the current system, the benefits
that low-income people have are not inheritable.

For millions of low-income people who died prematurely and
their children are over survivors’ age, they are not able to pass
along any sort of wealth to their children, and that means their
children will likely be poor as well. What we need to do is be able
to give low-income workers a chance to build a nest egg of real
wealth that they can pass down.
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Senator LINCOLN. But the problem is, we have already pointed
out in the President’s plan, that when you get to a certain point
as a low-income individual, you are going to be forced to purchase
this annuity, which does not give you that.

Mr. TANNER. Under the President’s plan, that may or may not
be the case. Still, 1 out of 4 Americans will die before they reach
retirement age. That money would be inheritable. Under our pro-
posal, and I believe under Peter’s as well, it is not required that
you annuitize fully at retirement.

Senator LINCOLN. Right now they get survivors’ benefits.

Mr. TANNER. We would only require that you either annuitize or
take a guaranteed income stream, preserving the principal up to
the poverty level, and over and above that you could take it as a
lump sum, or do whatever you want.

Mr. ORSZAG. May I add?

Ms. ENTMACHER. Senator, if I could.

Senator LINCOLN. Is that all my time?

Senator LOTT. Yes. I am sorry, it is gone. Does somebody want
to respond, though?

Ms. ENTMACHER. Yes. I just wanted to point out what the nature
of these benefits for children, if a worker is disabled or dies pre-
maturely, is. Because a spouse of that deceased or disabled worker
can get a benefit while the children are under age 16, the children
get benefits until they turn 18, 19 if they are in school, and those
benefits are adjusted for inflation.

If a worker died and had a private account, you are not going to
be able to equal those benefits. Even if they could inherit the ac-
count and have access to it, it is not going to protect them. It is
those young children who really need the protection.

Leaving your adult children an inheritance is nice, but children
really need the protection when they are young, and that is what
Social Security does. It is particularly important when there is a
high risk of disability.

Mr. OrszAG. May I answer?

Senator LOTT. Senator Lincoln, we need to move along because
we are getting well into the noon hour and we have a meeting we
have to go to.

Senator LINCOLN. I would just like to make sure my questions,
particularly regarding women, are included, so I will send those in.

[The questions appear in the appendix.]

Senator LOTT. Senator Crapo?

Senator CRAPO. Thank you very much, Mr. Chairman.

Mr. Ferrara and Mr. Tanner, I guess I would ask this question
to you. We have had a lot of discussion today about the issue of
disability benefits and survivorship benefits.

The discussion seems to be based, at least in large part, on the
premise that they would be changed by any personal account pro-
posal in the sense that, whatever was done with regard to personal
accounts and the overall Social Security benefit, would then carry
over into survivorship benefits or disability benefits.

But my understanding is that that is simply not the case. It can
or cannot be done that way, depending on who puts the plan to-
gether. It is also my understanding that the President has made
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it clear that he does not intend to do that. Could either of you com-
ment on that?

Mr. FERRARA. Senator, you are exactly right. There is a lot of dis-
cussion that goes on about these additional benefits that is, frank-
ly, disingenuous. The statements have been made over and over
again that these plans would not affect disability benefits, would
not affect pre-age 65 survivors’ benefits, would not affect non-re-
tirement survivors’ benefits.

The Ryan-Sununu bill, for example, was introduced last year,
was introduced this year. There is no change in any of those bene-
fits. They continue to be financed, as under their current system.
I believe that is true of the Johnson-Flake bill as well.

Mr. TANNER. Yes, that is correct. The Johnson-Flake bill leaves
survivors and disability benefits intact. It has a funding stream of
3.3 percent of payroll that is permanently dedicated to that, so
there is no change in survivors or disability benefits.

Senator CRAPO. And if that were the case, it seems to me I recall
either a CBO, or some other study, that indicated, frankly, that the
survivors were one of those in the categories that benefitted most
from those who benefit from personal accounts.

It seems to me the reason would be that the proposals that are
on the table protect their current benefits under the system and
give them an inheritability factor that accounts provide with them.
Is that not also correct?

Mr. FERRARA. That is exactly correct.

Mr. TANNER. Survivors’ benefits, plus.

Senator CRAPO. Yes. Mr. Orszag, do you have a comment on
that?

Mr. ORSZAG. Yes, I would like to. I think one of the reasons there
has been some confusion about this point is, let us look, for exam-
ple, at the plans that have been specified by the administration or
Mr. Pozen, who has served on the President’s commission.

Those plans, the President’s commission plan and Mr. Pozen’s
plan, as scored by the Social Security actuaries, do assume a sig-
nificant reduction in disability benefits and survivor benefits in the
financial analyses.

So, it is natural that people think that these benefits could be
under pressure. Now, the administration has, since that time,
made a statement to the contrary, but again we have not seen a
solvency plan.

Senator CRAPO. But you do not want to accept that statement.

Mr. ORszAG. Given that the only plans that have been put for-
ward by people associated with the administration assume those
reductions, I want to wait and see the details, yes.

Senator CRAPO. Well, as you know, there has been a lot of discus-
sion about whether the President should or should not, will or will
not, give the details before the Congress has studied this enough
to come up with alternative proposals.

But it seems to me interesting that the President not only has
made it clear that he is not going to propose these changes, but
that the plans that we have on the table in front of us here, at
least at this hearing—I do not know about Mr. Pozen’s plan, but
the two plans that Mr. Tanner and Mr. Ferrara are proposing—
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make it clear that they are not going to change that, yet it con-
tinues to be an issue that is thrown up.

Mr. ORSZAG. Let me give you one example of why. You can retain
full disability benefits, but when people reach the so-called normal
retirement age, they transfer from disability benefit to retirement
benefit.

The question is, are you going to protect their higher level of ben-
efit even after they transferred to retirement benefits? Many of the
plans that ostensibly protect disability benefits do not, which
means a disabled worker will have benefits protected for perhaps
10 or 15 years, then suffer a decline at the transfer.

It is that kind of detail that I think is raising a lot of the con-
cerns around this.

Senator CRAPO. Mr. Ferrara?

Mr. FERRARA. We sat down and designed the Ryan-Sununu bill.
Mr. Orszag picks up on a very important point that was raised by
the Chief Actuary of Social Security when we sat down with him.
We designed the bill to protect those disabled workers at that point
so that they are fully protected. Again, I go back to this, we did
a lot of effort in designing that bill to anticipate all these criti-
cisms.

The point he raised just now is a very sophisticated criticism, but
we anticipated it and we took care of it in the bill. But the general
answer is, you are absolutely correct, disability benefits changes
are off the table, in general.

Now, I urge you to be cautious about these price-indexing pro-
posals, because he is right when he said some of the price-indexing
proposals affected disability benefits. What I want to emphasize is,
taxes under the payroll tax grow with wages. Taxes under the pay-
roll tax grow with wages.

So if you are going to have the benefits grow with prices while
the taxes are growing with wages, under the price-indexing
scheme, what does that mean? It means the rate of return goes
down every year under these price-indexing schemes.

It means the replacement rate under Social Security, the percent
in pre-retirement income that you replace with Social Security,
goes down every year because if your income is growing, benefits
are only growing with prices but your income is growing with
wages, the replacement rate declines every year. The rate of return
declines every year under these price-indexing plans.

I do not want to see people get blind-sided by that during elec-
tion time when it is characterized that way, because frankly a lot
of things Senator Baucus said about the price-indexing, you will
not be able to say, no, that is flat-out not true. You will not be able
to say that, because with price-indexing, again, the taxes grow with
wages.

If benefits are only going to grow with prices, that means that
all these indefensible things are going to happen. That is why I
urge you to focus on the personal accounts and stay away from
these things like price-indexing.

Senator CRAPO. I appreciate that. I see my time is up. I just
wanted to make the point clear that there is a lot of discussion
going on here about disability benefits, survivorship benefits, and
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so forth. Frankly, it is fair to do so because there are a lot of plans
on the table, and some plans do it and some plans do not.

But I just wanted to make it clear that, at least as far as I un-
derstand the President to have said, is that he is encouraging us
not to do it, which takes the issue off the table.

There are at least two plans on the table here in front of us
which do exactly that, and which still work out. So, I just want to
be sure we understand what it is we are attacking and defending
as we discuss these issues today.

Thank you, Mr. Chairman.

Senator LOTT. Senator Santorum or Senator Bunning?

Senator SANTORUM. Go ahead, Senator Bunning.

Senator LOTT. Senator Bunning?

Senator BUNNING. Thank you, Mr. Chairman.

Senator SANTORUM. And Senator Santorum.

Senator BUNNING. And Senator Santorum. [Laughter.] Thank
you. There is a question of who got here first.

Let me emphasize the fact that, in every respect, any type of per-
sonal account was always going to be considered on a voluntary
basis, period.

Let me give you another for instance. How about if we started
an account at birth. My child is born, $1,000 goes in. For the first
5 years from that child’s birth, an additional %1,000 per year. The
cost of that plan for the first 5 years is $25 billion.

The money coming for that would be new entries into the retire-
ment plan. In other words, at 18 I would become eligible. I would
put new money in, so there would not be a net loss for that ac-
count.

Can anybody here tell me what you could do with $5,000 over 60
years in an investment account?

Mr. FERRARA. I could calculate that for you, but that is going to
grow to a large amount of money, much more than Social Security
promises, let alone what it can pay. It is going to grow to a very
large amount.

Senator BUNNING. Let me tell you what happened. This is per-
sonal, so I know this, cold turkey. In 1961, the major league base-
ball pension program, a defined benefit program. I do not want to
think about the current salaries. The minimum salary at the major
league level at that time was $5,000 per year—per year—so the
benefit plan was very important.

We had a defined benefit program that was guaranteed, just like
Social Security. Two players, myself and Richie Ashburn, were
members of the Pension Committee. We decided we would like to
put a variable annuity on top of the fixed benefit. We had owners’
cooperation. We had money coming in and we had this guaranteed.

Guess what? In 2005, 20 percent of our benefit is from the fixed,
80 percent of our benefit is from the variable. That is what we are
trying to talk about today for Social Security.

If you talk about 2 years down the road or 3 years down the
road, yes, there are fluctuations in the market. I was in the stock
market for 25 years as an account executive, so I understand the
market and what is going on.

We have to be innovative. The kiddie corps thing that I talked
about for $1,000 for the first 5 years, that could be incorporated
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into any kind of plan we had. I just would like you to know that
the amount of money on that $5,000 investment would be paid off
by new initial people, and when that person became eligible to
work, they would also subtract the $5,000 from their first $5,000
in taxes that they collect from that person so there would not be
a big, overall $2 trillion loss to the account.

I want you to know that volunteering to do that is in the best
interests of every Social Security recipient in the world. The Presi-
dent of the United States has made it perfectly clear that no one
is going to lose any benefits if they are 55 and over. He has said
it over and over. I do not know if anybody is listening or if they
are not.

I think we could even go back to 50 and do the same thing. All
I can tell you is, the market return over a 60-year period, or a 40-
year period, is so much larger than the Social Security return, it
is unbelievable.

So when we talk about doing and maintaining the solvency of the
Social Security trust funds and adding benefits, additional bene-
fits—not separate benefits, but additional—we create an ownership
society, where they own part of the rock, and a better increase, par-
ticularly for women and for the poor. That is where it hits the
most, not for somebody who is making $150,000.

Actually, it is just like the players today in baseball. They do not
need their pension program. I mean, if you cannot save enough out
of $4 million a year, shame on you. What I am saying is, this is
something, when we get a final bill, that will retain solvency and
add benefits.

Thank you.

The CHAIRMAN. Senator Santorum?

Senator SANTORUM. Thank you, Mr. Chairman.

I apologize for not being here for much of the testimony. I just
want to review. Does anybody on the panel believe that we should
wait to change the system, that it would be a good idea for us to
wait longer before we make any changes to the Social Security sys-
tem? Does everybody believe we should act sooner, rather than
later?

Mr. TANNER. Yes.

Mr. FERRARA. Yes.

Ms. ENTMACHER. I would say, Senator, that the most important
thing is to not make the problem worse. Acting for acting’s sake is
not a good thing if the wrong steps are taken.

Senator SANTORUM. Obviously, I would never recommend acting
for acting’s sake, or to act to make the problem worse. I would
agree with that.

So we should act. So, everyone believes there is a problem that
needs to be addressed. Does everybody agree that there is a prob-
lem that needs to be addressed, and that the problem is in the rel-
atively short term, not 40 or 50 years from now? Does everybody
agree with that?

Mr. ORszAG. Yes. The way I would phrase it is, the problem just
gradually grows worse and worse over time.

Senator SANTORUM. And so there is a problem, and we should act
sooner rather than later.
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Ms. ENTMACHER. But, Senator, there is not a problem in Social
Security over the short term. For the last 20 years since 1983,
workers have been paying more payroll taxes than were needed to
fund the program.

Senator SANTORUM. I accept that. I am on short time. You have
answered my question. I understand. I did not say that there is a
problem today, I said that there is a problem and we should act
now to avoid that.

Second, does anybody on the panel believe that repealing the
Bush tax cuts would directly help the solvency of the Social Secu-
rity system?

Mr. TANNER. No, I do not.

Mr. ORSZAG. Yes, if the revenue were dedicated to the program.

Senator SANTORUM. But I did not say that. Just simply repealing
the Bush tax cuts, would that directly help the Social Security sys-
tem?

Mr. OrszAG. No.

Mr. TANNER. No, because it presumes you could save the money
today, which Congress has already proven it cannot.

Mr. FERRARA. He is not even putting it in the system.

Ms. ENTMACHER. Senator?

Senator SANTORUM. Yes?

Ms. ENTMACHER. It would make it easier on the rest of the Fed-
eral budget to make good and pay the interest on the bonds in the
trust fund and to redeem the bonds in the trust fund.

Senator SANTORUM. We would still be able to pay the interest,
would we not?

Ms. ENTMACHER. But for the rest of the budget, it would make
it much easier to finance Social Security.

Senator SANTORUM. So repealing the Bush tax cuts or reducing
spending, or anything to reduce the budget deficit would be good,
not necessarily repealing the Bush tax cuts. So the overall budget
picture needs to be improved.

I think we would all stipulate to that. But whether we are in-
creasing taxes or reducing spending, both would have the same
general benefit on the Social Security system simply because of our
ability to be able to pay benefits.

Mr. FERRARA. No, I would not agree with that, because I think
increasing taxes would harm the economy, so it would not nec-
essarily improve the budget situation, or would not improve it as
much as reducing spending would.

Ms. ENTMACHER. And I would disagree. If you focus not on the
Social Security system’s books but on the beneficiaries of Social Se-
curity, those 55 and older people that everyone talks about pro-
tecting, would be hurt if we cut Medicare, would be hurt if we cut
Medicaid, would be hurt if we cut the other services that are im-
portant to them in order to finance the borrowing that is needed
for these accounts.

Senator SANTORUM. Obviously, if we increase taxes or reduce
benefits, someone is going to be hurt. I think we can also stipulate
to that.

Let me sort of step back again. We should do something now,
there is a problem, and we should do something, I think all of you
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have suggested, within Social Security to solve the problem for the
long term. Does everybody agree with that?

[Chorus of ayes].

Senator SANTORUM. All right. So the next question I have is, ob-
viously, what to do. The what to do is, obviously, where we sort of
part company at this point. So we all agree there is a problem, we
have to solve it, do it now, and try to do it within the Social Secu-
rity system. The question is, how do we do that?

Let us sort of step back again and look at the issue of debt. What
Mr. Orszag said which struck me as sort of interesting, was that
personal accounts exacerbate the debt problem. Yet, Mr. Ferrara
and Mr. Tanner say that is not the case, that this is a debt that
we are simply just realizing sooner rather than later.

You disagree with that, though, Mr. Orszag.

Mr. OrszAG. I do.

Senator SANTORUM. Can you explain to me why you disagree
that an unfunded liability out there, if moved up, is not just recog-
nizing that debt that we owe, that we will recognize at some point
sooner rather than later?

Mr. ORszAaG. The reason is, implicit debt does not need to be
rolled over. Those future benefit promises do not need to be rolled
over and refinanced in financial markets. Explicit debt does.

I know of no country in the world that has gotten into trouble
because it has a large implicit debt with benefit promises out in the
future. Lots of countries have gotten into trouble rolling over their
explicit debt. There is a very significant difference.

Senator SANTORUM. Can I ask this question? What if the case
can be made—and I think this is the case each of them would
make—that by making the debt explicit, you actually lower the
overall debt burden for the country.

Mr. Orszac. Well, again, the analysis becomes more complicated
there. But let us look at the administration’s proposal. I do not
think that that is actually what would occur.

Again, even for it to be neutral, you need to believe these benefit
offsets that are 40, 50, 60 years out. Just to repeat what I said ear-
lier, people like Bob Rubin think that financial markets just simply
will not believe that the future Senator from Pennsylvania in 30
or 40 years will uphold those full benefit offsets.

Mr. FERRARA. May I address that?

Senator SANTORUM. Please.

Mr. FERRARA. What this criticism he raises overlooks is, first of
all, there is a huge amount of money going into the markets from
these personal accounts.

When the Chief Actuary of Social Security scored Ryan-Sununu,
he estimated that 15 years down the road the workers would have
$7.8 trillion in today’s dollars in those accounts.

So when he talks about, well, they are going to borrow $2 trillion
or they are going to borrow, God knows what, $7 trillion, well, they
are going to have $7.8 trillion after 15 years in those accounts. It
is $16 trillion after 25 years.

So even if you borrow all the money, on net, that borrowing is
being offset by the increased savings and investment.
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Then the other point that he has raised repeatedly here that is
a very important point to address is, he is saying, well, will they
really have these benefit offsets in the future?

In other words, you are substituting the personal accounts for
some of your future Social Security benefits, and he is trying to
raise the fear that, well, that substitution ultimately will not take
place.

That is why you need large accounts, like in the Ryan-Sununu
bill, or like the Cato Institute has proposed. People are getting bet-
ter benefits through their accounts than Social Security, and you
are not going to have a problem with that offset in the future.

Mr. TANNER. The other thing to point out is what Mr. Orszag is
actually arguing, that that $12.8 trillion in unfunded obligations
that the Social Security faces in the future is not really real, be-
cause you can always default on the benefits.

Mr. OrRsZAG. That is not what I am arguing.

Mr. TANNER. So, in essence, he is arguing that you are going to
cut those benefits in the future and not make good on every penny
that is promised in future benefits, which is probably true.

It is certainly true under our plan. It has been true under his
proposal. It is true under most of the proposals that are up there,
that the promised level of benefits probably cannot be paid in the
future.

However, it is incorrect to say that that is something that has
to do with individual accounts. That has to do with, we have over-
promised in terms of benefits. It has nothing whatsoever to do with
the creation of individual accounts.

The CHAIRMAN. Senator Schumer is next.

Senator SCHUMER. Thank you, Mr. Chairman. I thank the wit-
nesses as well. First, I want to thank you, Chairman Grassley, for
holding this hearing and for, generally, your approach here, which
has always been bipartisan and to try to bring people together.

The reason why bipartisanship is having more trouble on this
issue than just about any other is because this goes not just to how
to fix Social Security, I think, but to deeply held views about what
government is all about and what our country is all about. It is
much harder to bridge a partisan divide when things are that deep.
Nonetheless, I appreciate your efforts to do it.

Now, to me, at least, there is someone missing at today’s witness
table, and that is the President or his representative.

Again, I appreciate the Chairman holding this hearing and the
general bipartisan approach he takes, but it was the President who
called Social Security a crisis, and then gummed up the works by
insisting on privatization.

The only way we are going to be able to move forward in a bipar-
tisan way is for the President to take privatization off the table,
or alternatively present a detailed plan with privatization so this
body can either pass it, or more likely reject it, and then move on.

Everyone should understand here what the President is pro-
posing. Under the President’s plan, someone born this year would
have no guaranteed benefit when he or she reaches retirement.

The President’s plan is not partial privatization, it is ultimately
a phase-out of Social Security. Obviously, that takes a scenario
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where the stock market does not do well at all, but that is where
it could lead. That is the fundamental difference.

Mr. Ferrara keeps talking about rate of return. Well, this is an
insurance program, not an investment. If you want to fundamen-
tally change it and say it ought to become an investment as op-
posed to an insurance program, that is fine. But I do not buy it,
and I think most of the American people do not buy it.

So there are a lot of problems here. Debt is one of them. The
President wants to eliminate the death tax, but with his plan, in
my judgment, creates a much larger birth tax owed by every single
American.

People like Alan Greenspan have said, yes, he prefers private ac-
counts, but with this level of debt we have, you would have to do
something to deal with that before you could do it.

That will lead to my first question, which is, Mr. Ferrara, you
referenced Martin Feldstein. He is a conservative, prominent Har-
vard economist—Harvard and conservative not being an oxymoron,
I guess, in this situation—and he served as President Reagan’s
Chief Political Advisor.

He wrote in 2002, he recommended that President Reagan not
support private accounts. His reason was, “The trust fund was
empty and the overall budget was in substantial deficit. So starting
to fund investment-based tax accounts would have required a tax
increase, or even a larger overall budget deficit.”

In other words, the early 1980s, which saw a greater crisis than
we face today with Social Security—they were closer to running out
of money, in any case—yet, Ronald Reagan’s economist was op-
posed to private accounts.

Today we have financially strapped wartime expenses and large
budgets. Why is it a better idea today than it was 20 years ago?

Mr. FERRARA. Well, you know, I, too went to Harvard Law School
and I studied under Professor Feldstein. That is where my whole
enterprise with Social Security began. I actually spoke to him just
3 or 4 weeks ago, and he said, “I very much support what the
President is trying to do with personal accounts.”

Now, the reason I brought him up is because the reasoning be-
hind the Ryan-Sununu bill and what I have been trying to accom-
plish, what I have been advancing for many years, comes out of his
original reasoning. Social Security is a pay-as-you-go system. There
is no savings and investment in it. They take the money from you
and they give it to him.

What he argued is, it would benefit workers, it would benefit the
economy, if we changed it to a savings and investment system
where you had real savings and investment, and then when you
reach retirement, that supports you. That is what I am trying to
accomplish with this kind of bill.

Senator SCHUMER. I understand.

Mr. FERRARA. Not everyone is trying to do that.

Senator SCHUMER. Let me ask you—and I see my time is about
to go out—it is an insurance plan. Here, you do not look at rate
of return, which you keep talking about, for an insurance program.
In other words, I save for my kid’s college.
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My wife and I put money away for my kid’s college education. We
went to a couple of financial advisors, friends of ours, and they
said, put it in bonds because you need the money there.

In other words, the down side of not having the money for some-
thing very important, whether it be insurance or college tuition, far
exceeds the up side of making more money.

That is the fundamental difference that we see here. It is not,
when you are 2 percent below or 2 percent above, they are even.
They are not if you do not have the money for necessities. How do
you address that fundamental question?

Mr. FERRARA. Let me address this. Insurance has a value if you
look at the benefit that they promise you times the probability of
getting the benefit. By doing that calculation, you can determine
what the value of the insurance is.

Now, Social Security has a lot of insurance-type promises. When
we did the first study of this when I was at Harvard, what we did
is, we calculated the value of all the promises times the probability
of them having to be paid, and compared that to the value of what
would be paid into the system.

That is how we calculated the rates of return that are promised
by the system. We found out that, for most workers, the real rate
of return would be 1 to 1.5 percent or less; for many, it is zero or
negative.

Now, you can cover the same things through a system of private
savings and insurance. What we are doing today in the Ryan-
Sununu bill is, we are focusing on the retirement part. The other,
more insurance-oriented pieces like the pre-age 65 retirement ben-
efit and the disability benefit, those are left entirely in the current
system as it is.

But you can calculate a value for insurance and then determine
the rate of return that way. You can design a system that takes
advantage of what is good in Social Security and provides a better
deal for workers. That is what we are trying to do with the whole
design of the Ryan-Sununu plan from the beginning, is to do that.

Senator SCHUMER. I see Mr. Orszag shaking his head. I would
just like him to respond.

Mr. FERRARA. He is always shaking his head.

Mr. ORSZAG. Only when there are incorrect statements made.

The CHAIRMAN. Senator Lott?

Senator LOTT. We are going to get second, and I guess third,
rounds here.

Senator SCHUMER. Mr. Chairman, could Mr. Orszag just answer
what Mr. Ferrara said?

The CHAIRMAN. Yes. Please, briefly.

Mr. ORszAG. I think that even people who support individual ac-
counts on the conservative side, people like Greg Mankiw and oth-
ers, argue correctly that there is a way to analyze the problem and
it is not the way that Mr. Ferrara is presenting things, the free
lunch that solves everything, and instead actually makes the argu-
ment that the administration has made, which is that there is a
trade-off.

You get the account, but you then lose something. That then
speaks to what Senator Schumer was really talking about. There
are a whole variety of different aspects of the program that provide



55

insurance, including one that is not well-appreciated, that it pro-
vides a form of lifetime earnings insurance.

Young workers today whose lives do not turn out quite as well
as they expect partially make up the difference through Social Se-
curity. That is very hard to do through private markets, and it is
not done in most private account plans. That is just one example.

The CHAIRMAN. Senator Lott?

Senator LOTT. Thank you, Mr. Chairman, again, for having the
hearing and giving us a second round.

There are so many things that have been said today that need
to be corrected, I do not hardly know where to begin, but I will just
pick two to make sure the record is correct.

Senator Baucus, in his opening statement, and now just a mo-
ment ago Senator Schumer referred to these personal savings ac-
counts as privatization, or inferred that President Bush favors pri-
vatization. He does not. The publicly run Social Security system
would still be there. The President has endorsed personal savings
accounts managed like the thrift savings plan, which is not privat-
ization.

Senator Kerry argued that repealing the Bush tax cuts would
solve the Social Security trust fund solvency problem. Obviously,
that is inaccurate for a variety of reasons. First of all, this was not
just for wealthy people, it was for a lot of working people, for fami-
lies with children, middle-income people. It would have a huge neg-
ative impact on the economy.

But CBO, for instance, the non-partisan CBO—which a lot of
times I disagree with—said that in 2050, the cost of extending tax
cuts will be 0.7 percent of the GDP, the Social Security trust fund
deficit will be 1.4 percent GDP, and that is assuming it does not
cause huge problems in the growth of the economy.

Now, Mr. Orszag, first of all, thank you for being here and for
the thought you have given to this. Unlike the Democrats, at least
you have a plan. But I suspect yours is their plan. Now, we all
know what they are against.

They are against my grandchildren being able to have more than
what my mother has when they reach retirement age because they
do not like personal savings accounts. They do not want people to
be able to take their own money and get more from it. But let us
talk about the reform side of it. Let me make sure I understand
what you are suggesting.

Number one, do you propose to do anything with the age problem
or situation in view of increasing longevity? Would you index it?
Would you raise it? Would you do anything about age?

Mr. OrszAG. We would not directly change the normal retirement
age. We would, however, index benefits to life expectancy.

Senator LOTT. Would you do anything about controlling the rate
of growth of benefits?

Mr. Orszaag. Well, that, in part, would control the rate of growth
of benefits.

Senator LOTT. So how would you do that, now? Say it again.

Mr. Orszag. What would happen is, the goal would be to keep
lifetime benefits roughly constant as life expectancy goes up, so be-
cause people would be receiving their benefits over a longer and
longer number of months
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Senator LOTT. Even though they may not have paid into it, or
you can justify it, they would get these increasing benefits based
on age?

Mr. ORrszAG. Benefits would still increase from one generation to
the next. What we would be trying to do is insulate the system
from the effect of increases in life expectancy.

Senator LoTT. What you would do, though, would be to raise
more revenue for Social Security. Is that correct?

Mr. OrszAG. That is correct.

Senator LOoTT. How would you do that, now? Are you doing it in
two different areas?

Mr. ORrszAG. Yes, in a few different areas. Let me give you two
examples.

Senator LOTT. All right.

Mr. OrszaG. Mr. Pozen mentioned this, and I think it is also
something worth exploring. One idea is to impose something like
the Medicare payroll tax, 2, 3 or 4 percent on all wages, rather
than just going up to the current $90,000 a year limit.

The reason for doing that is, there is now more than $800 billion
in wages above that cap that go untaxed. That more than $800 bil-
lion represents about 15 percent of total wages, which is up from
about 10 percent in 1983.

In my view, it makes sense to try to walk that back. But an al-
ternative, again, as I mentioned in my oral testimony, you could
use part of an estate tax revenue dedicated to Social Security and
use that to help to restore solvency.

Senator LOTT. But if we did that, of course, we would not be able
to use that savings to deal with the overall government deficit,
which we are being told we should do. You suggested that we have
not been able to come up with a plan. Yes, we can come up with
a plan, we just have not had the courage to do what is necessary
to control Federal Government spending.

But again, is it fair to say that the main part of your plan is to
get more revenue by raising taxes in several different ways into So-
cial Security? Is that correct?

Mr. ORrszAG. Well, we have both some additional revenue dedi-
cated to Social Security and then some changes on the benefit side.
The reason we have additional revenue is precisely to mitigate the
reductions that would otherwise be required. It is a very simple
trade-off. If you are going to restore solvency, the less that you
dedicate in additional revenue, the more you have to cut on the
benefits side.

Senator LOTT. My impression is, your plan is a tax increase. I
think that is a Democrat plan.

Mr. Ferrara, just so I can get under the wire here.

Mr. FERRARA. Yes, sir. I will wait.

Senator LOTT. Now people are already paying, both the employee
and employer, 12.6 percent.

Mr. FERRARA. 12.4.

Senator LOTT. 12.4 into this program.

Mr. FERRARA. Right.

Senator LOTT. Which is very significant. The people I know,
small business men and women, farmers, working people, they do
not want to pay more into this. They do not want to pay more



57

taxes. They already think they are paying too much in taxes, from
gasoline taxes, right up and down the line. So, I think it is really
the most unfair tax of all, the payroll tax.

Mr. FERRARA. Mr. Orszag would both raise taxes and cut bene-
fits, and no Democrat has introduced this plan. That cannot solve
the problems of Social Security, but would make them worse be-
cause it would make it a worse deal.

It would reduce the rate of return of Social Security even more.
If you raised taxes and cut benefits, more people would have a neg-
ative rate of return on the program. I think that is why you see
nobody introduce that.

Mr. ORszAG. Instead, we should cut Medicare benefits and use
that money.

Mr. FERRARA. Well, whose proposal is that?

Mr. ORSZAG. Yours.

Mr. FERRARA. No. Come on. Tell the truth now.

Senator LOTT. I am for that. We should do that. In fact, we made
a huge mistake in what we did 2 years ago.

The CHAIRMAN. The Senator from Oregon.

Senator WYDEN. Thank you, Mr. Chairman. Thank you for the
second round, Mr. Chairman.

Mr. Ferrara, I said earlier when I looked at your proposal, no
benefit cuts, no substantial risks, no major debts in terms of fi-
nancing. I said it is a little like telling somebody they can have
three hot fudge sundaes a day and lose weight. Throughout the
course of the morning, you just keep adding to the sundae, more
nuts, more cherries. It just keeps going on and on.

I want to see if I can sort some of this out. Now, I have seen one
report indicating that you would pay for your program with a $6.9
trillion general revenue transfer for which unspecified cuts would
be made in Federal spending.

The reason I ask about this, and you correct me if I am missing
something, if the cuts are not made, then we have debt. So, I want
to be clear, my reading of your proposal is that it involves a sub-
stantial amount of debt. If the cuts are made, I would be very in-
terested, at least, in knowing where you would like to have the cuts
made.

But you have made the very substantial proposal that it looks
like it is all gain and no pain, and perhaps you could just walk me
through this question of the financing, particularly, what happens
if there are not these cuts, because by my calculus, that becomes
debt at that point.

Mr. FERRARA. If there are not those cuts, then the Federal Gov-
ernment becomes an unbearable burden on the country. The Con-
gressional Budget Office projects that Federal spending, as a per-
cent of GDP, under current law will increase from 20 percent today
to 34 percent by 2050.

Now, what we have under the Ryan-Sununu bill is a very modest
spending restraint that would reduce that growth just 1.6 percent-
age points below the baseline. So in other words, Federal spending
could still grow, under the spending limitation of Ryan-Sununu,
from 20 percent today to 32.4 percent by 2050. That is still far too
much.
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What it does is, the spending restraint reduces the rate of growth
of Federal spending over 8 years by 1 percentage point, for GDP
minus 1 percent. You achieved more spending restraint than that
during the 8 Clinton years, when Federal spending grew at GDP
minus 1.8 percent.

So my point is, it is a very modest down-payment on restraining
what is overwhelming growth in Federal spending. Obviously, we
cannot sit here and watch Federal spending grow from 20 percent
to 32.4 percent of GDP, but the spending limitation under Ryan-
Sununu would still allow even that much. It is just a small down-
payment on the amount of spending restraint you would need.

Senator WYDEN. Mr. Chairman, I appreciate Mr. Ferrara saying
now that his notion of what would be a modest step involves $6.9
trillion. I want to just wrap up by saying, Mr. Chairman, there is
no question in my mind—and I think you and I agree on this—that
this is a program that needs to be modernized. The demographics
are obvious. There are going to be many more older people retiring,
fewer younger people.

I was one of the 10 Democrats who joined you in voting for the
prescription drug bill because I thought that was a program that
needed to be modernized, and I still have the welts on my back to
show for that particular vote.

My concern is it is going to be very hard to modernize this pro-
gram when the first step that is taken would, as the Wall Street
leaders told me yesterday, be reallocating risk and threatening the
safety net.

I just want to wrap up by way of saying, I am interested in work-
ing with you. I would like to see if we could find common ground,
like was done with Ronald Reagan and Tip O’Neill in 1983. I am
not talking about raising payroll taxes. I am not in favor of doing
that. I am in favor of trying to find common ground the way Ronald
Reagan and Tip O’Neill did.

My concern is, we are not going to be able to do it if the first
step unravels the Social Security safety net. But I just wanted to
say to you, as I said to Senator Santorum, I am interested in work-
ing with both of you, and I thank you.

The CHAIRMAN. Well, I want to say thank you. You may be one
of those forward-looking Democrats I have not paid enough atten-
tion to on this issue, and I need to sit down and talk to you.

You just may be in the mold of a Judd Gregg or a Chuck Grass-
ley when Clinton was suggesting that we needed to save Social Se-
curity first, who worked with then-Democrats who wanted to follow
on with President Clinton’s suggestion of saving Social Security
first by working out a plan that included personal accounts.

We need to have that same bipartisanship under a Republican
President Bush that follows on some examples set by Democrats
and Republicans working together when President Clinton sug-
gested saving Social Security first.

Senator WYDEN. Mr. Chairman, I think I had a minute left on
my time. I just want it understood that I am concerned that per-
sonal accounts—at least everything I have heard—unravels the So-
cial Security safety net in a way that I think is going to make it
hard for us to find common ground.
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But I still want to work with you, because I think we showed
with the prescription drug legislation that we could modernize a
program and bring it in line with the times. That was what my
comment was alluding to.

The CHAIRMAN. Well, I welcome that opportunity.

Senator Santorum?

Senator SANTORUM. I would add my name to that list of folks
who worked with, at that time, Larry Summers and Gene Speurle,
who were advising President Clinton on Social Security.

The CHAIRMAN. I am glad. I should not have overlooked you.

Senator SANTORUM. That is all right. That is not the first time.
[Laughter.] Just kidding, Mr. Chairman.

But it would be great to see some bipartisanship. I appreciate the
Senator from Oregon and his willingness to offer those comments.
I am hopeful. I know the Senator from New York, Senator Schu-
mer, criticized the President for not being here, not presenting a
plan. People in glass houses. The fact is, not one person, certainly
in the Democratic leadership, has presented any plan.

I find it remarkable that Senator Schumer would criticize the
President for not putting forth a plan, and then proceed to attack
his plan and tell us how much benefits will be cut, which is, again,
a remarkable sleight of hand to accuse someone of not having a
plan, and then tearing a plan apart.

Senator Lott said the idea that this is privatization, which of
course it is not, that is not the President’s plan, I know the Senator
from New York knows that.

I found it also interesting that he used the term, this is an insur-
ance program, not an investment program. I do not know that
much about insurance, but I would suggest that most insurance
companies finance their benefits through investment.

I do not know of too many insurance companies who would be
in business if they had a pay-as-you-go system for providing their
benefits. They finance insurance through investment. Why? Be-
cause they would be in jail if they did not. So, I just wanted to
throw that part out.

I want to make a couple of comments on comments that were
made, and then I have a couple of questions.

First, Mr. Orszag, you said an interesting point. You said young-
er workers whose lives do not turn out so well end up supporting
the system.

Mr. ORSzAG. No, no. Benefitting from the system. They get life-
time earnings insurance from the system.

Senator SANTORUM. No, you just said recently that younger
workers who do not turn out so well, their lives who were ended
prematurely, end up contributing to the system.

Mr. ORszAG. Sorry. There are two different questions. One is,
under the President’s proposal, what happens to workers who die
before retirement.

Senator SANTORUM. Yes.

Mr. ORSZAG. By not turning out so well, I meant that their wages
were not as high as they had hoped that they would be, or that
they would become disabled. Those workers benefit from the cur-
rent Social Security program disproportionately.

Senator SANTORUM. All right.
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Mr. ORSZAG. I am sorry if I misspoke.

Senator SANTORUM. I was not quite sure I understand that.

Mr. FERRARA. Right. He meant, they contribute to the system if
they die younger, then their money goes to

Senator SANTORUM. That is how I took it.

Mr. OrsZAG. I did not mean to say that.

Mr. FERRARA. He did say that at one point in this long and ex-
tended session.

Senator SANTORUM. You did, like about 10 minutes ago.

Mr. FERRARA. He did say that at one point

Senator SANTORUM. I clearly took that you said, well, they die
younger, and therefore their money gets contributed to the system.

Mr. OrszaG. We can make this very clear with the written
record.

Senator SANTORUM. All right. Great. That is fine. I just wanted
to make sure.

Mr. OrszAG. Thank you.

Senator SANTORUM. I did not know what point you were making.

Mr. TANNER. It would be true if he had said that.

Senator SANTORUM. It would be true, but it would not be one
that I would think he would make. That is why I was somewhat
surprised he made it.

Ms. ENTMACHER. Yes. Well, certainly it is true that women who
tend to earn less over their working lives, because of the wage gap
and because they take more time out of the workforce for
caregiving, do better under Social Security because it has a pro-
gressive benefit formula, and the spousal benefits. So working
women, who tend to earn less over their lives, definitely benefit
from the current system.

Senator SANTORUM. And I suspect that a personal retirement ac-
count system could be structured so as to structure the accounts to
make sure that those who are lower income, as well as those who
are in and out of the workforce, would make sure that they would
have a better benefit contribution when they are in the workforce.

Mr. FERRARA. That is what we do in the Ryan-Sununu.

Senator SANTORUM. Another thing. Mr. Orszag, you said that
personal retirement accounts will add to total costs because even-
tual savings will never be realized. Then you said that personal re-
tirement accounts were bad because they were just loans against
future benefits. Now, I do not know how you can say both of those
things and be consistent intellectually.

Mr. ORSZAG. Sure. Because not all the loans will be fully repaid.
That means that it is both a loan, and that the Federal Govern-
ment will be out some money as a result of the loans not being
fully repaid.

So for example, take a higher earner. Let us assume that we
have progressive price-indexing. Take a high earner. The worker
will owe—and let us just make up some numbers—back $10,000 a
year.

If his or her traditional benefit is only $9,000 a year, the govern-
ment is not going to reach into the worker’s pocket and pull out
extra money. That is a case in which the government loses money
as a result of the worker participating in the accounts.
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Mr. TANNER. Senator, could we lose this loan analogy once and
for all? Because it is not a loan, it is simply an opportunity cost.
What you have is a chance to put the money in traditional Social
Security and earn that rate of return or put the money into your
individual account and earn that rate of return, and you choose one
or the other.

If you choose the individual account, you do not get the benefit
from the traditional Social Security for that portion. If you choose
the traditional Social Security for that portion, you do not get the
money from the individual account.

This is sort of like saying, if you had $20,000 and you were going
to go out to buy a car, and you were trying to choose between a
Ford and a Chevy, if you chose the Chevy, then somehow the Ford
has lent you the money, because you do not get to have both the
Ford and the Chevy. The reality is, you are simply picking one set
of benefits or another.

Mr. ORSZAG. Senator, Goldman Sachs has called it a loan. Actu-
ally, interestingly, the terminology surrounding the accounts is al-
most exactly identical to the terminology used for margin investing
in financial markets. Just like investing on margin is a loan, this
is effectively a loan. We can debate the semantics, but I think it
provides insight.

Mr. FERRARA. The term “loan” is an academic construct that he
has created. The people who analogize this to margin investing,
that is only if you borrow the whole thing. But again, in the Ryan-
Sununu plan, we do this without permanent net borrowing.

Senator SANTORUM. The other point I want to make, Mr. Orszag,
you talked about increasing the cap because the percentage of pay-
roll, and you picked out, I think, 1981.

Mr. OrszAG. 1983.

Senator SANTORUM. 1983. And said it was 90 percent or 91 per-
cent of payroll.

Mr. ORSZAG. Ninety.

Senator SANTORUM. Yes. But I think, if you look back over the
history, that was the highest level it had ever been. So you picked
the highest point to pick as your model of what percentage of pay-
roll we should be covering.

As you know, back in 1968, it was 73 percent of payroll. So, I
do not think it is quite forthright for you to have gone back and
said, well, we can just pick this arbitrary number, 91 or 90 percent,
as the top, and say that that is what it has been.

In fact, it is averaged. If you take the average percentage of pay-
roll since 1937, has it not averaged pretty much exactly where we
are today, around 85 percent of payroll?

Mr. ORrszZAG. I do not have that number.

Senator SANTORUM. I do.

Mr. ORrszAG. All right. Eighty-five. But two points are worth not-
ing. First, the reason that we picked 1983 was simply that that
was the time of the last reform. Second, our plan does not actually
go all the way back to 90, it only goes back to 87 percent. So, I was
just holding that out as something that, implicitly, was behind the
1983 reforms, and we do not actually go all the way back there,
anyway.

Senator SANTORUM. All right.
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Two other points, Mr. Chairman, if you will indulge me. I appre-
ciate it, thank you.

A question on budget deficits. Really, what we are talking about
here with personal accounts, what you insist on calling a loan, is
really just looking at, what is the best way to finance this system
in the future? We are going to pay these benefits.

I think everyone here believes, while there is not a guarantee
under the U.S. Supreme Court case that everybody insists, I under-
stand that, but there is an implicit guarantee that the Congress is
not going to reduce benefits or dramatically reduce benefits cer-
tainly of people at or near retirement in the future.

So we are going to have this obligation out there, and this obliga-
tion is not funded. I think everyone accepts that future obligations
to Social Security are not funded at this point.

So the question is, how do we fund them? Do we fund them
through tax increases? Do we fund them through benefit cuts? Do
we fund them some way using investment as a way to pre-fund the
liability?

When you do that, then you take money that you would be,
under the current scenario, starting in 2017, borrowing to pay ben-
efits. Does everyone agree, if we do not make any changes, in 2017
we are going to have to borrow to pay benefits?

So instead of borrowing 12 or 13 years from now to pay benefits,
what about borrowing now to finance those benefits? You say, well,
the difference is, we have an actual cost of borrowing, 15 years of
borrowing costs in this case, that we would not have if we just
waited a few years to borrow. True.

Can we look at it, maybe stepping back a little further, saying,
what is going to be the position of the Federal Government 15, 20,
30, 40 years from now in its ability to borrow versus today in its
ability to borrow?

I think what we would suggest, is that demographics—the fact
that we are aging, having fewer children, and that the boomers are
going to begin to retire—show that given that three of the four big-
gest programs in the Federal Government, Medicare, Medicaid and
Social Security, that demographics are going to drive budget defi-
cits to levels heretofore unseen.

So the question is, is it perhaps wise to have additional bor-
rowing now, when although deficits are high, not nearly as high as
they will be in the future, to finance a reduction in the deficit when
deficits become problematic?

Ms. ENTMACHER. Senator, if I might. I think the reason that we
have seen the growth in deficits that we have over the last few
years is that the revenue base has been shrinking. The tax cuts
have really diminished the amount of revenue that the Federal
Government takes in, and will continue to do so if the tax cuts are
made permanent. Mr. Ferrara has talked about

Senator SANTORUM. What numbers are you using? Are you using
the percentage of GDP and taxes? Is that what you are using?

Ms. ENTMACHER. Yes. The tax cuts have reduced the revenue
base. As the tax cuts are made permanent, that revenue base will
shrink. We will be facing——

Senator SANTORUM. I am just trying to understand. What are
you basing that on? Are you basing that on, the percentage of




63

taxes, as a percentage of GDP, is going down if we made the tax
cuts permanent?

Ms. ENTMACHER. Peter, do you have something?

Mr. ORSZAG. It is lower than it would otherwise be.

Senator SANTORUM. I understand that.

The CHAIRMAN. But do not forget, they were as high as they were
in 2001 since World War II. What we are trying to do is have a
tax policy in this country that keeps the revenue coming into the
Federal treasury where it has been for 40 years—between 17 and
19 percent of Gross National Product.

Mr. ORszAG. I think the problem with that is precisely the one
that Mr. Ferrara has highlighted, which is, we never before in this
coul(litry have faced a demographic challenge like we face going for-
ward.

To just look at the historical period where entitlement spending
was a tiny fraction of what it is projected to be, leaves out the point
that entitlement spending, and that is Medicare, Medicaid and So-
cial Security

Senator SANTORUM. I think we are agreeing on the point that we
have promised a lot of spending.

Mr. ORSZAG. Absolutely.

Senator SANTORUM. And we do not have a way to finance it.
Given traditional historic tax rates, we will not be able to finance
that.

Now, here is the question. Do you believe that global competition
20 years from now from China, India, and the rest of the world will
be less or more rigorous?

Mr. ORSZAG. I think it will probably be more rigorous.

Senator SANTORUM. So if global competition will be more rig-
orous, does it make sense for us, looking forward to the quality of
life that future Americans will have, that in the face of more rig-
orous global competition we will have much higher taxes? Would
it make more sense for future generations that we avoid making
promises we cannot keep, given that global competition?

Mr. ORSZAG. Senator, I think the best way that we can provide
for future generations is both by investing in their education, but
also by increasing our National saving rate. That is the only way
in which we are going to accumulate more capital as Americans.

Senator SANTORUM. Making a case for personal retirement ac-
counts?

Mr. ORszAG. No, I am not. In fact, let me now quote, since we
have now talked about Presidential Chief Economic Advisors, from
Harvey Rosen, who is the President’s Chairman of the Council of
Economic Advisors. I am quoting from his new textbook: “There is
no reason to believe that privatization by itself,” he uses that word,
not me, “would raise national saving. At the end of the day, all that
takes place is a swap of public and private securities between the
trust fund and private markets. No new saving is created. If you
create these accounts and issue debt to finance them, you have
done nothing to help future generations.”

Mr. FERRARA. That is only if you borrow all the money, do you
have no net savings increase. But again, I have never been an ad-
vocate of financing the entire transition by borrowing all the
money. In the Ryan-Sununu bill, we try to eliminate all net debt




64

so that you go to the fully funded system that Martin Feldstein
was originally envisioning in the 1970s.

I mean, of course if you borrow it all back, then you do not get
a net increase in savings capital. There are other advantages you
get, but you do not get that one. But if you do it the way we do
it in Ryan-Sununu, then you get that one also.

Senator SANTORUM. I just want to make the point, and I think
the point is an important point, which is, if we do not act now and
do something to help pre-fund this liability, in my opinion, and
simply go to increased taxes, particularly payroll taxes, which is
what you are suggesting, which will make our workers less com-
petitive in an increasingly competitive global environment, and we
continue to be able to not do something about reducing spending,
which, as Mr. Ferrara has said will increase from 20 percent of
GDP to 32 percent of GDP, then we are in a situation that is sim-
ply unsustainable.

We will put our future generations in an economic vise they will
simply have to do drastic things to get out of. Simply raising taxes,
in the face of global competition, putting more burden of debt and
spending on future generations, is not—is not—a desirable alter-
native, given what the world is going to look like 20 years from
now.

I think most people will accept that. Now, we may disagree on
how we have solved this problem, but I think what these gentle-
men are presenting, at least in my mind, is a way around these
dramatic increases in taxes, which will surely come when the
boomers retire, to finance these benefits in the face of an economy
that is becoming less and less competitive with the world.

Mr. ORSZAG. Senator, again, the key to Mr. Ferrara’s plan is this
reduction in spending that is assumed without any specificity. If
there are specific ways of cutting Medicare and Medicaid spending
by the amounts that are discussed, let us look at them.

Mr. FERRARA. But they are not focused on Medicare and Med-
icaid spending.

Mr. ORSZAG. In the absence of specificity, there is nothing there.
It is a magic asterisk.

Mr. FERRARA. We specified, in several papers I wrote, far more
in benefit restraint than would be necessary under Ryan-Sununu,
so you should keep up with the literature.

Senator SANTORUM. Could I ask just one final question on this?
Then I promise, Mr. Chairman, I will stop.

Are you suggesting that we do not need spending restraint, that
looking at the Federal budget spend-out, that we can maintain this
level of spending?

Mr. OrszAG. Not at all, Senator. But what I am saying is, it is
grossly irresponsible to simply assume the savings and dedicate
those to Social Security, which is what is being done, without speci-
ficity.

Senator SANTORUM. Do you believe future Congresses will allow
spending to increase at the rate it is scheduled to increase?

Mr. OrszAG. I think that, unfortunately, Congress will probably
not tackle this problem until a fiscal crisis is upon us, and we are
coming increasingly close to having that.
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Senator SANTORUM. So maybe having some plan that forces dis-
cipline now would be a good idea.

Mr. OrszaG. Well, that would be like arguing that we should
gain a lot of weight in order to force ourselves to go on a diet.

Senator SANTORUM. Not at all. What we are saying is, sometimes
we need an incentive to be able to go on that diet. The incentive
would be having personal savings and investment in a better,
sounder retirement.

Mr. ORSzAG. This is an important point. The transfers that occur
from the rest of the budget to Social Security under Mr. Ferrara’s
plan occur regardless of whether the spending cuts happen or not.

Senator SANTORUM. You are arguing his plan. I am not on his
plan, I am arguing the general concept. But I understand, you get
in the box and you have to defend it.

Mr. TANNER. Senator, could I just quickly make one point on the
size of the tax increases that we are talking about here? The tax
increase would be truly enormous and truly have a devastating im-
pact, I think, on the economy and on competitiveness.

If you were to remove the cap on the wages subject to Social Se-
curity payroll tax, which I recognize

Senator SANTORUM. Remove the cap, meaning lifting the cap,
which is now at $90,000, to tax all income at 12.4 percent.

Mr. TANNER. Right. In the first 10 years alone, that would be a
$1.3 trillion tax increase. It would give the U.S. the highest mar-
ginal tax rates in the world. We would have a higher marginal tax
rate than Sweden or Germany.

In exchange for that, you would get precisely 7 additional years
of cash flow solvency under Social Security. So you would increase
taxes by $1.3 trillion and put off Social Security’s cash flow deficit
by just 7 years, so to solve Social Security just by raising taxes is
going to take an enormous tax increase of the type that this econ-
omy simply cannot suffer.

Mr. FERRARA. Let me just say one thing, quickly, to address the
mischaracterization of Mr. Orszag of the exercise I had engaged in
advancing this plan. The point of the thing was to show a mathe-
matical result: if you engage in this amount of spending restraint,
this is the result.

The Chief Actuary of Social Security did the math. We went to
him so he would do the math, so people who say, I cannot add and
subtract, would not be able to make that criticism. It is simply a
mathematical exercise. If you engage in this amount of spending
restraint, then you get those results.

Now, if I was the President of the United States, I would have
proposed a bill with more specificity. If he wants more specificity,
well, maybe I should run. But it is an unfair criticism.

It was just a mathematical exercise to show, if you do these sorts
of things, you are going to get those results. It actually ends up as
a very modest spending restraint that you need to accomplish. In
fact, we need to do that, and more, as a country or we are going
to be in very, very deep trouble.

Ms. ENTMACHER. But Mr. Ferrara has kept saying that one of
the attractive features of his plan is that it guarantees the benefits
that people are counting on, the people who are poor, the people
who are disabled, that all these people will be protected, and that
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his plan has a guarantee. If it is only a mathematical exercise and
we do not know where the funds are coming from, where is that
guarantee?

Mr. FERRARA. It guarantees the benefits of Social Security. But
we say over and over again, we do not guarantee the rest of Fed-
eral Government spending. Are they supposed to say it is a free
lunch and it dramatically cuts government spending? Well, it can-
not be both. It can only be one or the other. So, really, give me just
one criticism and let us just deal with that one.

Mr. ORSZAG. Senator, I would just add, very briefly, that it is a
mathematical exercise to note that if you cut 1,000 calories out of
your diet, you will lose a pound about every 4 days. It does not tell
y}(l)u anything about how you are actually going to go about doing
that.

Mr. FERRARA. But at least it shows exactly the amount of cal-
ories you need to cut. That was the important point.

Senator SANTORUM. Thank you, Mr. Chairman.

The CHAIRMAN. Yes. And I thank all of you very much. I found
it very entertaining. [Laughter.] But more importantly than enter-
taining, dealing with a specific subject that I plan on this com-
mittee dealing with sometime this summer.

Now, I may be fooled and I may not get to that point, but I think
that this is an opportunity that has been given to us. As I said be-
fore, this is so politically sensitive that somehow Congress will only
talk about Social Security when forced to by presidents like Carter,
Reagan, Clinton, and Bush.

I feel I should not lose that opportunity to bring about changes
in Social Security, so that there is ownership and so that there is
preservation of this program for our children and grandchildren.

The hearing is adjourned. Thank you all.

[Whereupon, at 1:23 p.m., the hearing was concluded.]
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Mr. Chairman, thank you for holding this important hearing today. The solvency and
protection of the Social Security system is one of the most important issues that Congress must deal
with this year.

Social Security is an extremely important program for millions of Americans in their old
age or during a disability. Many Americans rely on their Social Security checks for a large part of
their monthly income.

However, much has changed since the program was created in the 1930s. For example,
people are living longer, and fewer workers are paying for the benefits of current retirees. In fact, in
1950 there were 16 workers for each beneficiary. This year, it is 3.3 workers for each beneficiary.
In about 25 years, that number will drop to 2 workers for each beneficiary.

Unfortunately, the program is facing a fairly bleak financial future. According to the 2005
Social Security Trustees Report, Social Security will begin paying out more in benefits than it
collects in revenue in 2017—only 12 years from now. By the year 2041, the Social Security trust
funds will be depleted, and the program will be insolvent. At this time, the program will only be
able to pay 74 percent of promised benefits.

These numbers show that we have a real problem on our hands. Congress must take a
leadership role in fixing Social Security’s solvency, instead of just hiding our heads in the sand and
hoping it will go away. We owe it to our children and grandchildren to have an honest debate on
this issue and put this program on a financially sound path.

No one wants to “cut” benefits or change the benefits for people currently on Social
Security or those nearing retirement age. That wouldn’t be fair. But what we do want to do is make
sure that our grandchildren and future generations have a viable retirement system.

Any type of reform needs personal investment accounts. These accounts could allow
workers to build a nest egg for their retirement and allow younger workers to enjoy the same
retirement security that current retirees do today. However, personal accounts do not solve Social
Security’s financial problems, and Congress will have to make some tough decisions about how we
provide a benefit over the long term.

The witnesses we have before the committee today have some interesting proposals for
Social Security reform. I look forward to hearing from them, and I appreciate the time they have
taken to be here.

This is an extremely important topic, and I hope we can work together as a body to
strengthen Social Security.

Thank you.
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Chairman Grassley, Ranking Member Baucus, and members of the Committee, thank you for
this opportunity to testify on behalf of the National Women’s Law Center.

As this Committee considers proposals with profound implications for the future of Social
Security and the tens of millions Americans who rely upon it, I would urge you to make your
primary goal protecting and strengthening the safety net that Social Security represents, not just
for workers when they retire, but for workers who are disabled and their spouses and children
when income is lost due to retirement, disability or death. Social Security is truly a family
insurance program. Half of all Americans who receive Social Security benefits do so as disabled
workers (12%), children (8%), and spouses and surviving spouses (30%). Too often, discussions
about how to achieve solvency and whether to create private accounts to replace Social Security
in whole or part fail to consider the impact on these beneficiaries, who are overwhelmingly
women and children—so they will be the focus of my remarks today.

Relying on Benefit Cuts to Achieve Solvency Would Hurt Millions of Americans

The first step in developing a proposal about the future of Social Security is to be clear about the
goal—and the goal of achieving sustainable solvency is not the same as strengthening the Social
Security safety net for workers and their families. Improving Social Security’s solvency is
important—it assures current and future workers that they will get the benefits they have earned
and are counting on for themselves and their families. But achieving solvency—making Social
Security’s books balance over an extended period—is not an end in itself. You can achieve
solvency simply by cutting benefits deeply enough. But restoring solvency to the Social Security
program primarily by cutting the Social Security benefits Americans depend on is like curing a
stubbed toe by cutting off a foot.

Most beneficiaries rely heavily on Social Security as the mainstay of their incomes. Social
Security is the largest source of income for most Ameticans in retirement; two-thirds of
beneficiaries receive over half their income from Social Security. And with lower earnings, more
time out of the labor force for caregiving, smaller pensions and savings, but longer life spans,
women are even more reliant on Social Security than men. For four out of ten single women 65
and older, including widows, Social Security is virtually all they have to live on, providing 90
percent or more of their income; six out of ten single, elderly African American and Latina
women get 90 percent or more of their income from Social Security. Without Social Security,
more than half of all women 65 and older would be poor. Social Security’s life and disability
protections can keep families hard-hit by the disability or premature death of a wage-earner out
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of poverty—and these protections are especially important for the African American and Latino
communities. The vast majority of Social Security beneficiaries could not bear the deep benefit
cuts that are part of some proposals.

“Price indexing " initial benefits would mean deep benefit cuts for all future beneficiaries

“Price indexing,” the approach recommended by President Bush’s Social Security Commission,
in a plan the President has referred to as a “good blueprint” for reform, would dramatically
reduce future benefit levels, as initial Social Security benefits would no longer keep pace with
wage growth and increases in the overall standard of living. For a child born next year, with
average earnings ($36,500 in 2005 dollars), price indexing would cut benefits 45 percent from
current levels by the time she retired, dropping from about $2,200 to $1,200 per month
(Congressional Research Service, “Estimated Social Security Benefit Levels Under President
Bush’s 2005 Individual Accounts Proposal Combined with a Proposal to Price-Index Social
Security Benefits, March 31, 2005; all amounts in 2005 doilars). Under the Commission’s plan,
which includes private accounts, this reduction—designed to achieve solvency—would apply to
her benefit whether or not she contributed to a private account. In addition, the cuts due to price
indexing under the Commission’s plan would apply not just to retirement benefits, but to benefits
for disabled workers, spouses and surviving spouses, and children.

So-called “progressive price indexing” does not protect average earners, disabled
workers, children, spouses or surviving spouses from deep benefit cuts

Robert Pozen has proposed a variant of this approach, so-called “progressive price indexing.”
As described, the approach would shicld workers in the bottom 30 percent of the wage
distribution from cuts due to price indexing. But the benefit cuts for the other 70 percent of
workers, and the family members who receive benefits on their record, would be substantial.

For an average wage-earner, retiring in 2055, the Congressional Research Service estimates that
benefits would be cut by 28 percent under so-called “progressive price indexing.” By 2080,
benefits for average earners would be cut by 39 percent. (Congressional Research Service,
“‘Progressive Price Indexing’ of Social Security Benefits,” April 20, 2005.)

Moreover, the cuts from so-called “progressive price indexing” would apply to workers whether
or not they contribute to a private account—and benefits for disabled workers, children, spouses
and surviving spouses.

When a plan purportedly “will protect benefits for disabled workers and survivors,”
check the details

It is easy to give assurances that, “This proposal will protect benefits for disabled workers and
survivors.” But it is difficult to do so in the context of a plan that relies on benefit cuts to restore
solvency and diverts the payroll taxes needed to support those benefits into private retirement
accounts. So this Committee should get clear and detailed answers to a number of critical
questions before accepting such assurances.
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First, follow the money. What do the financial estimates assume about the plan’s impact on
disabled workers and family members? For example, the report issued by the President’s
Commission acknowledged that the deep benefit cuts in its plan would cause hardship for
disabled workers and that adjustments should be made; but, it relied on the savings produced by
those cuts to generate its estimates of the financial effects of its plan.

Similarly, the estimate by the Social Security actuaries that the Pozen “progressive price
indexing” would close about three-quarters of the long-term shortfall assumes that in addition to
cutting Social Security retirement benefits for 70 percent of future retired workers, the plan also
cuts benefits for disabled workers, children, and widows. If Congress wants to protect those
beneficiaries from cuts, closing three-quarters of the shortfall would require deeper cuts in
someone else’s benefits—such as cutting benefits for the lowest earners after all, or cutting
benefits for average or higher earners more deeply—if Congress is unwilling to raise revenues.

Second, which benefits, exactly, would be protected? Does the term “survivors,” for example,
include only the children and widows or widowers of workers who die before retirement—but
not elderly widowers or widows, who are especially reliant on income from Social Security?

Third, what new complications would be created? Social Security is an integrated social
insurance program that uses the same basic formula to calculate benefits for retired workers,
workers who become disabled, and family members who are eligible for benefits on a worker’s
record. So, for example, when a disabled worker reaches retirement age, the benefits continue
seamlessly. If disability benefits were protected from cuts—but not retirement benefits—a
disabled worker would face a steep cut in benefits upon reaching retirement age. On the other
hand, maintaining the unreduced benefit for disabled workers throughout retirement, while
benefits for retired workers who contributed to Social Security for a full working life are being
cut, would raise new equity issues and create an incentive for workers to claim disability before
retiring.

Creating Private Accounts Within Social Security Would Worsen Social Security’s
Financing and Unravel the Social Security Safety Net for Workers and Their Families

Americans are counting on the benefits they earn through Social Security to protect themselves
and their families. Trying to achieve solvency by cutting benefits would deny them that
protection. Adding private accounts financed by Social Security revenue, and designed to
substitute for Social Security benefits, to such a proposal, far from being a “sweetener,” would
actually make matters worse. Private accounts would hurt the solvency of Social Security—and
the rest of the federal budget—and the economic security of Americans who depend on Social
Security.

Private accounts would hurt the solvency of Social Security and add trillions to the
national debt

As the Administration now acknowledges, private accounts do nothing to restore solvency to
Social Security even over the very long term. And over the shorter term—the next several
decades, during the peak years of the baby boomers’ retirement—they make the shortfall in
Social Security much worse. If payroll taxes are diverted from Social Security into private



71

accounts, Social Security has less money to pay promised benefits to current and near retirees,
disabled workers and their families, widows, and children. Social Security would have to start
drawing on the interest it earns and the bonds it holds in the Trust Fund more than a decade
earlier than it would otherwise and would exhaust its resources more quickly.

To fill the hole that private accounts would create in the Trust Fund, and make good on promises
to pay benefits to current and near retirees, the Administration’s and most other private accounts
plans would require the transfer of trillions of dollars from the rest of the budget to Social
Security. Since the general budget is already running record deficits, that money will have to be
borrowed. To make matters worse, the added burden of financing the costly and prolonged
transition to private accounts would hit at the same time as the government faces growing health
care costs and other pressing national needs. Americans of all ages—the young especially,
because the debt will be with them for their whole lives, but also those who have already
retired—will have to bear the burden of paying off the added debt to finance private accounts, in
the form of higher taxes, cuts in vital services such as Medicare, Medicaid, and education, and
higher interest rates that make it harder to finance a home, a car, a college education.

Private accounts would undermine retirement security for workers—especially working
women

There are many problems with expecting a private account to provide the kind of disability and
family protections that Social Security provides, as the next section of this testimony explains.
But trading the secure benefits that Social Security provides—benefits that do not fluctuate with
the stock market, that cannot be outlived, and that keep pace with inflation—is also a bad deal
for retired workers, especially women.

A crucial—but often misunderstood—aspect of the Administration’s plan for private accounts is
that they would rot provide income on top of Social Security, the way an Individual Retirement
Account (IRA) or an account with the federal employees’ Thrift Savings Plan would. Under the
Administration’s proposal, workers who choose to contribute to an account would pay back
every dollar contributed—at an interest rate of three percent above inflation—out of their
remaining Social Security benefit. This pay-back requirement—sometimes referred to as the
“privatization tax” or “offset”—represents a second cut in the Social Security benefit, on top of
price indexing, “progressive price indexing,” or any other benefit cut made to achieve solvency.

In its March 31, 2005 report, in addition to looking at the effects of price indexing on future
benefits, the Congressional Research Service calculated the size of this second benefit cut for
workers who chose a private account, using the three percent real interest rate specified by the
Administration. This is what CRS found for a worker born this year, with average earnings,
whom T’ll call Jamie.

At retirement in 2071, the offset or privatization tax would reduce Jamie’s $2,200 Social
Security benefit by nearly $1,000 ($989) per month-—on top of the $1,000 cut due to price
indexing, So Jamie can look forward to receiving a check from Social Security of just over $200
per month. That represents the secure part of Jamie’s retirement income—and it amounts to less
than ten percent of the benefit due Jamie under current law.
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Jamie also would have access to a private account. But relying on private investment accounts to
replace Social Security benefits involves real risks—as anyone who has watched the stock
market over the past couple of weeks or the past five years can attest. Recognizing the risk,
using the standard methodology used by the Congressional Budget Office, the Congressional
Research Service estimated the risk-adjusted rate of return on the account, assuming a modest
0.3 percent allowance for administrative expenses. Converted to an annuity, as the
Administration’s plan would require, the account would provide Jamie with $924 per month—
not enough to cover the $989 deducted from Jamie’s Social Security benefit because of the
choice of a private account, much less anything to counteract the effect of the first benefit cut to
achieve solvency. Combining the income from the account ($924) with the reduced Social
Security benefit (about $200) would give Jamie a total income of about $1,130 per month: about
half (51%) of the benefit due under current law, and less than Jamie would have had without a
private account.

Jamie might be a luckier investor than in this example; the Congressional Research Service
calculated that with a 4.6 percent real rate of return, the combination of the account and the
remaining Social Security benefit would provide income equal to 75 percent of the Social
Security benefit due under current law. But remember that the Social Security Trustees and the
Congressional Budget Office project that under current law with no changes, even after the
assets in the Trust Fund are spent down, Social Security will be able to pay about 70 to 80
percent of promised benefits out of payroll taxes. But, to create private accounts in Social
Security, the United States will have borrowed trillions—a debt which Jamie will be paying for
throughout life. And the risk-adjusted projection that generates a combined income (from the
account and reduced Social Security benefit) equal to just half of current law Social Security
benetits is by no means the worst-case scenario. Jamie might get less than the three percent real
rate of return assumed by the Congressional Research Service, or pay far more than 0.3 percent
in administrative costs.

If Jamie is a woman, she could face other problems relying on a private account to replace her
Social Security benefits. With a private account, the timing and size of contributions, as well as
overall investment returns, affect the size of the accumulation. If Jamie took several years out of
the labor force early in her working life to raise children, she will likely have a smaller account,
because of the loss of compounding on contributions in the early years. In contrast, Social
Security helps counteract the lifetime earnings gap between men and women, caused by
women’s lower wages and more time out of the labor force for caregiving, because it has a
progressive benefit formula that provides lower earners with a higher percentage of their pre-
retirement income, counts only the 35 highest years of earnings toward the average used to
determine benefits, and makes the timing of eamings irrelevant.

In addition, unless Congress acts to overhaul the private annuity market as part of a private
accounts plan, Jamie could face other problems when she tries to turn her account into an annuity
that will provide income for life. Social Security pays monthly benefits on a gender-neutral
basis; in the private annuity market, if a woman and man each buy an annuity with the same sum
of money, the woman will get lower monthly benefits. Such gender discrimination must be
prohibited in any private accounts plan in Social Security. Social Security provides annual cost
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of living adjustments; this is especially important for women, to prevent the value of benefits
from being eroded by inflation over the cost of a long lifetime. No private annuities currently
offer full protection against inflation, and experts believe they are unlikely to offer such a
product without the involvement of the federal government, even if the market for annuities
expanded under a private accounts plan (See National Academy of Social Insurance, Uncharted
Waters: Paying Benefits from Individual Accounts in Federal Retirement Policy, Study Panel
Final Report, Reno, Graetz, Apfel, Lavery, and Hill, eds., 2005)(hereafter NASI, Uncharted
Waters). Moreover, there is a risk that a private annuity company might go out of business before
all benefits are paid, as in the case of the Executive Life Insurance Company (see NASI,
Uncharted Waters). Workers will need an assurance that the annuity they purchase from a
private annuity company will be there for the rest of their lives—just like Social Security. This
is especially tmportant for women, who are likely to live longer than men but whose lower
incomes mean they have less in savings for retirement. According to the Employee Benefits
Research Institute, among those aged 21 to 64, the typical woman’s 401(k) balance is 59 percent
of the typical man’s ($10,000 v. $17,000); the typical woman’s IRA balance is two-thirds of his
(88,800 v. $13,000); and women are less likely than men to have cither a 401(k)-type plan or
IRA.

In short, under a private accounts plan, it is likely that the federal government will have to play
an active role in the annuities market, and probably act as a guarantor, to make sure that the
annuities purchased with private accounts—which Americans would be counting on to provide
their basic retirement security—are nondiscriminatory, adjusted for inflation, and secure for the
rest of their lives. But Social Security does that already, and at much lower cost than could be
achieved through a new system.

Private accounts would jeopardize benefits for retired spouses and widows

What would happen to spouses and surviving spouses if private accounts substituted for Social
Security is a question of critical importance to women. Currently, more than half of all women
receiving Social Security get a benefit as a spouse, surviving spouse, or divorced spouse. Social
Security assures the spouse of a retired worker a benefit equal to 50 percent of the worker’s
benefit; the surviving spouse, a benefit of 100 percent, assuming both retire at full retirement
age. Divorced spouses and divorced surviving spouses are entitled to the same benefits as
current spouses, after a ten-year marriage. Spousal benefits are paid in addition to benefits for the
worker; they do not reduce the Social Security benefit the worker receives.

The current recipients of spousal benefits include millions of women who rely entirely on the
spousal benefit, because they have not been in the paid labor force for the ten years (forty
quarters) necessary to earn Social Security retirement benefits on their own work record. For
example, about 7.5 million women age 65 and older receive Social Security benefits as widows,
and half of them do not qualify for any other benefit. Recipients of spousal benefits also include
millions of women who have earned a benefit on their own work records, but—because their
lifetime earnings are lower than their husband’s—get a boost from the spouse or widow benefit.

In the future, because more women are working in the paid labor force, more women will qualify
for benefits on their own work record. But women still earn less than men and still are more
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likely to take time out of the labor force for caregiving. So their lifetime earnings are still likely
to be lower than their husbands’—whom they are still likely to outlive. Thus, the Social Security
actuaries project that forty years from now, about 40 percent of women will still be receiving
benefits as a spouse or widow, not just on their own work records.

The Administration has provided some information since February about how its private
accounts plan would operate for retired workers: what kind of investment options they would be
offered; that accounts would have to be saved for retirement; that workers would have to
purchase an annuity to assure themselves of monthly income above the poverty level; that
workers could leave their accounts to anyone they choose. But the Administration has said
almost nothing about how its plan for private accounts would affect benefits for spouses and
surviving spouses.

To illustrate what substituting private accounts for Social Security might mean for wives and
widows when they retire, let’s consider the situation of Michael and Sarah, who marry, live on a
small farm in Iowa—or perhaps a small ranch in Montana-—and retire in 2071. Assume that
Michael’s income puts him in the average earner category. Sarah has less than ten years in the
paid labor force.

What happens when they retire? Under the current system, Michael will get a retired worker
benefit of about $2,200 a month (the same as Jamie in the previous example). Sarah will get a
separate spousal benefit of $1,100. Together, Michael and Sarah would have a combined income
0f $3,300 a month. When Sarah is widowed, her benefit would go up to 100 percent of Michael’s
benefit, $2,200, which she would receive as long as she lived.

Now assume that Congress adopts a plan that price-indexes benefits, and includes a private
accounts plan like the one the Administration has proposed.

If Michael, like Jamie, another average earner, contributed to a private account, his traditional
Social Security benefit would drop to around $200 per month. Would this be the basis for
determining Sarah’s benefit as a spouse or widow? If so, Sarah’s benefit as a spouse would be
about 8100 per month. Together, Michael and Sarah would have a Social Security benefit of
only about $300 a month.

There are various ways the offset reduction, or privatization tax, that reduces Social Security
benefits when taxes have been paid into private accounts, could be handled in the case of married
couples. (See NASI, Uncharted Waters.) But the plans with offsets that have been developed so
far have one common feature: they all would reduce Social Security benefits for a spouse or
widow who receives benefits on the account holder’s work record. (See NASI, Uncharted
Waters.) In other words, Sarah, too, would end up paying for Michael’s choice of a private
account with a reduction in her Social Security benefit as a spouse and as a widow.

The concept of the offset or privatization tax is that a worker who chooses to put payroll taxes
into a private account instead of Social Security pays back the Trust Fund with interest out of
Social Security benefits—but gets the account in exchange, for better or worse. But what is a
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spouse or widow assured of getting from the account in exchange for the cut in her guaranteed
Social Security benefits?

When Michael retires, under the Administration’s plan and most private accounts plans, he
would be required to purchase an annuity with his account, because his remaining Social
Security benefit is so far below the poverty level. But what kind of an annuity? If he took all the
money in his account, and bought a single-life annuity to provide himself with income for the
rest of his life, he, like Jamie, would receive payments of about $924 a month, using a risk-
adjusted rate of return, to supplement his $200 per month Social Security benefit.

And where would that leave Sarah? Together, they would have an income of $1,230 a month to
live on. But, unlike Social Security, Michael’s annuity will not provide a separate,
supplementary benefit to Sarah as a spouse. And what happens when Sarah is widowed? Because
Michael used all the proceeds in his account to buy an annuity to provide himself with 2 modest
income, there’s nothing for Sarah to inherit. Because he bought a single-life annuity, when he
dies, the payments stop. Sarah would get nothing from the account as a widow to supplement a
Social Security widow’s benefit that could be about $200 a month.

Could a widow be left with nothing? The President has said that his plan would require workers
to purchase an annuity to make sure they don’t spend their accounts too quickly and end up poor.
But he has not said that his plan would require a married worker to purchase an annuity that
provides a benefit for the surviving spouse. And he has repeatedly said that accounts could be
left to anyone you choose; so there is no guarantee that Sarah would inherit, even if there were
assets left in the account.

Given the importance of spousal benefits to women, now and in the future, it is disturbing that
these benefits have received so little attention. But there may be a reason for the silence on these
issues. With private accounts—which represent a finite pool of assets—there are real and
difficult trade-offs involved. To provide payments for Sarah as a widow, Michael will have to
accept lower payments during his lifetime for the two of them. If Sarah is a few years younger
than Michael, rather than the same age, the payments will be lower still. If he also has to make
provision for a minor or disabled adult child who may be eligible for Social Security payments
on his work record, the account will provide even less income to him and Sarah.

Private accounts would jeopardize benefits for young widowed mothers and spouses
caring for children

Social Security spousal benefits are not only important to women of retirement age. More than
182,000 young widowed mothers and 150,000 wives of disabled or retired workers caring for
children receive Social Security benefits, along with over three million children. The surviving
spouse of a deceased worker or the spouse of a disabled worker caring for children is eligible to
receive monthly benefits, adjusted for inflation, until the children turn 16; the children of the
worker receive benefits until they turn 18 (19 if in school).

For many families, Social Security provides the only life and disability insurance protection they
have. And its protections are valuable: for a young family (27-year-old worker with average
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earnings, a spouse, and two young children), Social Security provides the equivalent of a
$400,000 life and $350,000 disability insurance policy.

These benefits are especially important to women of color and their children. For example,
African American women are twice as likely as white women to be receiving benefits as a young
widowed mother and three times as likely to be receiving a benefit as the spouse of a disabled
worker caring for children. About 18 percent of African American beneficiaries are children,
compared to only 8 percent of all beneficiaries, and African American children are almost four
times more likely to be lifted out of poverty by Social Security than are white children.

These benefits are likely to be cut under a private accounts plan that relies primarily on benefit
cuts to restore solvency. And private accounts themselves are likely to provide little if any
assistance to these women and children. The account of a worker who dies or is disabled at a
young age would be small. It would provide little additional support for a woman raising young
children, even if she had access to the funds in the account when disaster struck — and she might
not. The Administration has said that accounts could be left to anyone, so a young widow might
not inherit. Even if she did inherit, the Administration has said that accounts must be saved until
retirement, so a young widow might not have access to the funds until she retired. Moreover, a
widow probably would not inherit the account free and clear; she would also inherit the
obligation to repay the debt associated with the private account out of her Social Security
benefits under the plan developed by the President’s Commission and the so-called “progressive
price indexing” proposal. (Under the Commission plan, heirs other than the surviving spouse
would not be required to pay back the Trust Fund out of a reduction in their Social Security
benefits; this would create an incentive for a worker to leave the account to someone other than
the widow, if that was allowed.)

Dividing private accounts at divorce would involve allocating the cuts in Social Security
benefits that accompany the accounts, as well as any assets

Social Security provides benefits to divorced spouses and surviving spouses who have been
married for at least ten years. Benefits for divorced spouses are calculated in the same way as
benefits for spouses and surviving spouses, based on the full work history of the higher-earning
spouse, not just the earnings during the period of the marriage. As with other spousal benefits,
they can be as much as 50 percent of the higher-earning spouse’s benefit while the higher earner
is alive, and 100 percent when the divorced spouse is widowed. About a million women receive
benefits, at least in part, as a divorced spouse or widow, and these benefits are a crucial source of
income for this economically vulnerable group of women.

To receive benefits as a divorced spouse, a woman provides documentation of the marriage and
divorce to the Social Security Administration when she applies for Social Security benefits; there
is no need to seek these benefits during the divorce. Moreover, the payment of Social Security
benefits to a divorced spouse does not affect the benefits paid to the worker or his or her current
spouse or surviving spouse, eliminating tension and disputes.

Among the many unanswered guestions about private accounts is how they would be divided in
case of divorce, and how the division would affect the Social Security benefits of each spouse.
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The Administration has said that accounts could be divided at divorce, but it is unclear whether
that division would be automatic or whether a spouse would have to get the court to divide the
account(s) during the divorce. Many women already lose out on a share of their spouse’s
retirement plan, either because they had no lawyer and didn’t know to ask, or because their
lawyer was not knowledgeable about dealing with pensions. And it is unclear what would
happen at divorce if only one spouse chose to contribute to a private account—especially if the
spouse with the account was the lower earner.

If the divorced spouse gets a share of an account at divorce, there are likely to be other
consequences. Every dollar contributed to a private account must be repaid — with interest — out
of Social Security benefits. So if a divorced wife gets a share of her husband’s private account,
she is likely to get the debt that goes with it — which she would have to repay out of her own,
probably smaller, already reduced, Social Security benefits.

Options for Strengthening Social Security

While Social Security faces a long-term financing shortfall, it hardly qualifies as a crisis. Social
Security can pay 100 percent of promised benefits for over 35 to 45 more years, and 70 to 80
percent of promised benefits from payroll taxes, after the reserves in the Trust Fund have been
spent down. In contrast, when Congress acted on the recommendations of the Greenspan
Commission in 1983 to extend the solvency of Social Security and build up the Trust Fund,
Social Security was within months of exhausting the Trust Fund and being unable to pay full
benefits. To put Social Security’s financing challenges into perspective: the cost of eliminating
the long-term shortfall is just one-fifth to one-third the cost of making the 2001 to 2003 tax cuts
permanent. So, while it is better to deal with the shortfall sooner than later, Congress has the time
to get this right.

There are various options for strengthening Social Security’s finances that would not require
cutting benefits for working Americans and their families. For example:

Only earnings up to $90,000 are subject to Social Security taxes. A clerical worker earning
$25,000 a years pays Social Security taxes on 100 percent of her wages; a manager earning a
salary of $270,000 pays Social Security taxes on only a third of his. Raising the tax cap would
raise revenue and improve the progressivity of Social Security.

According to the Office of the Chief Actuary of Social Security, if all wages were taxed and
counted toward benefits using the current formula, 93 percent of the long-term shortfall would be
eliminated. With an adjustment in the benefit formula for the very highest earners, this approach
could eliminate 100 percent of the shortfall. If the tax cap was raised gradually, over the next
decade, so that 90 percent of wages were subject to tax as they have been historically, 40 percent
of the shortfall would be eliminated. If this change was made effective immediately, or the tax
cap was raised above 90 percent, more than 40 percent of the shortfall could be closed

Alternatively, or in addition, other revenue could be dedicated to Social Security. (Note that the
financing of plans for private accounts relies heavily on general revenue transfers, without
specifying the source of funds.) For example, retaining the estate tax at the 2009 level—when it
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will apply only to estates worth over $3.5 million for an individual, $7 million for a couple,
exempting all but about 0.5 percent of estates—and dedicating the revenue to Social Security
would close about 27 percent of the long-term shortfall. Rolling back the recent tax cuts for the
wealthiest one percent of Americans (income above $300,000 a year) would generate about
enough revenue to close the long-term shortfall. (For a discussion of these and other options, see
Reno and Lavery, National Academy of Social Insurance Issue Brief No. 18, Options to Balance
Social Security Funds Over the Next 75 Years, February 2005.)

While Social Security is running surpluses, and assets in the Trust Fund will continue to grow for
another two decades, the rest of the federal budget is running huge deficits, primarily as a result
of large recent tax cuts. Getting the rest of the government’s fiscal house in order by restoring
the revenue base will make it easier on the rest of the budget when the time comes to redeem the
Treasury bonds held by the Social Security Trust Fund.

Finally, a true Social Security reform plan should consider ways to improve benefits for the most
vulnerable Social Security recipients, including lifetime low earners and poor widows and
widowers. These should be real improvements, not just measures that mitigate the harsh benefit
cuts that are part of a private accounts plan for certain groups. In addition, Congress should
consider targeted measures to increase savings among low- and moderate-income individuals
and families.

Conclusion

Through Social Security, Americans contribute while they are working to eam protections for
themselves and their families when income is lost due to retirement, disability, or death. Risks
are shared, across the country and the generations. This system—so vital to millions of
families—should not be dismantled by shifting to a system of private accounts that would leave
individuals to face life’s risks on their own.
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Senator Smith

Unfortunately, there does not appear to be much common ground among the witnesses on ways
to resolve the solvency problem. The witnesses disagree on a fundamental premise: whether the
creation of accounts within Social Security would contribute to achieving solvency. Among
those witnesses who (like the Administration) believe that the creation of accounts will not
resolve the solvency issue, including myself, there is disagreement about whether the best
approach to restoring solvency would rely primarily on revenue increases, cuts in benefits, or an
equal mix of both.

Senator Rockefeller

Question #1:

For about the next 45 years, the accounts in the President’s plan would divert more money from
the Trust Funds than they bring in; and, even beyond this 45-year period of negative cash flow,
the creation of accounts would lead to a permanent and significant increase in the public debt,
because some loans would always be outstanding. '

Continuing to pay Social Security benefits during the transition period to retirees and other
beneficiaries would add more than $1 trillion to the debt in the first decade of plan operation, and
more than $3.5 trillion in the second decade.”

Young people would pay twice—for the retirement of those who contributed to a pay-as-you-go
system and to fund their own retirement.

Question #2:

There is no real difference between the U.S. Treasury bonds held by the Social Security Trust
Fund and those held by other investors. The Treasury bonds in the Trust Fund are interest-
bearing securities backed by the full faith and credit of the United States, as are the Treasury
bonds held by other individual and institutional investors. Workers should feel equally confident

j Peter Orszag, Testimony to the Senate Finance Committee, April 26, 2005.
° fbid.
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about the U.S. Treasury bonds held in the Social Security Trust Fund and their own private
retirement savings.

Question #3:

Because accounts are converted to annuities all at once, fluctuations in the stock market and
interest rates would produce dramatic differences in lifetime income for workers who had saved
similar amounts over their lifetimes, but purchased annuities on different days. Such disparities
would raise serious equity and adequacy concerns in a system of accounts designed to replace
the basic Social Security benefit. Moreover, with a system of private accounts within Social
Security, there would have to be rules conceming the timing of the annuity purchase; for
example, workers might be required to purchase an annuity within a limited period of time after
claiming Social Security benefits. This could raise additional concerns among workers required
to annuitize their accounts when the market is down.

In addition, because the current private annuities market discriminates on the basis of gender—
unlike Social Security and employer pension plans—if a woman and man with identical accounts
bought annuities at the same moment, the woman would receive lower monthly payments for
life.

Question #4:

The U.K. experience with investment companies selling inappropriate and high cost products as
part of its privatization scheme highlights the risks of substituting private accounts for Social
Security as a source of basic retirement income. While steps should be taken in the United States
to better protect investors from misleading sales pitches and to increase financial literacy
generally—research shows that 401(k) participants often make poor choices that threaten their
retirement security’ and inappropriate {inancial products are being aggressively marketed to the
elderly in this country®--these measures should be designed to help individuals save and invest
wisely on top of Social Security. Social Security should be protected and strengthened as a
source of income that Americans can count on, regardless of the investment choices they have
made and how the market is doing when they retire.

Question #5:

The value of the disability and life insurance benefits provided by Social Security have been
calculated by the Social Security actuaries to be the equivalent of a $353,000 disability insurance
policy and $403,000 life insurance policy for a 27-year old worker with average earnings and a
spouse and two young children.’

} Gale, Twry, Munnell, Thaler, “Improving 401(k) Investment Performance,” An Issue in Brief, No. 26 {Center for
Retirement Research, Boston College, December 2004).

4 .

Gretchen Morgenson, “Who's Preying on Your Grandparents,” The New York Times, May 15, 2005.
% Social Security Administration, “Present Values of Benefits to Illustrative Survivors and Disability Cases,
Memorandum to Stephen Goss, Chief Actuary (July 23, 2001), cited in Reno, Graetz, Apfel, Lavery, and Hill, eds.,

Uncharted Waters: Paying Benefits from Individual Accounts in Federal Retirement Policy, Study Panel Final
Report 158 (National Academy of Social Insurance, 2005).
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In many cases, private coverage comparable to that provided by Social Security could not be
purchased. Private disability insurance may be unavailable at any price for workers with certain
pre-existing medical conditions or in dangerous occupations, and private disability policies do
not provide additional payments for dependents.

Senator Lincoln

Question: How would private accounts impact women who have more sporadic work histories
and lower earnings over their lifetimes?

Private accounts would be disadvantageous for women who have more sporadic work histories
and lower earnings over their lifetimes because private accounts cannot match Social Security’s
progressive benefit formula and spousal benefits.

With private accounts, the size of the account depends on the size and timing of contributions,
investment returns, and administrative costs. Women who earn lower wages would have less to
contribute to a private account; while they are out of the paid labor force, women would have no
earnings to contribute; and, if women take time out of the labor force while they are young (for
example, for child-rearing), their contributions would have less time to compound. Some
supporters of Social Security privatization have suggested dealing with the inherently regressive
features of private accounts by allowing lower-income workers to contribute a higher percentage
of their wages to an account. However, this approach would simply put lower-income workers
at greater financial risk—and lower-income workers can least afford to take additional risks. In
contrast, Social Security’s progressive benefit formula replaces a higher percentage of pre-
retirement income for those with lower lifetime earnings, such as women, and makes the timing
of earnings irrelevant. In addition, Social Security benefits cannot be outlived and are adjusted
annually for inflation; this is especially helpful for women who generally live longer than men
but have less in savings and pensions.

Social Security spousal benefits provide additional economic security to millions of women with
lower earnings and more sporadic work histories, as my written testimony of April 26, 2005
explains. Social Security can provide supplementary benefits for spouses, surviving spouses,
and children because it is a broad-based social insurance program. Private accounts cannot match
these benefits because private accounts represent a finite pool of assets—if assets are used to
provide a benefit to one family member there is less for other family members. For example, if
an account is divided at divorce, there will be less in the account for the worker and a subsequent
spouse. (Payment of Social Security benefits to a divorced spouse does not reduce benefits for
the worker or a subsequent spouse.) A worker who uses the assets in a private account to
purchase a joint and survivor annuity that provides payments for a surviving spouse will get
lower monthly payments than a worker who buys an annuity just for the worker’s lifetime.
(Social Security benefits for a worker are not reduced because benefits are available for a spouse
and surviving spouse.)

Trying to provide for a surviving spouse or child out of a private account will pose significant
challenges, because private accounts are unlikely to be able to make up for the cuts in Social
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Security benefits under privatization--even for a single worker. The examples in my written
testimony of April 26, 2005 show that a single retired worker who converts a private account to
an annuity just for the worker’s life is likely to end up with combined retirement income
(account plus reduced Social Security benefit) substantially lower than current benefit levels. A
worker who purchased a joint and survivor annuity with the account would receive even smaller
annuity payments; there would be less income for the worker to live on, and, for many,
insufficient income to even reach the poverty level. That may be the reason that, while the
Administration has said that workers would be required to purchase an annuity to ensure that
they do not exhaust their accounts and end up poor, it has so far been silent about whether a
married worker with an account would be required to purchase an annuity that provides income
for a surviving spouse. The cuts in survivor benefits associated with privatization would hurt
women for many decades to come because, despite women'’s increased participation in the paid
labor force, women still earn less than men, still are more likely to take time out for caregiving,
and will continue to rely on spousal benefits.

Question: When it comes to your private account proposals, someone is going to get stuck with
the bill—whether it’s through benefit cuts or higher taxes. So, who is getting stuck with the bill?

Proposals for private accounts—because they take trillions of dollars out of Social Security that
are needed to pay promised benefits to current and near retirees and other beneficiaries—involve
cuts in benefits and massive borrowing that must be paid for through higher taxes, cuts in vital
services, or both. All Americans would be affected by these cuts, but the impact would be
particularly harsh on women and their families.

The Administration’s privatization plan involves two types of benefit cuts. The sliding scale
benefit cuts, described by President Bush in a press conference two days after the Senate Finance
Committee hearing, would cut benefits for most workers (the 70 percent of workers earning over
$20,000 per year) currently under age 55, whether or not they participated in a private account.
The Administration later stated that the sliding scale benefit cuts would apply not only to
retirement benefits, but also to beneﬁts for surviving spouses and children of “middle-class™
workers (over $20,000 a year),® despite the economic vulnerability of survivors when the wage-
earner’s income is lost. For those who contribute to a private account, there would be a second
cut in Social Security benefits to pay back contributions to the account—with interest. This
second benefit cut is very likely to apply to benefits for the spouse and surviving spouse of a
worker who contributed to a private account—even though spouses and surviving spouses may
not be guaranteed any benefits from the account. These benefit cuts would be especially hurtful
to women, because they rely more heavily on Social Security income.

In addition, the Pres1dent s plan would add about $4.5 trillion to the national debt during the first
20 years of operation.” All Americans would be stuck with this bill. In many ways, the burden of
this debt would be greatest for younger Americans, who would be paying for it their whole lives
through higher taxes, reduced public services, and higher interest rates that would make it harder
to finance a college education, a car, or a home. But Americans 55 and older would also bear the

Asmcxated Press, “Survivor Benefits Face Cut, Official Says,” May 12, 2005
Orxzag Testimony, supran. 1.
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burden of this inflated debt through higher taxes and cuts in vital services such as Medicare and
Medicaid, even if their Social Security benefits avoided direct cuts.

Question: Do you advocate that Congress shift the risk associated with Social Security from the
federal government to the American worker?

No. At atime when fewer and fewer employers offer defined benefit pensions, it is especially
important that Congress maintain Social Security as a system that provides a basic tier of
retirement income that is not exposed to market risk, as well as life and disability insurance
protection for workers and their families.

Question: Do any of you have any recommendations on how to encourage personal savings?
In his testimony on April 26, Peter Orszag made several positive recommendations for

encouraging personal savings separate from and in addition to Social Security, especially among
low- and moderate-income Americans.
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If done right, fundamental reform of Social Security based on personal accounts
can produce a new, modernized system that would achieve all of the social goals of the
current system better, much better, than the current system. Indeed, personal accounts
can produce an historic breakthrough in worker prosperity in America, benefiting the
most low and moderate income workers without significant personal savings and
investment today. In the 18™ century, the Homestead Act greatly expanded land
ownership among working Americans. In the 19" century, the FHA greatly expanded
home ownership among workers. In the 21% century, personal accounts can produce an
explosion of prosperity among working people, empowering all workers across the board
to accumulate major sums of personal savings and investment over their lives.

An example of how this can be done is the legislation introduced by Rep. Paul
Ryan (R-WI) and Sen. John Sununu (R-NH), providing for a large personal account
option for Social Security. The legislation has been scored by the Chief Actuary of
Social Security as achieving full and permanent solvency in the program, without benefit
cuts or tax increases. Indeed, over the long run, with the large personal accounts,
workers would actually end up with higher benefits than promised under current law, and
lower payroll taxes. That results because market returns on real savings and investment
are so much higher than the returns that can be paid through the non-invested, purely
redistributive system of the current Social Security framework.

The key point arising from the official score is that reform plans with large
personal accounts like Ryan-Sununu do not need to make any changes in current law
benefit provisions, such as delaying the retirement age, or price indexing, to eliminate the
long term deficits of Social Security. The large accounts end up shifting so much of the
current system’s benefit obligations to the accounts themselves that the long term deficits
are eventually eliminated through this effect alone. Sophisticated advocates of personal
accounts will recognize that this is a very powerful political argument for adoption of
large accounts.

Moreover, because the Ryan-Sununu bill guarantees the payment of at least the
full benefits promised under current law, it offers a true prospect of winning broad,
bipartisan support and passage. With that current law benefit guarantee, the proposal
retains the current defined benefits of Social Security as a backup to the personal
accounts. If the defined contribution benefits of the personal accounts are not higher than
the current law defined benefits of Social Security, even though that is quite likely, then
retirees will still get the current law defined benefits.

The current, non-invested, pay-as-you-go Social Security system cannot pay the
benefits promised under current law. But the large personal accounts earning full market
returns can do that, and more, much more. Indeed, the bill offers enormous,
breakthrough gains in personal prosperity for working people, with a vast increase in
personal wealth accumulating to $7 trillion in today’s dollars in just 15 years, as well as
ultimately much higher benefits and lower payroll taxes. That is why such reform should
ultimately win the support of knowledgeable liberals and Democrats, as well as
perceptive conservatives and Republicans.

We will first review below the key provisions of the Ryan-Sununu plan. We will
then review the results of the official score of that legislation by the Chief Actuary of
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Social Security. That review will include a detailed analysis and explanation of the
transition financing for the reform plan.

Major Provisions of the Ryan-Sununu Plan

The major provisions of the Ryan-Sununu bill are reviewed below:

Out of the 12.4% Social Security payroll tax, workers would be free to choose
to shift to personally owned, individual accounts, 10 percentage points on the
first $10,000 in wages each year, and 5 percentage points on all wages above
that, to the maximum Social Security taxable income. This creates a
progressive structure with an average account contribution among all workers
of 6.4 percentage points

Benefits payable from the tax free accounts would substitute for a portion of
Social Security benefits based on the degree to which workers exercised the
account option over their careers. Workers currently in the work force
exercising the personal accounts would continue to receive a portion of Social
Security retirement benefits under the current system based on the past taxes
they have already paid into the program. Workers would then also receive in
addition the benefits payable through the personal accounts.

Workers choose investments by picking a fund managed by a major private
investment firm, from a list officially approved for this purpose and regulated
for safety and soundness, similarly to the operation of the Federal Employee
Thrift Retirement System.

The accounts are backed up by a safety net guaranteeing that workers would
receive at least as much as Social Security promises under current law.

Apart from this personal account option, there would be no change in
currently promised Social Security benefits of any sort, for today’s seniors, or
anyone in the future. Anyone who chooses to stay in Social Security would
receive the benefits promised under current law. Survivors and disability
benefits would continue as under the current system unchanged.

Social Security and the reform’s transition financing are placed in their own
separate Social Security Lockbox budget, apart from the rest of the Federal
budget. This means the government can never raid Social Security again to
finance other government spending, achieving a goal long sought by many
seniors. It also means the short term transition deficits and the longer term
transition surpluses would be apart from the rest of the budget, with the
surpluses thereby protected and devoted to paying off all transition debt and
then to reducing payroll taxes.
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The Official Score of the Ryan-Sununu Bill

The official score of the bill by the Chief Actuary of Social Security showed the
following:

B The large personal accounts in the plan are sufficient to completely
eliminate Social Security deficits over time, without any benefit cuts or
tax increases. That is because so much of Social Security’s benefit
obligations are ultimately shifted to the accounts. As the Chief Actuary
stated, under the reform plan, “the Social Security program would be expected
to be solvent and to meet its benefit obligations throughout the long-range
period 2003 through 2077 and beyond.”’ Indeed, the eventual surpluses
from the reform are large enough to eliminate the long term deficits of
the disability insurance program as well, even though the reform plan
does not otherwise provide for any changes in that program,

B The accounts achieve this not only with no benefit cuts or tax increases in
Social Security. Over time, in fact, the accounts would provide
substantially higher benefits, as well as tax cuts. The official score shows
that by the end of the 75 year projection period, instead of increasing the
payroll tax to over 20% as would be needed to pay promised benefits under
the current system, the tax would be reduced to 4.2%, enough to pay for all of
the continuing disability and survivors benefits. This would be the largest
tax cut in world history. The bill includes a payroll tax cut trigger
providing for this eventual tax reduction once all transition financing and
debt obligations have been paid off.

B Moreover, as shown in a recent IP1 study,’ at standard, long term market
investment returns, the accounts would produce substantially more in benefits
for working people across the board than Social Security now promises, let
alone what it can pay. This is the only reform proposal that achieves that
result. With personal accounts of this size, at standard long term market
investment returns, an account invested consistently half in corporate bonds
and half in stocks would provide workers with roughly two thirds more in
benefits than Social Security promises but cannot pay. An account invested
two thirds in stocks and one third in bonds would pay workers over twice
what Social Security promises today.

| The reform would also eliminate the unfunded liability of Social Security,
currently officially estimated at $11 trillion, almost three times the current
amount of national debt held by the public. This would be the largest
reduction in government debt in world history.

! Estimated Financial Effects of the “Social Security Personal Savings and Prosperity Act of 2004”, July
19, 2004, Office of the Chief Actuary, Social Security Administration.

? Peter Ferrara, A Progressive Proposal for Social Security Personal Accounts, Institute for Policy
Innovation, Policy Report 176, June, 2003, pp. 13-15.
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W The reform would also greatly increase and broaden the ownership of wealth
and capital through the accounts. All workers would participate in our
nation’s economy as both capitalists and laborers. Under the Chief
Actuary’s score, workers would accumulate $7.8 trillion in today’s
dollars in their accounts by 2020. Wealth ownership throughout the
nation would become much more equal, and the concentration of wealth
would be greatly reduced.

The reform plan would also greatly increase economic growth, through reduced
taxes and increased saving and investment. The result would be more jobs, higher wages,
and faster growing incomes and national GDP.

The official score includes the estimated cost of the guarantee of current law
benefits in Ryan-Sununu. This cost is fully paid for in the financing provided in the bill.
The Chief Actuary used the same methodology in scoring this cost as the official budget
scorers do in scoring the cost of other government guarantees.

As with any guarantee, there is a moral hazard concern that those who enjoy the
guarantee will take excessive risks, as they will reap the gains if they succeed, but they
will be protected by the guarantee from the losses if they fail. The Ryan-Sununu bill,
however, avoids this moral hazard, because the government retains complete control over
what risks those with personal accounts can take. They can only choose investment
funds for the personal accounts that are approved by the government for the list of
personal account investment options. Moreover, even within that framework, those who
choose the more risky options can still suffer a large financial penalty, as only the
currently promised Social Security benefits are guaranteed. But conservative investments
that just earn the average market return would provide the worker with far higher
benefits.

Given this framework, the still substantial cost for the guarantee estimated by the
Chief Actuary is probably overstated. Workers can only choose among safe, highly
diversified, investment funds managed by highly sophisticated, professional, private
sector, asset managers. In addition, since the standard market returns such investments
would earn are so much higher than what the current, non-invested, pay-as-you-go,
Social Security system even promises, let alone what it can pay, there is a wide margin
for error before the guarantee would come into play. Individuals could earn substandard
market returns and still receive higher benefits than Social Security promises under
current law. Consequently, very few people are likely to fall into the safety net guarantee
costing the government any money for the guarantee. This is consistent with experience
with a personal account benefit guarantee in the famous reforms adopted in Chile almost
25 years ago.

Financing the Transition

Of course, any personal account reform plan involves a transition financing issue,
as some of the funds that are used to pay current benefits under the present system are
saved and invested in the personal accounts instead. So additional funds for Social
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Security must come from somewhere to ensure the continued payment of promised
benefits, until the personal accounts start taking over benefit payment responsibilities.

The Ryan-Sununu bill specifies exactly where the funds needed for the transition
would come from:

1. First, the short term Social Security surpluses now projected to last until 2018 are
devoted to the transition.

2. Secondly, the bill contains a national spending limitation measure that would
reduce the rate of growth of total Federal spending, and devote those savings to the transition
as well. The limitation would reduce the rate of growth of Federal spending by 1 percentage
point per year for 8 years. The spending savings for those years are then maintained until all
short term debt issued to fund the transition is paid off in full.

3. The third factor would be the increased Federal revenues resulting from increased
corporate and business investment due to the accounts. The money from the accounts used to
buy stocks and bonds goes to the business corporations selling the stocks and bonds. The
businesses use those funds to expand their operations, start new business ventures, hire new
workers, buy new plant and equipment, etc. The businesses earn returns on these new
investments, on which they pay taxes. This results in increased tax revenues to the
government, which can be used to pay for part of the transition to personal accounts. This
factor is based on the work of Harvard Professor of Economics Martin Feldstein, Chairman of
the National Bureau of Economic Research. It was first developed for personal account
legislation introduced by former Sen. Phil Gramm in the late 1990s.

4. The final factor is to the extent needed in any year, excess Social Security trust
fund bonds would be redeemed for cash from the Federal government, with the funds used to
pay full promised Social Security benefits. This is exactly what the trust fund bonds are for, to
be redeemed when needed to pay full Social Security benefits. Under the current system, those
bonds are just going to be redeemed for cash from the Federal government anyway after 2018,
until the trust fund is exhausted in 2042. The legislation specifies that the cash to finance
these redemptions would be obtained by selling new Federal bonds to the public that would
later be paid off in full out of eventual surpluses generated by the reform.

With this transition financing, the official score of the Chief Actuary shows the
following:

™ Under the Ryan-Sununu bill, Social Security achieves permanent and growing
surpluses by 2030. Before that time, an average of about $52 billion {constant
2003 dollars) in surplus Social Security trust funds bonds would be redeemed
each year for 25 years, and financed by the sale of an equivalent amount of
new Federal bonds, ultimately totaling $922 billion in present value dollars.
The amount of such bonds sold each year is shown in Table A.

B The amounts in Table A include bonds sold to cover part of the Social
Security deficits under the current system now projected to start in 2018,
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which will not be fully eliminated under the reform plan until 2030. Table B
shows the net transition deficit each year that results from the personal
accounts alone under the Ryan-Sununu bill, not counting the already existing
Social Security deficits under current law.

B Even with the redemption of surplus trust fund bonds, the Social Security trust
fund never falls below $1.34 trillion in today’s dollars, or 141% of one year’s
expenditures, with the official standard of solvency being 100%. After 2030,
the trust fund grows permanently, reaching close to 10 times one year’s
expenditures by the end of the projection period, or about $6 trillion in today’s
dollars, far too much.

B Within 15 years after 2030, the reform produces sufficient surpluses to pay off all
the bonds sold to the public during the early years of the reform. Seo the net
impact of the reform on debt held by the public is zero.

W Moreover, in the process of shifting benefit obligations to the personal accounts,
the reform again eliminates completely the unfunded liability of Social Security,
currently officially estimated at $11 trillion, which is effectively the largest
reduction in government debt in world history.

The transition deficits and debt shown in Tables A and B are modest given the
sweeping magnitude of the reform plan. The amount of transition debt that needs to be
issued each year falls to $60 billion or less after the first 5 years of the reform. Moreover,
that shorter term debt only involves borrowing back a minor portion of the savings
accumulating in the accounts, which, again, grows to $7.8 trillion in today’s dollars after
the first 15 years, and $16.6 trillion after the first 25 years, when the borrowing stops.
Again, within 15 years after that surpluses generated by the reform completely pay off
even that relatively minor effective borrowing from the growing accounts.

In addition, the actual net transition deficits created by the reform itself, not
counting the already existing projected Social Security deficits under current law, are
even less, as shown in Table B. The deficit falls to $51 billion or less in today’s dollars
after the first 5 years, and is completely eliminated after 15 years, for a total of $645
billion in present value dollars over that time.

Moreover, again, the legislation creates a separate Social Security Lockbox
budget apart from the rest of the budget, so even these transition deficits would not
increase the deficit in the regular operating budget for the rest of the Federal government.
The short term debt shown in Table A would also be separately accounted for in a Social
Security Transition Sinking Fund slated to be paid off in full,

Virtually every member of Congress from both parties has supported taking
Social Security off budget in a lockbox where it could no longer be raided for other
government spending. That virtually unanimous support for the idea has resulted because
seniors overwhelming support such a policy. This legislation finally makes good on this
concept.

Separating Social Security and the personal account transition from the rest of the
budget is also the most accurate accounting practice, for several reasons. Unlike the deficit in
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the rest of the budget, the reform plan’s net transition deficits are not adding new Federal debt
and liabilities. The reform plan is instead actually reducing long term Federal liabilities
dramatically, ultimately eliminating the unfunded liabilities of Social Security. The shorter
term debt resulting from the reform plan, moreover, is just recognizing debt the government
already owes through Social Security’s unfunded liability, and even that is fully paid off under
the reform plan. In fact, on our current course, we would just effectively start selling these
bonds a few more years down the road anyway, to continue financing promised benefits once
the current Social Security system starts running annual deficits. But on our current course,
there is no plan to later pay off that debt.

In addition, again unlike the deficits in the rest of the budget, the reform plan’s net
transition deficits do not reflect a net drain on national savings. The debt issued to cover those
transition deficits only involves borrowing back part of the savings generated through the
personal accounts, quite likely producing a large increase in national savings overall.

So it would actually be quite misleading to account for the net transition deficits under
the reform the same as for any deficits in the Federal government’s general operating budget.
The net effect of the reform and its transition deficits on the economy and the Federal debt is
actually the opposite of the net effect of general Federal budget deficits,

Finally, the transition to the personal accounts under Ryan-Sununu is a one time
financing project meant to liquidate an enormous Federal debt. It is not part of the ongoing
operations of the Federal government and the long time liabilities they are racking up. So it
would be most accurate to account for it separately from those ongoing operations.

Accounting for the transition in this way has the added benefit of protecting the
later surpluses of the reform from being gobbled up in the general Federal budget
process. These later surpluses would be reflected in the separate Social Security Lockbox
budget, under a policy of devoting those surpluses to paying off the earlier transition
debt, and then to reducing payroll taxes. Any attempt to divert that money to other
purposes would be transparent, blatant, and probably politically untenable. Moreover,
accounting for the short term debt in its own separate Social Security Transition Sinking
Fund account would provide a scorecard to show whether that debt has, in fact, been
paid off.

The Federal spending restraint provided for in the bill to help finance the
transition is quite modest and achievable. Over the initial 8 year period, it would limit
Federal spending to grow each year no more than its long term baseline of the rate of
growth of GDP, minus one percent. Consequently, during that period, Federal spending
as a percent of GDP would decline from 20% to 18.4%. The bill would then allow
Federal spending to continue to grow at the old baseline rate, keeping spending only
1.6% of GDP below that baseline. Once the transition to personal accounts is financed
and all short term debt issued during that transition is paid off, the spending restraint is
eliminated.

The spending restraint during the first 8 years is actually less than the restraint
achieved during the 8 years of the Clinton Administration, which held Federal spending
growth to the rate of growth of GDP minus 1.8 percentage points each year. (Of course,
the Republican Congress was a primary factor in that achievement.)

Moreover, the restraint during the first 8 years is exactly the amount of restraint
we will have to achieve if we are going to balance the Federal budget while keeping the
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Bush tax cuts permanent, as shown in a recent study by Larry Hunter’. The Bush tax cuts
would leave Federal revenues over the long run at about 18.4% of GDP as well.

Both the Cato Institute and the Heritage Foundation have published extensive
material documenting far more in wasteful and counterproductive spending than would
be needed to achieve the spending limitation targeted in Ryan-Sununu.* Earlier this year,
IPI published a study by Steve Moore also proposing far more in desirable spending
restraint initiatives.” The spending restraint measure in the bill is not limited to domestic
discretionary spending, or even all of discretionary spending. All of Federal spending
outside of Social Security is eligible for restraint to help meet the target. Any and all
other entitlement programs can be reformed to meet the target. Corporate welfare can be
cut or eliminated, Ditto for long outdated agriculture subsidies. Even the military budget
is not off limits. Unneeded military bases, for example, can be shut down.

Over the long run, the bill’s modest spending restraint would, indeed, allow
Federal spending to grow by more than 50% relative to GDP. That is because after the
baby boom generation retires, the Congressional Budget Office projects that Federal
spending will explode relative to GDP, eventually growing from about 20% of GDP
today to over 30%. The Ryan-Sununu spending limit would just keep Federal spending
1.6 percentage points below this long term baseline, with the limitation removed
completely once the funds are no longer needed to complete the transition.

The spending limitation in Ryan-Sununu, therefore, is just a modest first step.
Stricter and permanent spending limits are needed to prevent a currently projected,
historic, run up in Federal spending relative to the economy.

The Ryan-Sununu spending limits are enforced by new national spending
limitation provisions included in the bill. These provisions reorient the whole Federal
budget process around the spending limitation, and require a stiff two thirds majority of
both houses to get around it. Budgetary procedures are changed to allow any member of
Congress to halt a spending initiative inconsistent with the spending targets.

Yes, Congress could still override the spending limits by new legislation in the
future. But that is true of any means of financing the transition to personal accounts. Tax
increases for the transition can be reversed or offset by future legislation as well. The
same is true for measures that attempt to help finance the transition by cutting future
promised Social Security benefits.

Moreover, general Federal spending restraint enjoys broad public support. Many,
many voters today believe Federal spending has been growing far too fast, and would think
the Ryan-Sununu spending restraints are far too modest for general budget needs. With these
public attitudes, the Ryan-Sununu spending restraint could not be easily dismissed.

In addition, the Ryan-Sununu bill would powerfully restrain Federal spending
simply by taking the money off of the table for Congress to spend. With all of the money

% Larry Hunter, Reducing Government Consumption, Increasing Personal Wealth: Limiting Federal
Spending Growth Through Large Personal Retirement Accounts, IPI Policy Report 183, July 14, 2004.
The study assumed as well that the Alternative Minimum Tax is fixed so it applies only to the hi ghest
income taxpayers as originally intended, and not to the middle class.

* See, e.g., Chris Edwards, Downsizing the Federal Government, Cato Policy Analysis No. 515, June 2,
2004.

* Stephen Moore, Putting Taxpayers First: A Federal Budget Plan to Benefit the Next Generation of
American Taxpayers, IPI Policy Report No. 174, February 17, 2004.
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going into personal accounts, and the unavoidable mandate to pay all promised Social
Security benefits to retirees®, Congress will be forced to spend less than it would
otherwise. As Milton Friedman has long argued, the best way to restrain the Federal
government’s spending is just to reduce what is available for Congress to spend. The
Ryan-Sununu bill does that, and so is a powerful aid in achieving future spending
restraint. Congress cannot run future deficits beyond politically acceptable limits, and
there are powerful political forces that work to restrain deficits and reduce the duration of
deficits over the long run. These forces would further help to enforce the Ryan-Sununu
spending limits.

Finally, the Ryan-Sununu bill changes the political dynamics of Federal spending.
Basic public choice analysis shows that the beneficiaries of Federal spending largesse
have a concentrated interest in maintaining and expanding their particular share of the
Federal spending pie. But the general public doesn’t have enough of an interest in any
one spending program to provide the resources to overcome the special interests
benefiting from it.

That fully explains the stubborness of corporate welfare, for example. The XYZ
corporation can have enough direct financial interest in a multibillion dollar Federal
subsidy program to hire legions of lobbyists and publicists to promote its cause. But
individual members of the general public do not have enough of a financial stake in that
one program to provide the resources to counter the predatory corporate welfare
boondoggle.

This is why Federal spending restraint can ultimately only be achieved by a
general Federal spending restraint as in Ryan-Sununu. Individual members of the public
do have enough of a stake in such a general restraint to get involved in providing the
necessary political support to adopt and enforce it. Ryan-Sununu adds to this by tying the
spending restraint to a very popular large personal account option for Social Security.
That greatly increases the likelihood that such a restraint can be adopted, and that it will
be maintained over time. Indeed, under the bill workers are enjoying every dollar of
spending restraint with that money effectively going into their direct personal accounts
instead.

The bottom line is that Congress can avoid running up debt to finance the
transition under Ryan-Sununu simply by following the reasonable and moderate spending
restraint provided in the bill. If it chooses more spending and debt instead, that would
result only because Congress decided that was more desirable.

The third factor in the Ryan-Sununu transition financing, the increased tax
revenues resulting from investment of the personal account funds, is again based on the
work of Harvard Professor of Economics Martin Feldstein, Chairman of the National
Bureau of Economic Research. The methodology for scoring this impact was first
developed by the Chief Actuary of Social Security in consultation with Feldstein for
legislation introduced in the late 1990s by former Sen. Phil Gramm. That same
methodology was used for the scoring of the Ryan-Sununu bill.

¢ The Ryan-Sununu bill ensures that Social Security will be taken care of in any event and all promised
benefits to current retirees would continue to be paid. The bill provides that the Federal government would
transfer general revenues to Social Security each year equal to the amount of annual spending restraint
provided in the bill, regardless of what Congress actually does in regard to spending. It is then up to
Congress to implement the spending restraint, or find the money elsewhere, or affirmatively choose to run
larger general deficits.
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This revenue feedback is available for the scoring of any personal account reform
plan, because it flows automatically from the operation of the personal accounts. Failing
to include it would reflect only an incomplete understanding of the economics of personal
accounts.

Moreover, this revenue feedback as scored takes into account just onc of the
positive economic effects of the reform, which the work of Feldstein and others shows
would be far more extensive.” The large personal accounts in the Ryan-Sununu plan are
effectively an immediate enormous reduction in payroll taxes on labor of 6.4 percentage
points on average. That is because that money is now going into personal accounts
directly owned and controlled by each worker, like a 401k plan, and not to the
government as a tax to be redistributed to others. The legislation also provides for further
payroll tax relief in later years. This tax relief would provide another major boost to the
economy and labor market efficiency, which would result in higher tax revenues.

Increased savings and investment through the accounts would also produce higher
wages, as greater capital increases productivity which results in increased wages. These
higher wages would also produce higher tax revenues. The higher retirement benefits
produced by the personal accounts would also result in higher tax revenues, as those
benefits are either spent or saved and invested again.

Feldstein estimates that the present value of the combined economic growth
effects of personal account reforms would be $10 to $20 trillion.® So many conservative
assumptions went into that calculation that the ultimate effect would probably be
substantially higher. But, in any event, these full economic growth effects of personal
account reform are going to produce substantially more in increased revenues than scored
by the Chief Actuary for the Ryan-Sununu bill.

Indeed, Hunter calculates that just an increase in the economic growth rate of one
half of one percent due to these personal accounts, still leaving the long term economic
growth rate assumed by the Chief Actuary in his score 40% less than the long term
growth rate of the economy over the last 50 years, would produce a higher revenue
feedback than reflected in the Ryan-Sununu score. If the personal accounts just raised
economic growth to the long term growth rate of the last 50 years, the revenue feedback
would dwarf the feedback in Chief Actuary’s score of Ryan-Sununu.

With the large accounts in Ryan-Sununu, we are shifting close to 20% of the
whole Federal government from a redistribution system to a savings and investment
systern, with large reductions in taxes to boot. Such an enormous, dramatic change in
Federal economic policy cannot be plausibly evaluated without taking at least some of
these economic growth effects into account.

Finally, the transition financing provided by this revenue feedback and the
spending restraint involves $7.1 trillion (present value dollars) in general revenues
provided to Social Security over the life of the transition. Some erroneously argue that
the amount of general revenues used in a reform plan is the measure of how much a
reform plan costs. In another IPI study, this is shown to be fallacious.”

7 Peter Ferrara and Michael Tanner, A New Deal for Social Security, Washington, DC: Cato Institute,
1998, Chapter 6.

¥ Martin Feldstein, “The Missing Piece in Policy Analysis: Social Security Reform” American Economic
Review, Vol. 86, p.1 (May 1996).

° Peter Ferrara, The Cost of Personal Accounts.
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About 54% of the general revenues used for the Ryan-Sununu plan come from the
increased revenue feedback. These general revenues were generated by the reform plan
itself. They would not exist without the reform. Consequently, they cannot logically be
considered part of the net cost of the reform plan. Quite to the contrary, these additional
revenues are a benefit of the reform plan, used to offset, and hence reduce, the net
transition financing burden. This leaves the net general revenues used for Ryan-Sununu
at $3.8 trillion,

Moreover, to the extent the spending restraint in Ryan-Sununu produces
reductions in wasteful or counterproductive Federal spending, those reductions would
also not represent a cost. Again, quite to the contrary, those reductions would, in fact, be
another benefit of the reform plan, used to offset, and hence reduce, the net transition
financing burden.

Conclusion

The Ryan-Sununu bill would produce dramatic, historic, breakthrough gains in
personal prosperity for working people, including the following:

M The long term Social Security financing crisis would be completely
eliminated, without cutting benefit or raising taxes. This includes the
disability and survivors portion of the program as well as the retirement
portion, because the long term surpluses resulting from the personal accounts
for retirement benefits are large enough to eliminate the deficits for disability
and survivors benefits as well.

B Indeed, because capital market returns are so much higher than the returns that
can be paid by the current non-invested, merely redistributive Social Security
framework, workers would receive through the large accounts in Ryan-
Sununu much higher benefits than Social Security even promises today, let
alone what it can pay. At standard market investment returns, the personal
accounts would pay roughly two thirds to 100% more in benefits than Social
Security now promises workers in the future.

B In addition, instead of increasing the payroll tax from 12.4% today to close to
20%, as would ultimately be necessary to pay all promised benefits under
current law, Ryan-Sununu would ultimately reduce the payroll tax to 4%. The
bill includes an automatic payroll tax cut trigger to achieve this goal. This
would amount to the largest reduction in taxes in world history.

B Moreover, in the process of this reform, the current unfunded liability of
Social Security would be eliminated. That unfunded liability is currently
estimated at about $11 trillion, about three times the amount of Federal debt
currently held by the public. This would consequently amount to the
largest reduction in government debt in world history.
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B By shifting Social Security retirement benefits to be paid through the personal
accounts, and financing part of the transition through Federal spending
restraint, the Ryan-Sununu bill would ultimately reduce Federal spending as a
percent of GDP by about 6.5 percentage points. The bill gains control over
runaway Federal spending through a comprehensive national spending
limitation measure.

B Through the Ryan-Sununu personal accounts, for the first time workers at all
income levels would be accumulating substantial personal savings and
investment. Indeed, after just the first 15 years of reform, the Chief Actuary
estimates that the personal accounts would accumulate to $7.8 trillion in
today’s dollars. This would dramatically broaden the ownership of wealth and
greatly reduce the concentration of wealth.

B The personal account reform would produce major long term increases in
economic growth. This would translate into more jobs and higher wages for
working people.

The tradeoft for this enormous, historic benefits is the transition financing burden,
which is financed under Ryan-Sununu by:

(1) devoting the short term Social Security surpluses to the transition;

(2) devoting to the transition the funds obtained by restraining the rate of growth
of Federal spending by one percentage point a year for each of 8 years, and
maintaining those savings until the transition financing is completed;

(3) devoting to the transition the increased revenues resulting from the
investment of the personal account funds at the corporate and business level;

(4 to the extent the first three are not sufficient in any one year, redeeming
excess Social Security trust fund bonds financed by selling new Federal bonds
to the public, with those bonds to be paid off out of the later surpluses of the
reform.

Trying to distort this tradeoff with scary, out of context, 75 year summary numbers in
2003 dollars, or by emphasizing irrelevant comparisons based on general revenue
transfers, does not advance understanding of personal account reform, and only delays
the ultimate success of such reform. Such numbers games do not change the fact that the
above summary discussion is an accurate presentation of the tradeoffs involved in the
reform as proposed. The enormous, historic, breakthrough benefits discussed above seem
quite easily worth the above transition financing burden, and the public is quite likely to
see it as so.

The Ryan-Sununu reform plan truly modernizes and expands the Social Security
framework, to bring in real personal savings and investment for a new financial
foundation for the program. Such reform really just makes good on the original promise
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of Social Security, when everyone thought they were really going to have individual
accounts with the government that would be saved and invested. Moreover, the
guarantee of current law benefits in Ryan-Sununu keeps the current social safety net in
place. The bill also maintains a social framework to make personal account investing for
even unsophisticated investors.

With this modernization, Social Security’s financial difficulties will be ended for
good, and workers will be able to gain sharply higher benefits, much lower taxes, and the
accumulation of substantial personal wealth for their families. What it all adds up to is an
historic breakthrough in the personal prosperity of working people.
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Finance Committee Hearing
“Proposals to Achieve Sustainable Solvency, with and without Personal Accounts”
Statement of Senator Blanche Lincoln
April 26, 2005

Mr. Chairman, thank you for bringing us together to discuss a program that has been a
vital safety net for our nation’s elderly, sick, widowed and disabled for 70 years. It has
been an enormously important program that has ensured our workers social insurance
against poverty. It is a program we can be proud of. [ am proud of the commitment our
country made all those years ago both to themselves and future generations by
establishing this social insurance program. Like all of you, I am concerned about the
long-term challenges this program now faces. Iam eager to work with all of my
colleagues to address this.

Throughout this debate, I have been guided by the needs of Arkansans. My state of
Arkansas faces significant challenges and relies heavily on Social Security. Arkansas
ranks third in the percentage of the population receiving Social Security. Nationwide, 30
percent of all Social Security benefits go to disabled and survivors. In Arkansas, almost
40 percent of all Social Security benefits go to persons who are disabled and survivors.
The state economy also depends on Social Security benefits. In 2003, $5 billion flowed
into the Arkansas economy through Social Security benefits.

In addition, Arkansans are disproportionately low income. In 2003, close to 80% of
individuals in Arkansas had adjusted gross incomes of less than $50,000. Without Social
Security, 58% of those over the age of 65 would have incomes below the federal poverty
line. These statistics are even more staggering for women. Two-thirds of the elderly
women in Arkansas would be poor without Social Security.

Finally, Arkansas is rural. Rural seniors are more dependent on Social Security because
they are disproportionately lower income and they are less likely to be able to contribute
to personal accounts. Rural Americans also have a greater need for Social Security’s
disability safety net. Because of the physical nature of their jobs, it is more likely that
they will need either disability benefits or early retirement benefits. Additionally, many
rural communities are becoming significantly older because younger people tend to leave
them at a higher rate.

Those are the facts that are shaping the way I'm addressing this important issue. And
Arkansas is not alone in the challenges it faces. They can be applied to much of our
country, especially as the population continues to age. In fact, it is worth nothing that
many of my colleagues on this committee represent states with similar challenges.

There are three issues we should address in this debate. Number one is the solvency of
the Social Security trust fund. Number two is encouraging personal savings outside of
the current Social Security framework. Iam extremely interested in looking at ways to
encourage individuals to save more for their retirement. We are at the lowest savings rate
in our nation’s history and that is why financial literacy must be a part of this discussion.
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We must cultivate a nation of savers, not borrowers. The third issue we should address is
health care and long term care. Medicare and rising health care costs present more
pressing financial challenges than Social Security and it’s our obligation to address them.

1 do believe that Social Security faces long term funding challenges but to call it a crisis
is disingenuous. If there is a crisis out there, it is the national budget. The President’s
private accounts proposal would only make the budget situation and our nation’s historic
debt worse. We have substantial national debt right now and we shouldn’t do anything
that would exacerbate this situation and potentially jeopardize relationships with our
nation’s global partners.

I believe we have a fremendous opportunity here. Social Security is on the forefront of
our national agenda. People of all ages and all over the country are beginning to talk
about the importance of savings and retirement security. We must capitalize on this
momentum and proceed in a thoughtful way. I am committed to doing all I can for my
own state of Arkansas and for the people of our great nation. Mr. Chairman, thank you
for bringing us here today.
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Social Security Reform
Peter R. Orszag1
Joseph A. Pechman Senior Fellow in Economic Studies
The Brookings Institution

Senate Committee on Finance
April 26, 2005

Mr. Chairman and other members of the Committee, thank you for inviting me to
testify before the Committee this morning. Social Security provides the foundation of
retirement income, but must be combined with other saving to achieve full retirement
security. Retirement income should thus be viewed in terms of tiers, with Social Security
delivering a core tier of protection upon which additional retirement income must be
built. Figure 1 illustrates these tiers assuming a target for retirement income equal to 70
percent of pre-retirement wages, a replacement rate that is often recommended by
financial planners.

Figure 1: The tiers of retirement income
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Figure | shows initial replacement rates at retirement (that is, retirement income relative to previous wages) for
medium-earning worker claiming bencfits at age 65 in 2054

Both tiers of retirement security face challenges. In that context, my testimony
makes four main points:

! 'g‘he views expressed here are those of the author alone. This testimony draws upon joint work with Peter
Diamond, Jason Furman, William Gale, Robert Greenstein, and Mark Iwry. 1 also thank numerous other
colleagues for helpful discussions and comments.
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e Retirement security can be significantly enhanced by improving 401(k)s and
IRAs through commonsense reforms that both sides of the Social Security
debate should embrace. The individual accounts we already have -- in the form of
401(k)s and IRAs -- can be substantially improved and strengthened through a series
of commonsense reforms that would make the pension system easier to navigate and
more rewarding for American families. In the face of the difficult choices presented
by the current system, many people simply procrastinate, which dramatically raises
the likelihood that they will not save enough for retirement. Disarmingly simple
concepts -- such as changing 401(k) plans so that workers are automatically enroiled
unless they opt out, and making it easy to save part of an income tax refund -- have
the potential to strengthen retirement security significantly. Both sides of the Social
Security debate should agree on the straightforward steps necessary to improve
401(k)s and IRAs, and should come together to enact the changes immediately.

¢ Although improving the accounts we already have on top of Social Security
makes sense, introducing accounts within Social Security does not. Under the
Administration’s proposal for accounts within Social Security, workers receive
payroll revenue today, but pay the payroll revenue back, plus interest at a 3 percent
real rate, at retirement through a reduction in traditional Social Security benefits. In
effect, the individual accounts represent a “Social Security line of credit.” Workers
drawing upon that line of credit have payroll revenue deposited into their individual
account today, but then owe the funds back, plus interest, once they retire. The
system is thus similar to a loan from the government to workers.

At best, assuming that all the loans carry the government’s borrowing rate and are
fully repaid, the accounts do nothing to improve solvency within Social Security over
the long term -- as even the White House has acknowledged. A more likely scenario
is that some of the loans will not be repaid in full, in which case the accounts harm
solvency, even over an infinite horizon. And even if they are actuarially neutral over
the long term, the accounts create a massive cash-flow problem in the meanwhile.

Some argue that the accounts would facilitate other changes -- especially benefit
reductions for higher earners -~ that would help to restore long-term balance to Social
Security. But it is hard to see why, unless they were subsidized, the loans should be
particularly attractive, especially to higher earners. Indeed, a Goldman Sachs analysis
recently concluded that, “In essence, the 3% real rate offset represents a loan from the
federal government to the accountholder to fund the personal saving account. This is
not an attractive proposition.””” Higher earners who typically already own a mix of
stocks and bonds should find little or no value in unsubsidized loans from the
government. And if the accounts were subsidized to make them more attractive to
higher earners, their direct effect would be to expand the Social Security deficit.
Increasing stock ownership among moderate and lower earners is desirable, but not
by encouraging them to borrow against their future Social Security benefits. Instead,
a better approach to increasing equity ownership and retirement saving for such
households are the commonsense changes to 401(k)s and IRAs described above.

2 Goldman Sachs, “Daily Financial Market Comment,” February 23, 2005.
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Reducing traditional Social Security benefits to make room for individual accounts
would also be unsound for society as a whole, since it would decrease the core tier of
retirement income that is protected against financial market fluctuations, inflation,
and the risk of outliving one’s assets. Furthermore, whatever the initial rules for the
accounts, there is likely to be considerable pressure over time for liberalizing pre-
retirement access to the funds -- which is precisely what has occurred with 401(k)s
and IRAs, along with the Thrift Savings Plan. Such access may make sense in the
upper tier of retirement income, but not within the core tier because it undermines the
preservation of funds for retirement.

Failing to dedicate additional revenue to Social Security means that larger
benefit cuts would be necessary to restore solvency. For example, dedicating the
revenue from a reformed estate tax to Social Security could eliminate the need
for more than $1 trillion in benefit reductions over the next 75 years. Every
dollar of estate tax revenue dedicated to Social Security is a dollar less of benefit
reductions or payroll tax increases necessary to address Social Security’s
projected deficit. Despite the claims of some advocates, the Administration’s
proposal for individual accounts makes brutally clear that such accounts do not
directly help to restore solvency. Since accounts do not directly improve solvency
and may well impair it, the only available policy options to restore solvency are
reductions in benefits or increases in dedicated revenue. A fundamental tradeoff thus
exists: Proposals that fail to dedicate additional revenue to Social Security will
necessarily involve larger benefit reductions than plans that do dedicate additional
revenue to the program. When push comes to shove, Americans seem to prefer
relying on additional revenue -- or some combination of additional revenue and
benefit reductions -- to mainly relying on benefit reductions.

As just one example of the tradeoffs, taking the revenue from a reformed version of
the estate tax and dedicating it to Social Security could close a substantial share of the
projected deficit. For example, the revenue from an estate tax with a $3.5 million
exemption per person ($7 million per couple) and a 45 percent tax rate on estates
above that exemption would eliminate at least one-quarter of the projected 75-year
deficit. That would obviate the need for more than $1 trillion in benefit reductions
over the next 75 years. For a 20-year-old medium-earning worker today, it could
mean avoiding $1,500 per year in benefit reductions. As a further illustration of the
tradeofTs, retaining the same exemption level but reducing the tax rate on large estates
to 13 percent would avoid only about $300 billion in benefit reductions over the next
75 years. In other words, with the revenue from a reformed estate tax dedicated to
Social Security, reducing the tax rate to 15 percent would increase the benefit
reductions required to address Social Security’s deficit by $700 billion over the next
75 years. We as a society must decide whether this $700 billion is better used to
provide larger after-tax inheritances to wealthy children or to reduce any benefit
reductions necessary to restore solvency to Social Security. Every dollar of estate
tax revenue dedicated to Social Security is a dollar less of benefit reductions or
payroll tax increases necessary to eliminate Social Security’s deficit.
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e Recent “progressive price indexing” proposals are seriously flawed because they
rely excessively on benefit reductions, cut benefits more if future productivity
growth turns out to be faster than currently expected, and treat workers carning
$900,000 or even $9 million a year the same as these earning $90,000. The recent
“progressive price indexing” proposal involves surprisingly and excessively large
benefit reductions for average workers. In addition, it reduces benefits more if
productivity growth turns out to be higher than we currently expect, exactly the
opposite of the appropriate response because the underlying 75-year actuarial deficit
would be smaller with faster productivity growth. As the Congressional Research
Service recently noted, “somewhat paradoxically, if real wages rise faster than
projected, price indexing would result in deeper benefit cuts, even as Social
Security’s unfunded 75-year liability would be shrinking.”® Finally, the proposal
treats someone earning $900,000 or even $9 million the same as someone earning
$90,000; a sound reform plan would instead differentiate between the two. To be
sure, imposing proportionately larger reductions in monthly benefits on higher
earners compared to lower earners is sensible, in part because higher earners are
increasingly living longer than others. “Progressive price indexing,” however, is not
the right way to accomplish that goal: It would make far more sense simply to adjust
the current benefit formula directly to achieve the desired degree of protection for
lower earners.

The rest of my testimony examines these points in more detail.
L Improving 401(K)s and IRAs

The trend over the past two decades away from traditional, employer-managed
plans and toward saving arrangements directed and managed largely by employees
themselves, such as 401(k)s and Individual Retirement Accounts (IRAs), is in many ways
a good thing. Workers enjoy more freedom of choice and more control over their own
retirement planning. But for too many households, the 401(k) and IRA revolution has
fallen short.

To address the problems with 401(k)s and IRAs, policy-makers and corporate
leaders should make saving for retirement easier and increase the incentives for

house4holds to save for retirement. Let me give four specific examples of how this can be
done.

* Patrick Purcell, “*Progressive Price Indexing” of Social Security benefits,” Congressional Research
Service, April 22, 2005.

4 . . . .
For further information on these and other commonsense reforms to bolster retirement security, see
www.retirementsecurityproject.org.
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A. Automating the 401(k)

A 401(k)-type plan typically leaves it up to the employee to choose whether to

participate, how much to contribute, which of the investment vehicles offered by the
employer to select, and when to pull the funds out of the plan and in what form. Workers
are thus confronted with a series of financial decisions, each of which involves risk and a
certain degree of financial expertise. Many workers shy away from these decisions and
simply do not choose. Those who do choose often make poor choices.

To improve the design of the 401(k), we should recognize the power of inertia in

human behavior and enlist it to promote rather than hinder saving.” Under an automatic
401(k), each of the key events in the process would be programmed to make contributing
and investing easier and more effective.

Automatic enrollment: Employees who fail to sign up for the plan -~ whether
because of simple inertia or procrastination, or perhaps because they are not
sufficiently well organized or are daunted by the choices confronting them --
would become participants automatically, although they would preserve the
option of declining to participate.

Automatic escalation: Employee contributions would automatically increase in a
prescribed manner over time, for example raising the contribution rate as a share
of earnings whenever a worker experiences a pay increase, again with an option
of declining to increase contributions in this fashion.

Automatic investment: Funds would be automatically invested in balanced,
prudently diversified, low-cost vehicles, whether broad index funds or
professionally managed funds, unless the employee makes other choices. Such a
strategy would improve asset allocation and investment choices while protecting
employers from potential fiduciary liabilities associated with these default
choices.

Automatic rollover: When an employee switches jobs, the funds in his or her
account would be automatically rolled over into an IRA, 401(k) or other plan
offered by the new employer. At present, many employees receive their
accumulated balances as a cash payment upon leaving an employer, and many of
them spend part or all of it. Automatic rollovers would reduce such leakage from
the tax-preferred retirement saving system. At this stage, oo, the employee would
retain the right to override the default option and place the funds elsewhere or
take the cash payment.

* William G. Gale, J. Mark Iwry, and Peter R. Orszag, “The Automatic 401(k): A Simple Way to
Strengthen Retirement Savings,” Retirement Security Project Policy Brief No, 2005-1, March 2005.
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In each case — automatic enrollment, escalation, investment, and rollover ~
workers can always choose to override the defaults and opt out of the automatic design.
Automatic retirement plans thus do not dictate choices any more than does the current set
of default options, which exclude workers from the plan unless they opt to participate.
Instead, automatic retirement plans merely point workers in a pro-saving direction when
they decline to make explicit choices of their own.

These steps have been shown to be remarkably effective, as research by Richard
Thaler and others has demonstrated. For example, one of the strongest empirical findings
from behavioral economics is that automatic enrollment boosts the rate of plan
participation substantially (Figure 2).° As the figure shows, automatic enrollment is
particularly effective in boosting participation among those who often face the most
difficulty in saving.

Figure 2: Effects of automatic enrollment on participation rates
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Despite its demonstrated effectiveness in boosting participation, automatic
enrollment is relatively new — and a small but growing share of 401(k) plans today
include this feature. According to a recent survey, about one-tenth of 401(k) plans (and
one-quarter of plans with at least 5,000 participants) have switched from the traditional
“opt-in” to an “opt-out” arrangement.’ Since automatic enrollment is a recent

¢ Brigitte Madrian and Dennis Shea, “The Power of Suggestion: Inertia in 401(k) Participation and Savings
Behavior,” Quarterly Journal of Economics 116, no. 4 (November 2001): 1149-87; and James Choi and
others, “Defined Contribution Pensions: Plan Rules, Participant Decisions, and the Path of Least

Resistance,” in Tax Policy and the Economy, Vol. 16, edited by James Poterba (MIT Press, 2002), pp. 67-
113,

? Profit Sharing/401(k) Council of America, 47th Annual Survey of Profit Sharing and 401(k) Plans (2004).
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development, it may become more widely adopted over time even with no further policy
changes. But policymakers could accelerate its adoption through several measures. Some
of these policy measures would be appropriate only if automatic enrollment were adopted
in conjunction with other features of the automatic 401(k), especially automatic
escalation:

First, the laws governing automatic enrollment could be better clarified. In some
states, some employers see their state labor laws as potentially restricting their
ability to adopt automatic enrollment. Although many experts believe that federal
pension law preempts such state laws as they relate to 401(k) plans, additional
federal legislation to explicitly confirm that employers in all states may adopt this
option would be helpful.

Second, some plan administrators have expressed the concern that some new,
automatically enrolled participants might demand a refund of their contributions,
claiming that they never read or did not understand the automatic enrollment
notice. This could prove costly, because restrictions on 401(k) withdrawals
typically require demonstration of financial bardship, and even then the
withdrawals are normally subject to a 10 percent early withdrawal tax. One
solution would be to pass legislation permitting a short “unwind” period in which
an employee’s automatic enrollment could be reversed without paying the normal
early withdrawal tax.

Third, Congress could give plan sponsors a measure of protection from fiduciary
liability for sensibly designed, low-cost default investments. If workers are
automatically enrolled, their contributions have to be invested in something — and
some firms are worried about fiduciary Hability for these default investments. A
targeted exemption from fiduciary responsibility given a prudent default would
provide meaningful protection under the Employee Retirement Income Security
Act of 1974 (ERISA), thus encouraging more employers to consider automatic
enroliment. Defining a range of prudent defaults would enhance this safe harbor.

Fourth, Congress could establish the federal government as a standard-setter in
this arena by incorporating automatic enrollment into the Thrift Savings Plan, the
defined contribution retirement saving plan covering federal employees. The
Thrift Savings Plan already has a high participation rate, but if automatic
enrollment increased participation by even a few percentage points, that would
draw in tens of thousands of eligible employees who are not currently
contributing. The Thrift Savings Plan’s adoption of automatic enrollment, along
with other elements of the automatic 401(k), would also serve as an example and
model for other employers.

In sum, a growing body of evidence suggests that the judicious use of default

arrangements -- arrangements that apply when employees do not make an explicit choice
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on their own -- holds substantial promise for expanding retirement saving. Retooling
America’s voluntary, tax-subsidized 401(k) plans to make sound saving and investment
decisions more automatic, while protecting freedom of choice for those participating,
would require only a relatively modest set of policy changes—and the steps taken thus far
are already producing good results. Expanding these efforts will make it easier for
millions of American workers to save, thereby promising greater retirement security.

B. Allowing part of a tax refund to be deposited into an IRA

Most American households receive an income tax refund every year. For many,
the refund is the largest single payment they can expect to receive all year. Accordingly,
the more than $200 billion issued annually in individual income tax refunds presents a
unique opportunity to increase personal saving.

Currently, taxpayers may instruct the Internal Revenue Service to deposit their
refund in a designated account at a financial institution. The direct deposit, however, can
be made to only one account. This all-or-nothing approach discourages many households
from saving any of their refund. Allowing taxpayers to split their refund so that part of
the refund could be directly deposited into an IRA could make saving simpler and, thus,
more likely. The Administration has supported split refunds in each of its last two budget
documents, but the necessary administrative changes have been delayed. More
aggressive implementation is needed.

C. Strengthening the Saver’s Credit

The vast majority of our current tax preferences for saving are problematic in two
important respects. First, they reflect a mismatch between subsidy and need. The tax
preferences provide the smallest benefits to lower-income families, and thus provide
minimal incentives to those households who most need to save for basic needs in
retirement. Instead the tax preferences give the strongest incentives to higher-income
households, who are the least likely to need additional saving to achieve an adequate
living standard in retirement.

Second, as a strategy for promoting national saving, the subsidies are poorly
targeted. Higher-income households are disproportionately likely to respond to the
incentives by shifting existing assets from taxable to tax-preferred accounts. To the
extent such shifting occurs, the net result is that the pensions serve as a tax shelter, rather
than as a vehicle to increase saving. In contrast, moderate- and lower-income
households, if they participate in pensions, are most likely to use the accounts to raise net
saving.

® See, for example, Eric M. Engen and William G. Gale, “The Effects of 401(k) Plans on Household
Wealth: Differences Across Earnings Groups,” Working Paper 8032 (Cambridge, Mass.: National Bureau
of Economic Research, December 2000), and Daniel Benjamin, “Does 401(k) Eligibility Increase Saving?

Evidence from Propensity Score Subclassification,” Journal of Public Economics 87, no. 5-6 (2003): 1259-
90.
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The Saver’s Credit, enacted in 2001, was expressly designed to address these
problems. It is the first and so far only major federal legislation directly targeted toward
promoting tax-qualified retirement saving for moderate- and lower-income workers,
thereby helping to level the playing field of saving tax incentives. IRS data indicate that
about 5 million tax filers claimed the Saver’s Credit in 2002 and 2003. Despite the
credit’s promise, several steps are necessary to ensure that it fulfills its potential:

¢ First, in order to reduce the apparent revenue cost, Congress stipulated that the
Saver’s Credit would sunset at the end of 2006. It should be extended, which
would cost between $1 biltion and $2 billion a year. This cost should and could
be offset in various ways.

e Second, tens of millions of moderate-income workers are unable to benefit from
the credit because it is nonrefundable. Extending the intended saving incentive to
most lower-income working families would require making the Saver’s Credit
refundable in some manner, perhaps directly into a retirement saving account.

e Third, another set of possible expansions to the Saver’s Credit would extend
eligibility to additional middle-income households. The credit could be expanded
in this way along three dimensions: changes to the credit rate, the income limit,
and the manner in which the credit is phased out.

In the context of evaluating ways of strengthening the Saver’s Credit, it is worth
noting that a research team (of which I am part) has just finished a path-breaking
experiment with H&R Block exploring the effect of match rates on IRA saving. The
project, undertaken under the auspices of the Retirement Security Project funded by the
Pew Charitable Trusts, represents the first large-scale randomized experiment of how
varying match rates affect retirement saving. The results should be ready soon.

D. Reducing the implicit taxes on retirement saving imposed by asset tests

The asset rules in means-tested benefit programs penalize any moderate- and low-
income families who do save for retirement, by disqualifying them from the means-tested
benefit program. The asset tests thus represent a substantial implicit tax on retirement
saving.

The major means-tested benefit programs, including food stamps, cash welfare
assistance, and Medicaid either require or allow states to apply asset tests when
determining eligibility. Similarly, the Supplemental Security Income applies such an
asset test. The asset tests may force households that rely on these benefits—or might rely
on them in the future - to deplete retirement saving before qualifying for benefits, even
when doing so would involve a financial penalty. As a result, the asset tests not only

penalize low-income savers but may also actually discourage retirement saving in the
first place.
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Asset tests in means-tested programs, as currently applied, thus constitute a
barrier to the development of retirement saving among the low-income population.
Modifying or even eliminating these asset tests, or disregarding saving in retirement
accounts when applying the tests, would allow low-income families to build retirement
saving without having to forgo means-tested benefits at times when their incomes are low
during their working years.’

1L Individual accounts within Social Security

Although the individual accounts we already have on top of Social Security are
crucially important and can be improved, the core tier of retirement income provided by
Social Security is not the right place for a new set of accounts. Building ownership and
wealth should not come at the expense of mortgaging future Social Security benefits --
which is precisely how the Administration’s proposal for accounts within Social Security
is structured. Nor should Social Security reform be associated with a significant increase
in public debt, which results from the cash-flow problems created by individual accounts
inside Social Security.

Accounts as loans

Under the Administration’s proposal, the individual account system would
involve two components: the individual account assets, which would contain a worker’s
deposits and the accumulated earnings on them, and a “liability account.” If a worker
chose to participate in the individual account system, four percentage points of payroll
taxes (initially up to a limit of $1,000, with the limit gradually eased over time) would be
diverted into the account, accumulate during the worker’s career, and be available to the
worker upon retirement.' Since the revenue diverted to this account would reduce the
financing available to the traditional Social Security system, a “liability account” would
also be created. The lability account would determine the debt owed back to Social
Security at retirement because of the diverted funds.

In effect, the individual accounts proposed by the Administration represent a
“Social Security line of credit.” Workers drawing upon that line of credit receive payroll
revenue in their individual account today, but must pay back the funds, plus interest at a 3

® A forthcoming paper from the Retirement Security Project will examine these changes in more detail.
Policy-makers considering introducing accounts within Social Security should also be careful to ensure that
such accounts would not be counted under the asset tests included in various means-tested benefit
programs.

' The limit would increase by $100 above wage inflation, at least through 2015. The Office of the Chief
Actuary, in its memorandum on the proposal, indicated that the parameters of the system past 2015 had not
been specified. It is noteworthy, however, that the White House Fact Sheet indicates that: “Under the
President’s plan, personal retirement accounts would start gradually. Yearly contribution limits would be
raised over time, eventually permitting all workers to set aside 4 percentage points of their payroll taxes in
their accounts.” Given this statement, the analysis in this testimony assumes that the threshold would
continue fo increase more rapidly than wages until all workers could contribute 4 percent of taxable
earnings. None of the qualitative conclusions are affected by this specific assumption,
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percent real annual rate, at retirement. Indeed, margin investing has similar mechanisms
and even similar terminology to the proposed accounts.

Upon retirement, the worker’s debt to the Social Security system would be repaid
by reducing his or her traditional Social Security benefits — that is, the monthly check
paid to a retiree. Specifically, the monthly benefit reduction would be computed so that
the present value of the reduction would equal the accumulated balance in the liability
account. In other words, the reduction in monthly benefits would be just enough, in
expected present value, to pay off the accumulated debt to the Social Security system. As
Greg Mankiw, former Chair of the Council of Economic Advisers under President Bush,
has written, “When a person signs up for a voluntary personal account, the government
puts, say, $1,000 in his or her account. In exchange, that person agrees to receive lower
benefits from the traditional defined-benefit system, by an amount equal to $1,000 in
present value.!

This system is quite similar to a loan: As under a loan, the worker receives cash
up-front and can invest the money. The worker pays back the borrowed funds, with
interest, later. The specific form of the repayment, through a reduction in traditional
Social Security benefits, does not alter the underlying nature of the transaction,

Actuarial and cash-flow effects

The 3 percent real rate is equal to the expected real interest rate on government
bonds projected by the Social Security trustees in their intermediate cost assumptions.
Since the interest rate on the loans is equal to the interest rate that the Social Security
system is assumed to earn on its own funds, the system is held harmless on each
individual loan, under the trustees’ assumptions, as long as the loans are repaid in full."?
Two crucial points are worth noting:

e First, even the Administration acknowledges that the accounts do nothing directly
to reduce the long-term deficit in Social Security.’3 In other words, individual

"' N. Gregory Mankiw, “Personal Dispute: Why Democrats Oppose Bush,” The New Republic, March 21,
2005.

12 Note that because of administrative costs, it is impossible for the worker to break even while holding
government bonds and for the government to be held harmless on the transaction. The reason is that one
party or the other must bear the administrative costs of the investment. Under the Administration’s
assumptions, for example, the real interest rate on government bonds is 3 percent per year. Under that
assumption, the system would hold the government harmless as long as the worker reached retirement and
paid back the Joan (the government would be held harmless since the loan carries the same real interest rate
as the projected government borrowing rate). The worker, however, would be worse off if she opted for an
account and held government bonds in it. Such an account would have a nef real yield of 2.7 percent per
year (the 3 percent real return on government bonds minus the assumed 0.3 percent per year in
administrative costs), leaving the worker with a net reduction in retirement income.

" A senior Administration official was quoted on February 2 as saying, “So in a long-term sense, the
personal accounts would have a net neutral effect on the fiscal situation of the Social Security and on the
federal government.” A reporter than asked: “And am I right in assuming that in the way you describe this,
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accounts are simply a non-answer to the question of how the deficit in Social
Security will be addressed.

¢ Second, the accounts are actually likely to impose a negative effect on Social
Security’s solvency. The reason is simply that there are several likely situations
in which the loan repayment back to Social Security (through reduced Social
Security benefits) would be insufficient to offset the cost of the diverted revenue.
Only if repayment is always made in full will the accounts be actuarially neutral
over an infinite horizon. If repayment is incomplete in some circumstances, the
accounts not only fail to reduce the Social Security deficit, they actually widen it.
For example, if a worker dies before retirement without a living spouse, the
amount in the individual asset account may be distributed to heirs, but the amount
in the individual liability account could be extinguished. As a result, some
“loans” are not paid off — and the system is thus made financially worse off.'* (A
married worker who dies before retirement would leave her account, but also her
debt repayment owed back to Social Security, to her surviving spouse.) It is worth
noting that a recent proposal by Robert Pozen, a member of President Bush’s
Social Security commission in 2001, would avoid the actuarial hole created by
pre-retirement deaths of non-married workers by having the government directly
reclaim part or all of the account upon the death of such a worker.'®

Even if the proposal were actuarially neutral over an infinite horizon, it would still
generate a large cash-flow problem. Substantial revenues would be diverted from Social
Security to individual accounts long before Social Security would receive the associated
“debt repayments” from the liability accounts, since the “debts” would not be repaid until
workers retired and their traditional Social Security benefits were reduced.

because it's 2 wash in terms of the net effect on Social Security from the accounts by themselves, that it
would be fair to describe this as having -- the personal accounts by themselves as having no effect
whatsoever on the solvency issue?” The senior Administration official replied: “That's a fair inference.”
Transeript of briefing as posted on Washington Post website: http://www.washingtonpost.com/ac2/wp-
dyn/A59045-2005Feb2 anguage=printer.

% As another example, the benefit reductions necessary to pay back Social Security -- especially if
combined with additional benefit reductions to restore long-term solvency -- may be so large that they
could prove politically untenable over time. Finally, even without political pressure to reduce loan
repayments, some repayments may be curtailed simply because the traditional defined benefit component
of Secial Security is too small to pay back the loan in full. This is particularly troubling since the
progressive benefit formula implies that those with higher earnings are more likely to be in a position in
which traditional benefits are insufficient to repay the loan. These effects mean that even over the
problematic infinite horizon preferred by the Administration, the accounts may harm solvency.

'* As the actuarial memorandum on a plan put forward by Mr. Pozen notes, “If there are no survivors, and
the worker dies before such benefit entitlement, their estate would receive the balance in their 1A at death
minus an offset that would be paid to the Trust Funds to compensate for their earlier allocations of a portion
of their payroll taxes to their 1A.” See “Estimated Financial Effects of a Comprehensive Social Security
Reform Proposal Including Progressive Price Indexing, February 10, 2005—a proposal developed by
Robert Pozen, member of the 2001 President's Commission to Strengthen Social Security,” available at
http:/fwww.ssa. gov/OACT/solvency/RPozen_20050210.pdf.
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To examine the time profile of the aggregate cash flows, I follow the
Administration’s assumption that two-thirds of workers would participate in the
accounts.'® Figure 3 shows the cash-flow effects. (The unusual pattern of the diverted
revenue over the next few years reflects the phase-in rules for the accounts.) The cash
flow from the individual accounts is negative over a period of about 45 years, because the
diverted revenue exceeds the benefit offsets until about 2050.

Currently, roughly 85 cents of every dollar in non-interest Social Security revenue
is used to pay benefits during the same year. If revenue were diverted into individual
accounts, the reduced cash flow would drive the trust fund balance to exhaustion sooner
than currently projected, requiring either some source of additional revenue to continue
paying benefits or a reduction in current benefits to offset the reduced revenue flow.
Indeed, the net cash outflow shown in the figure causes the trust fund to be exhausted
more than a decade earlier than in the absence of the accounts — 2030 rather than 2041.
Figure 4 shows the trust fund relative to Social Security’s costs each year, with and
without the account proposal. As the figure shows, at each point in time, the trust fund is
lower than it would have been in the absence of the accounts, because there are always
some outstanding “loans” made to workers.

Figure 3: Cash-flow effect from Administration’s individual account plan
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' To compute the benefit offsets, I combine the figures calculated by the Office of the Chief Actuary for
Model I from the President’s Commission to Strengthen Social Security, which assumed a 3.5 percent real
interest rate for the benefit offsets, and for Model 3, which assumed a 2.5 percent rate. 1 thank Jason
Furman for sharing some of his spreadsheets about the Administration’s plan.
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Another perspective on the impact of the proposed accounts comes from the effect
on the 75-year actuarial balance, the traditional measure used to evaluate solvency. While
no official projection is available for the full 75-year projection period, in part because
the Administration has not formally stipulated how it would handle these cash flow
problems, the actuarial deficit caused by the accounts over the next 75 years would
amount to about 0.6 percent of payroll. To put this in context, the actuarial deficit is
currently projected to be 1.9 percent of taxable payroll; if we add the Administration’s
individual accounts, the deficit over the next 75 years increases to about 2.5 percent of
payroll.'”

Figure 4: Trust Fund ratio under Administration’s individual account plan
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The cash-flow problems created by the accounts manifest themselves in publicly
held debt. Over the first ten years that they were in existence (2009-2018), the accounts

' To avoid having the individual accounts accelerate the exhaustion of the trust fund, private accounts
plans — including two of the plans put forward by the President’s Commission ~ would transfer substantial
amounts from the general budget to Social Security. Relying on such a transfer from the rest of budget
would be a major departure from the principles that have guided Social Security for its first 70 years. To
date, all of the funding has come from dedicated revenue sources, serving thereby to keep Social Security
out of the annual budget process. This is an attractive feature for a program that should neither be changed
frequently nor without adequate notice.
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would raise publicly held debt by more than $1 trillion; during their s%?ond decade
(2019-2028), they would raise publicly beld debt by more than $3.5 trillion.

The loan analogy helps to explain this increase in debt, and it also provides
insight into a surprising result: The debt increase would be permanent. To finance a loan
to a worker (provided in the form of revenue deposited into an individual account) under
the Administration’s proposal, the government borrows funds. If the worker repays the
loan, the additional government debt on that transaction is extinguished, so public debt
returns to the same level as if that worker had not opted for an account. But note that at
any point in time, even if all loans were eventually repaid, some loans would always be
outstanding. As a result, public debt would forever remain higher with the accounts than
without them.

Even if the accounts were combined with proposals to eliminate the underlying
deficit in Social Security, the increase in debt is likely to be extended and substantial.
For example, the leading proposal from the President’s Commission to Strengthen Social
Security in 2001 would have changed the determination of individual benefits to
incorporate what is commonly -- but somewhat misleadingly -- referred to as “price
indexing.” The change may sound innocuous, but as explained below, it would
dramatically reduce benefits over time. For the immediate purpose, note that price
indexation is sufficient by itself to more than eliminate the long-term deficit in Social
Security. Yet even if the accounts proposed by the Administration were combined with
this price indexing proposal, debt held by the public would remain higher than in the
absence of the combined proposal for roughly five decades.'®

Effects on tiers of retirement income
The cash-flow and publicly held debt problems highlighted above are not the only

downsides to introducing individual accounts within Social Security. Reducing
traditional Social Security benefits to make room for individual accounts would be

'® Such increases in debt would oceur even if the maximum account size were capped at its (wage-adjusted)
2015 level, rather than continuing to be increased more rapidly than wages after 2015 to ensure the White
House goal that all workers could eventually contribute 4 percent of payroll to the accounts.

' Some advocates of the Administration’s plan argue that the debt merely creates “explicit debt” in
exchange for “implicit debt” that the govemnment has already incurred (in the form of future Social Security
benefits). From this perspective, advocates argue that the loan transactions merely trade more explicit debt
for a reduction in implicit debt, since the loan repayments will reduee future Social Security benefits. The
argument is then put forward that these two types of debt -~ “implicit debt” and “explicit debt” - are
essentially the same, so that converting one into the other does not represent an increase in federal
liabilities and should not raise concerns. This argument is, however, seriously flawed. The two types of
debt are not equivalent. The explicit debt that the government would incur as a result of the
Administration’s proposal for individual accounts would have to be purchased by creditors in financial
markets. When the additional debt matured, it would have to be paid off or rolled over. By contrast, the
implicit debt associated with future Social Security benefit promises does nor have to be financed in
financial markets now. A government with a large explicit debt thus has less room for maneuver and is
more vulnerable to a lessening of confidence on the part of the financial markets than a government with a
large implicit debt. Converting implicit debt into explicit debt is thus problematic.
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unsound for society as a whole because it would substantially erode the core tier of
retirement income.

Figure 5 shows the tiers of retirement income under the Administration’s proposal
for individual accounts if it were combined with the proposal for “progressive price
indexing” that is discussed further below. As the figure shows, the core tier of retirement
income provided in the form of traditional Social Security benefits would be dramatically
reduced — from about 35 percent of previous wages to well under 135 percent for a
medium-wage earner retiring at age 65 in 2054. Such a dramatic reduction in the
foundation of retirement income raises a number of significant concerns, and the
observation that the worker’s individual account could replace part of the reduced income
does little to attenuate these concerns.

Figure 5: Tiers of retirement income with accounts and “progressive price
indexing”
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Figure shows initial replacement rates at retirement for medium-earning worker claiming benefits at age 65 in 2054

¢ Retirement benefits under Social Security provide an assured level of income that
does not depend on what happens in financial markets. Benefits are related to the
beneficiary’s average lifetime earnings and when the beneficiary chooses to retire.
With an individual account, by contrast, benefits during retirement depend on the
value of the assets accumulated in the account, which likewise depends in part on
lifetime earnings and retirement timing, but also on how well one has invested
and on how financial markets happened to perform during one’s career. It is
entirely appropriate and indeed beneficial for most individuals to accept the risks
of investing in financial markets as part of their overall retirement portfolio; it
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does not, however, make sense to incur such risks as a way of providing for a base
level of income during retirement, disability, or other times of need. Individual
accounts thus belong on top of Social Security, not instead of it.

» Retirement benefits under Social Security are protected from inflation and last as
long as the beneficiary lives. Individual accounts could, in principle, achieve
similar protections by requiring account holders, upon retiring, to convert their
account balances into a lifelong series of inflation-adjusted payments (that is, an
inflation-indexed annuity). The Administration’s proposal for individual accounts
does not include such a requirement in full, however. Even if it did, any such
requirement might not be politically sustainable. Individual accounts have been
promoted on the grounds that they would enhance “personal wealth” and
“ownership” of one’s retirement assets; this seems inconsistent with maintaining
substantial restrictions on how accountholders may access and use their accounts.
Moreover, the goal of “bequeathable wealth,” an explicit selling point of the
account proposal, is in direct conflict with financing benefits that last as long as
the beneficiary lives. One cannot use the same assets to both maximize benefits
during one’s own lifetime and leave something for one’s heirs.

¢ The Social Security benefit formula replaces a larger share of previous earnings
for lower earners than for higher earners. This provides a form of lifetime
earnings insurance that is not available through private markets. For the nation, it
helps reduce poverty and narrow income inequalities; for the individual, it
provides security. As proposed, the individual accounts do not contribute to this
form of lifetime earnings insurance.

* No political pressure exists to give earlier access to Social Security benefits. In
contrast, there is likely to be considerable pressure for individual accounts to
mimic 401(k)s and IRAs that allow pre-retirement access through loans and early
withdrawals. Such access could undermine the preservation of funds for
retirement.

e Social Security provides other benefits in addition to basic retirement income.
Some of these, such as disability benefits, would be difficult to integrate into an
individual accounts system.

» Individual accounts would require certain administrative costs to maintain, costs
that the present structure of Social Security avoids. The higher these costs, the
less generous the benefits that a given history of contributions can finance.

One final argument is worth exploring. Some advocates for accounts claim that
although the accounts do not directly help to reduce the Social Security deficit, they help
indirectly by serving as a “sweetener” to facilitate the necessary changes, especially
among higher earners. Several points about this argument should be noted:
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» The accounts are supposed to be the political deal offered to middle and higher
earners, in exchange for their accepting substantial benefit reductions to restore
solvency.”® Again, though, the account proposal is effectively an unsubsidized
loan from the government to the worker at the government bond interest rate
projected by the Social Security actuaries ~ which, as already noted, should not be
a particularly attractive offer for most higher earners.?' 1t is therefore incumbent
upon proponents of the “sweetener” argument to show that the accounts do indeed
serve the political purpose suggested for them (ie., to sugar-coat benefit
reductions or revenue increases).

o If the loans were subsidized, by carrying an interest rate lower than the
government bond rate, they may become more attractive to higher earners. But in
that case, their direct effect would impair long-term solvency, requiring further
benefit reductions or revenue increases simply to avoid imposing harm. In this
case, the net effect of the so-called “sweetener” would be beneficial to solvency
only if the other changes it facilitated somehow more than offset its direct harm.
Also note that in this case, those not participating in the accounts would, in effect,
be paying the subsidies for the workers who did participate in the accounts.

¢ Encouraging more equity ownership and asset accumulation among moderate and
lower earners is a sound policy objective, but the right approach to building
ownership and assets is not by borrowing against future Social Security benefits.
Instead, the types of reforms discussed in the first section of my testimony would
expand ownership and asset accumulation on top of Social Security among
moderate and lower earners.

In sum, the sweetener argument is typically framed as helping higher earners accept the
necessary structural changes to Social Security. Yet it is unclear why such higher earners
{who tend to already own a mix of stocks and bonds) should value accounts that are
effectively loans at the government bond interest rate.

% For example, Robert Pozen writes: “While the Social Security benefits of most middle and high eamners
would still rise under progressive indexing, they would grow more slowly than under the current system.
To make this package politicaily attractive, Congress should offer all workers the chance to offset most of
this slower growth in traditional benefits by allowing them to invest two percentage points out of the 12.4%
in payroll taxes they pay on all wages up to an annual maximum ($90,000 in 2005 and rising yearly).”
Robert Pozen, “The route to real pensions reform,” The Economist, Jan uary 6, 2005.

*! For workers who already own both stocks and bonds, the ability to borrow more at the government bond
rate should be of little or no value: Rather than borrowing at the government bond rate and buying stocks,
such workers could undertake virtually the same financial transaction at lower transaction costs simply by
selling some bonds and buying some stocks. Many average and higher earners already own a mix of stocks
and bonds. For example, data from the 2001 Survey of Consumer Finances indicate that 45 percent of
workers earning at least $40,000, and more than 50 percent of workers earn ing at least $60,000, live in
families that own both stocks and bonds (either in retirement accounts or in non-retirement accounts).
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IIL.  Solvency tradeoffs

Since individual accounts do not reduce Social Security’s deficit and indeed are
likely to expand it under realistic assumptions, eliminating the long-term deficit in Social
Security must involve some combination of revenue increases and benefit reductions.
Given this fundamental tradeoff, failing to dedicate additional revenue to Social Security
increases the required benefit cuts.

When push comes to shove, Americans seem to prefer mainly relying on
additional revenue -- or some combination of additional revenue and benefit reductions --
to mainly relying on benefit reductions.” That preference is sound, since failing to
dedicate additional revenue to Social Security would substantially reduce the foundation
of retirement income shown in Figure 1. To maintain a solid core tier of retirement
income, the solvency proposal that I designed with Professor Peter Diamond of MIT
combines revenue and benefit changes, rather than relying solely on benefit reductions
(as many alternative plans have done).” The plan does not affect benefits for workers
who are 55 years old or older this year. It protects the most vulnerable beneficiaries, asks
average earners to accept modest sacrifices in reform, and asks higher earners to play a
somewhat larger role in reaching long-term balance. It contains no accounting gimmicks
and has been scored as restoring long-term sustainable solvency to Social Security by
both the Social Security actuary and the Congressional Budget Office.

Dedicating the revenue from a reformed estate tax to Social Security is an
alternative way of attenuating the pressure on benefit reductions. For example, the Chief
Actuary of the Social Security Administration has estimated that maintaining the estate
tax at its 2009 levels -- with a $3.5 million exemption per person and a 45 percent top
rate -- and dedicating the revenue to Social Security would cover more than one-quarter
of the shortfall in the Social Security Trust Fund over the next 75 years. With an
exemption of $3.5 million per person, Tax Policy Center estimates suggest that only 0.3
percent of all persons expected to die in 2011 would be taxable in 2011, Only 50 taxable
estates in the entire nation would contain a small farm or small business (those valued at
less than $5 million) that comprised a majority of the estate. Yet, if the remaining deficit
were closed solely on the benefit side, the revenue collected from the reformed estate tax
would obviate more than $1 trillion in benefit reductions that would otherwise be
required to restore solvency over the next 75 years.”* For a 20-year-old medium-earning
worker today, it could mean avoiding about $1,500 per year in benefit reductions.

2 For example, in a survey conducted by economists Alan Blinder and Alan Krueger of Princeton
University, 30 percent said they would prefer to eliminate the Social Security deficit “mainly by raising the
payroll tax.” Another 5 percent responded “mainly by reducing Social Security benefits,” while 34 percent
responded “both.” Alan S. Blinder and Alan B. Krueger, “What Does the Public Know about Economic
Policy, and How Does It Know 1t?” Brookings Papers on Economic Activity 1:2004, pp. 327-87.

 Peter A. Diamond and Peter R. Orszag, Saving Social Security: A Balanced Approach (Brookings: 2004),

* The $1 trillion figure is in present value, since it cumulates benefit changes over a 75-year period. The
$1,500 annual figure cited for the 20-year-old medium earner is in inflation-adjusted dollars.
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If instead the tax rate on large estates were reduced to 15 percent, the revenue
collected would fall dramatically. As a result, the dedicated revenue would be sufficient
to close less than 10 percent of the projected 75-year deficit, and the benefit reductions
obviated would amount to only $300 billion in present value. In other words, with the
revenue from an estate tax dedicated to Social Security, reducing the tax rate on large
estates to 15 percent would increase the benefit reductions required to eliminate Social
Security’s deficit by $700 billion over the next 75 years. We as a society must decide
whether this $700 billion is better used to provide larger after-tax inheritances to wealthy
children or to reduce any benefit reductions necessary to restore solvency. Every dollar
of estate tax revenue dedicated to Social Security is a dollar less of benefit reductions or
payroll tax increases necessary to eliminate Social Security’s deficit.

IV: The flaws in “progressive price indexing”

This final section of my testimony examines a recent proposal to adopt
“progressive price indexing” for computing initial benefits at retirement. Despite its
apparent popularity in some circles, the proposal is deeply flawed. It involves an
excessive reliance on benefit reductions, it would cut benefits more if productivity
growth turns out to be higher than we currently expect, and fails to ask any more of the
nation’s very highest earners than those with high earnings.

To understand the problems with progressive price indexing, it is first necessary
to understand full “price indexing.” Although it sounds innocuous, price indexing would
reduce benefits far more than appears on the surface. For example, had this rule been
fully in effect by 1983, at the time of the last major reform to Social Security, benefits for
newly eligible retirees and disabled workers now would be almost 20 percent lower and
continuing to decline relative to current law.

Under current law, benefits for new retirees roughly keep pace with wage growth.
Successive generations of retirees thus receive higher benefits because they had higher
earnings -- and paid higher payroll taxes -- during their careers. This feature of the Social
Security system makes sense, since a goal of Social Security is to ensure that a worker’s
income does not drop too precipitously when the worker retires and ceases to have
earnings. A focus on how much of previous earnings are replaced by benefits (the
“replacement rate™) recognizes the real-world phenomenon by which families, having
become accustomed to a given level of consumption, experience difficult adjustment
problems with substantial declines in income during retirement.

The price-indexing proposal would alter the current system so that in determining
the initial benefit level, benefits would be reduced by the cumulative difference between
wage growth and price growth from the time the proposed system were implemented to
the retirement of a given generation. In other words, under “price indexing,” if average
real wages were ten percent larger after ten years, the roughly ten percent benefit growth
to keep pace with this wage growth would simply be removed. Since real wage growth is
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positive on average, compared to currently scheduled benefits, the change would reduce
initial benefit levels and the size of the reduction would increase over time.”

A recent proposal, often called “progressive price indexing,” would apply “price
indexing” of initial benefits for higher earners while continuing to use wage indexation
for lower earners.”® Specifically, the current benefit formula would continue to apply to
workers in the bottom 30 percent of the wage distribution. The full price indexation
proposal would be used to determine benefits for those whose wages equal or exceed the
maximum taxable earnings base ($90,000 in 2005). Workers with wages in between
these two would receive some combination of the benefit under the current formula and
the benefit under the price indexation formula.

The progressive price indexing proposal is seriously flawed for several reasons.?”
First, progressive price indexing imposes surprisingly large benefit reductions on average
earners. The reason is that it attempts to close too much of the actuarial deficit on the
benefit side. Other plans, such as the Diamond-Orszag one, dedicate additional revenue
to Social Security, mitigating the need for benefit reductions while still achieving long-
term financial balance. For example, progressive price indexing would reduce annual
benefits for a medium-earner who is 25 today and retires in 2045 by 16 percent;
Diamond-Orszag reduces benefits for such a worker by less than 9 percent (Table 1).
The difference amounts to almost $1,500 per year (in 2005 inflation-adjusted dollars).

Second, progressive price indexing imposes more substantial benefit reductions
on average earners and higher earners the higher productivity growth is, even though that
higher productivity reduces the 75-year actuarial imbalance in Social Security. Consider,
for example, the benefit reductions for maximum earners. A medium-earning 25-year old
at the time of legislation would have benefits reduced by about 15 percent under the
proposal if real wage growth is 1 percent annually. The benefit reduction for the 25-year-
old is significantly larger, about 25 percent, if real wage growth is 2 percent per year
(Table 2), even though the 75-year Social Security shortfall would be smaller in that case.
The differences are even more substantial for higher earners.

 The 2005 Trustees Report projects long-run growth of prices of 2.8 percent per year and long-run growth
of taxable wages of 3.9 percent per year, resulting in a growth of real wages of 1.1 percent per year. But
real wage growth may turn out to be larger or smaller than this amount.

* For further analysis of the proposal, see Jason Furman, “An Analysis of Using ‘Progressive Price
Indexing’ to Set Social Security Benefits,” Center on Budget and Policy Priorities, March 21, 2005,

*” The Social Security actuaries have estimated that this proposal would reduce the actuarial deficit over the
next 75 years by 1.4 percent of payroll, compared to the projected deficit of 1.9 percent of payroll. In other
words, more than a quarter of the gap would remain. Thus the proposal, by itself, does not restore solvency
to Social Security. Furthermore, the actuarial estimates assume that progressive price indexing applies to
all benefits — including disability and survivor benefits. If the plan were changed to conform with the
widespread consensus that disability and pre-retirement death survivors benefits should be protected, its
actuarial saving would be even smaller.
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Table 1: Benefit reductions for workers claiming benefits at age 65 in 2045

Progressive price indexing Diamond-Orszag
Benefit % change Benefit % change
(2005 dollars) | from current | (2005 dollars) | from current
benefit benefit
formula formula
Scaled low  earner $12,041 0% $11,945 -1%
(816,428 in 2003)
Scaled medium earner $16,584 -16% $18,052 -9%
(336,507 in 2003)
Scaled  high  earner $19,858 -25% $22,935 -13%
(838,411 in 2005)
Scaled maximum earner $22.829 -29% $25,755 -20%
(890,000 in 2005)

Source: Calculations by Jason Furman, based on memos from the Office of the Chief Actuary

Table 2: Effect of progressive price indexing on benefits for medium earners

Age when implemented | 1% real wage growth 2% real wage growth
55 0 0

45 -5% -10%

35 -10% -19%

25 -15% -25%

15 -19% -31%

Note: Calculated as 0.5647*(.99 %.1) and 0.5647*(.98 *®.1) respectively. The 0.5647 factor reflects the relative
percentage benefit reduction for the scaled medium earner compared to a steady maximum earner under the proposal,
until the benefit formula becomes flat for the top 70 percent of workers.

Any method of automatic indexing should be designed to help keep revenues and
expenditures closer to balance in the future. Progressive price indexing, though, does the
reverse. Even if they are the best possible set of projections currently available, it is
virtually certain that current projections of the next 75 years (let alone thereafter) will
prove to be incorrect in one direction or the other. Such uncertainty is not an excuse for
failing to act, but it does strongly suggest that policy changes should be adopted with an
eye toward how they will perform when the future turns out to be different than we
currently expect. Yet under progressive price indexing, if real wage growth is more rapid
than expected, benefit cuts are larger. If real wage growth is more rapid, though, the
underlying 75-year actuarial deficit (in the absence of this provision) is smaller. The
larger actual real wage growth turns out to be, the smaller the need for benefit reductions
but the larger those reductions actually are under progressive price indexing.

Third, progressive price indexing treats workers earning $90,000 the same as
workers earning $900,000 or even $9 miilion. The Diamond-Orszag proposal, along with
other recent proposals, instead asks the very highest earners to bear more of the burden in
restoring selvency. At the higher end of the earnings distribution, “progressive price
indexing” is not actually progressive.
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Finally, “progressive price indexing” ultimately leads to a flat benefit level for the
top 70 percent of earners. That is, most workers within a given generation would receive
the same dollar benefit even though their earnings have varied substantially (as have the
payroll taxes they paid). Under the current benefit formula and under the Diamond-
Orszag plan, higher earnings translate into higher benefit levels. Ultimately, progressive
price indexing leads to a system in which higher earners receive the same benefit as
moderate earners. The reason is that progressive price indexing reduces benefits for
higher earners while not reducing them for lower earners. As a result, the benefit level
for the highest earner evolves toward the level of that for the worker at the 30™ percentile.
Breaking the linkage between earnings and benefits in this fashion moves the system
from a focus on replacement rates to one of a minimum benefit level, which in turn may
undermine political support for the program. Furthermore, if the proposal were combined
with individual accounts of the type the Administration has proposed, many higher
earners may ultimately receive no check from the defined benefit component of the
program because the offset associated with the accounts would more than consume their
monthly benefit,

In summary, the “progressive price indexing” approach shows clearly the
implications of trying to close the long-term Social Security actuarial deficit primarily by
benefit reductions. Although it fails to restore solvency by itself and incorporates only
one particular pattern of how benefits could be reduced for workers born in different
years, it illustrates the broader implications of closing the actuarial deficit excessively on
the benefit side. Not surprisingly, such an approach involves dramatic reductions relative
to scheduled benefits.

It is worth emphasizing that the apparent objective behind progressive price
indexing -- to attenuate the burden of restoring solvency on lower earners -- is sound.
One motivation for this objective is that the extent to which people with higher earnings
and more education tend to live longer than those with lower earnings and less education
has increased significantly over the past several decades.”® This increasing gap in life
expectancy exacerbates Social’ Security’s financing shortfall and makes the system less
progressive on a lifetime basis (since higher earners will collect benefits for an
increasingly larger number of years, and thus enjoy larger lifetime benefits, relative to
lower earners). For this reason along with others, it makes sense to adjust the monthly
benefit formula in a manner that imposes larger proportionate reductions on higher
earners than lower earners. Rather than adopting the flawed progressive price indexing

% See, for example, Jonathan Skinner and Weiping Zhou, “The Measurement and Evolution of Health
Inequality: Evidence from the U.S. Medicare Population,” NBER Working Paper No. 10842, October
2004; Irma Elo and Kirsten P. Smith, “Trends in Educational Differentials in Mortality in the United
States,” presented at the Annual Meeting of the Population Association of America, May 2003; and
Gregory Pappas, Susan Queen, Wilbur Hadden, and Gail Fisher, “The Increasing Disparity in Mortality
between Socioeconomic Groups in the United States, 1960 and 1986 New England Journal of

Medicine, vol. 329, no. 2 (July 8, 1993), pp. 103-09, and the correction that appeared in the October 7,
1993, issue.
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approach, however, policy-makers should simply make direct adjustments to the benefit
formula to accomplish this objective.

Conclusion

Individual accounts can and should be strengthened on top of Social Security,
where they belong. The Administration’s proposal to introduce individual accounts
within Social Security would substantially increase debt, while failing to reduce the
projected Social Security deficit and likely increasing it. Progressive price indexing
involves unnecessarily large benefit reductions, is poorly designed in the face of
significant uncertainty over future productivity growth rates, and does not ask enough of
the nation’s very highest earners in helping to restore solvency to Social Security.
Policy-makers should instead explore ways of restoring solvency that combine revenue
and benefit changes; protect the most vulnerable beneficiaries; do not involve accounting
ploys or magic asterisks; and, since current projections are virtually certain to be wrong
in one direction or the other, sensibly adjust to future events as they unfold.
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RESPONSES TO QUESTIONS FROM SENATOR BAUCUS
DEEP BENEFIT CUTS

Question: An analysis of Mr. Pozen’s plan by the Office of the Chief Actuary of
the Social Security Administration was released on February 10th of this year. Ac-
cording to tables B1 and B2 of that analysis, a person who is born 5 years from
now, who retires at age 65, and has career earnings that are 60 percent greater
than the national average defined by the Social Security Administration—but which
is still only $59,000 this year—would have their benefits cut by about 40 percent
relative to current law. Isn’t that a deep benefit cut?

A worker who is born 5 years from now, retires at age 65 and who has career
earnings at the national average as defined by the Social Security Administration—
only $36,000 of earnings this year—would have their benefits cut by 28 percent.
Isn’t that a deep benefit cut?

These benefit cuts are not limited to those retiring in 2075. A worker who is 25
years old today with career earnings 60 percent above the national average—only
$59,000 this year—and who retires in 2045 would receive a benefit cut of 24 per-
cent. Isn’t that a deep benefit cut?

Answer: As my written testimony notes and as your question emphasizes, progres-
sive price-indexing imposes surprisingly large benefit reductions on average and
higher earners. The reason is that it attempts to close too much of the actuarial def-
icit on the benefit side. Other plans dedicate additional revenue to Social Security,
mitigating the need for benefit reductions while still achieving long-term financial
balance within the program.

PRICE-INDEXING AND WAGE-INDEXING

Question: In an article Mr. Pozen has written, he includes an example of the im-
pact of his “progressive price-indexing” proposal. The example is for someone who
has earnings that are 50 percent between the maximum earnings subject to tax and
the earnings level where wage-indexing ceases. He says that this person would have
their benefits half wage-indexed and half price-indexed. Isn’t this assertion that half
the benefit would be price-indexed and half would be wage-indexed wrong? What is
the correct analysis?

Answer: Mr. Pozen’s analysis is incorrect. A 25-year-old worker who is earning
$20,000 today (and whose wages increase in line with average wage growth in the
future) would experience no reduction in benefits under the progressive price-index-
ing proposal. A 25-year-old worker who is earning $90,000 today would experience
a benefit reduction of 29 percent. Yet a 25-year-old worker with earnings half-way
in between these two workers—with earnings of $55,000 per year—would experience
a benefit reduction of more than 23 percent. Mr. Pozen’s incorrect claim would sug-
gest instead that the worker would experience a reduction of only 14.5 percent (the
average of 29 percent and 0).

INFINITE HORIZON

Question: For the last couple of years, the Social Security trustees have made pro-
jections over the infinite horizon. Several of the witnesses at today’s hearing have
made similar statements about their proposals over the infinite horizon. Do you
thin?k the infinite horizon is helpful in the public policy debate about Social Secu-
rity?

Answer: Infinite horizon projections may provide useful information to analysts,
but they should not play a prominent role in the policy debate. The American Acad-
emy of Actuaries has expressed particularly strong concerns about infinite horizon
projections. In particular, the Social Insurance Committee of the American Academy
of Actuaries wrote that such projections “provide little if any useful information
about the program’s long-range finances and indeed are likely to mislead anyone
lacking technical expertise in the demographic, economic and actuarial aspects of
the program’s finances into believing that the program is in far worse financial con-
dition than is actually indicated. . . .”1 As a result, such infinite-horizon projections
should not be emphasized in policy discussions.

COST OF DELAYING REFORM

Question: President Bush recently claimed that delaying action on Social Security
by “ .. just 1 year adds $600 billion to the cost of fixing Social Security.” Other
administration officials have used the same figure. My understanding is that this

1See hitp:/ |www.actuary.org [ pdf/socialsecurity | tech_dec03.pdf.
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$600 billion figure is not at all what it seems to be. I thought that the latest trust-
ees’ report, in essence, made that point. Can you comment on this issue?

Answer: The $600 billion figure, which reflects the change in the infinite-horizon
deficit from 1 year to the next, is misleading for many reasons. First, it is based
on an infinite horizon calculation, as discussed above. Second, it does not adjust for
inflation or the size of the economy. As a share of the projected economy, the pro-
jected infinite-horizon deficit has not increased. As the Social Insurance Committee
of the American Academy of Actuaries has emphasized, “The infinite-time-horizon
unfunded-obligations estimate [in dollar terms] increases each year. . . . The public,
seeing annual large increases in unfunded obligations, is likely to be misled into be-
lieving that the program’s financial situation is deteriorating and the cost of restor-
ing actuarial balance is increasing, even if this is not the case.” Finally, the figure
is not put into the context of other policy choices. For example, applying the same
misleading methodology to the administration’s tax cuts as the administration ap-
plies to Social Security shows that the tax cuts “cost” about $1 trillion per year, be-
cau}sle their effect on the infinite-horizon fiscal gap increases by roughly that amount
each year.

INCREASING SAVINGS

Question: Let’s focus on lower-income taxpayers. Your testimony shows that
401(k) plan participation rates skyrocket among those earning less than $20,000
when automatic enrollment is added to the program: from 13 percent to 80 percent.

e Does this increase translate directly to increased personal savings?

e Most low-income taxpayers don’t have access to an employer-sponsored plan.
Are any of the other options you discussed as effective as automatic enrollment
in boosting savings for low-income taxpayers?

Answer: Automatic enrollment has been shown to increase participation rates in
401(k) plans, and automatic escalation has been shown to raise contribution rates
and accumulations within 401(k)s over time. It is theoretically possible that partici-
pants respond to automatic enrollment by decreasing their savings or increasing
their borrowing outside of the plan, which would diminish or eliminate any positive
effect on personal saving. It is likely, however, that the net effects on both personal
and national savings would be positive. Workers who become contributors through
automatic enrollment tend to be younger and have lower incomes and less education
than other participants. Evidence from the pension and 401(k) literature suggests
that a significant portion of contributions by households with these characteristics
is a net addition to personal and national savings.

SAVER’S CREDIT

Question: You recommend strengthening the Saver’s Credit. We obviously need to
make this credit permanent. You suggest we also should make it refundable, and
extend the credit to more middle-income households.

e First, which of the two—refundability or extension to more middle-income

households—will be most effective in actually increasing personal savings?

e And second, do you have an opinion as to whether the credit should be refunded
to the individual, or be transformed into a matching contribution and deposited
to the saver’s IRA or 401(k) plan?

Answer: Outside of 401(k) plans, the same logic of making saving easier could be
applied—which would be especially beneficial if combined with steps to increase the
incentive to save. For example, most American households receive an income tax re-
fund every year. For many, the refund is the largest single payment they can expect
to receive all year. Accordingly, the more than $200 billion issued annually in indi-
vidual income tax refunds presents a unique opportunity to increase personal sav-
ing. If this opportunity were combined with a stronger incentive for households to
save, the benefits could prove substantial. Recent research undertaken through the
Retirement Security Project strongly suggests that the combination of a clear and
understandable match for saving, easily accessible savings vehicles, the opportunity
to use part of an income tax refund to save, and professional assistance could gen-
erate a significant increase in retirement saving participation and contributions,
even among moderate- and low-income households.2

The research referenced above suggests an effective way to increase saving would
revamp the Saver’s Credit by simplifying its structure and changing the way in
which it is presented to tax filers. In my view, simplification is more likely to arise

2Esther Duflo, William Gale, Jeffrey Liebman, Peter Orszag, and Emmanuel Saez, “Saving
Incentives for Low- and Middle-Income Families: Evidence from a Field Experiment with H&R
Block,” Retirement Security Project Policy Brief 2005-5, May 2005.
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from making the tax provision refundable than by extending it further up the in-
come distribution. Furthermore, the evidence is suggestive that transforming the
credit into a matching contribution would make it more effective, in part by chang-
ing the way it is viewed by tax filers. This may be because of how a credit is per-
ceived, relative to a match of the same economic value. The 50 percent credit rate
for gross contributions under the Saver’s Credit, for example, is equivalent to having
the government match after-tax contributions on a 100-percent basis.? Experimental
work has shown that credit rates are much less effective than equivalent match
rates to induce people to contribute to charities.# Similarly, in the context of the
Saver’s Credit, it is possible that a 100-percent match rather than a 50-percent cred-
it could have a large effect on take-up.

RESPONSES TO QUESTIONS FROM SENATOR SMITH

Question: You each presented divergent views on how Social Security ought to be
reformed to resolve the solvency problem. For a moment, would you set aside your
preferred proposals and consider where the other panel participants are on this
issue. And taking this broader perspective, can you tell the committee where you
perceive there to be the common ground in resolving the issue?

Answer: 1 unfortunately found little common ground across the witnesses invited
to testify. I do, however, believe there are at least some areas of common ground
with Mr. Pozen and Ms. Entmacher. It is my understanding that we all agree that
carve-out accounts do not directly reduce the projected actuarial deficit. We also
seem to agree that some combination of benefit and revenue changes is necessary
to address the deficit, although Ms. Entmacher appears to prefer addressing the
projected deficit on the revenue side and Mr. Pozen appears to lean more heavily
on the benefit side.

Question: Mr. Orszag, you criticize the idea of progressive price-indexing. But, you
also acknowledge that we will need to increase taxes and/or constrain benefits. If
we are to protect the poor in any action we take to shore up the Social Security
system, what constraint option then would you suggest?

Answer: Progressive price-indexing is deeply flawed because the future is certain
to differ from what we currently project it to be. Policy changes should be adopted
with an eye toward how they will perform when the future turns out to be different
than we currently expect; progressive price-indexing fails this test miserably. Under
progressive price-indexing, if real wage growth is more rapid than expected, benefit
cuts are larger. But if real wage growth is more rapid, the underlying 75-year actu-
arial deficit (in the absence of this provision) is smaller. The larger actual real wage
growth turns out to be, the smaller the need for benefit reductions but the larger
those reductions actually are under progressive price-indexing. Therefore, under
progressive price-indexing, the severity of the benefit cuts is inversely proportional
to the need for the benefit cuts. I have put forward many other ideas for changing
the benefit formula, including many detailed proposals contained in my book with
Peter Diamond (Saving Social Security: A Balanced Approach, Brookings 2004).

RESPONSES TO QUESTIONS FROM SENATOR ROCKEFELLER

Question: How long would it take to fully transition from the current pay-as-you-
go Social Security program to a universally available private accounts system?

How much would it cost to continue to pay retiree benefits during this transition
period?

Isn’t it true that young people in their 20s and 30s would pay twice? They would
be paying for the retirement of their parents and grandparents who participated in
a pay-as-you-go system, but then these young workers would also be expected to
fund their own private accounts.

Answer: Under the administration’s proposal for accounts, the cash flow from the
accounts is negative over a period of roughly 45 years. Some have termed this pe-
riod the “transition” to individual accounts. The adverse effect on the public debt
from the accounts, however, is permanent. The reason is that, to finance a loan to

3Consider an individual who contributes $2,000 to a 401(k) plan or IRA. The saver’s credit
reduces Federal income tax liability by $1,000, which is 50 percent of $2,000. The net result
is a $2,000 account balance that costs the individual only $1,000 after taxes (the $2,000 con-
tribution minus the $1,000 tax credit). This is the same result as occurs if the net after-tax con-
tribution of $1,000 were matched at a 100-percent rate: the individual and the government each
effectively contribute $1,000 to the account. Similarly, the 20-percent and 10-percent credit rates
are equivalent to a 25-percent and 11-percent match, respectively.

4 Catherine Eckel, and Philip J. Grossman, “Rebate versus Matching: Does How We Subsidize
Charitable Contributions Matter?” Journal of Public Economics, 87(3—4), 681-701, 2003.
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a worker (provided in the form of revenue deposited into an individual account
under the administration’s proposal), the government borrows funds. If the worker
repays the loan, the additional government debt on that transaction is extinguished,
so public debt returns to the same level as if that worker had not opted for an ac-
count. But note that at any point in time, even if all loans were eventually repaid,
some loans would always be outstanding. As a result, public debt at any point in
time would forever remain higher with the accounts than without them. The addi-
tional, ongoing higher level of debt in the long term is substantial: the administra-
tion’s accounts involve a sustained increase in outstanding public debt of more than
30 percent of GDP; this increase is only somewhat smaller than today’s level of pub-
licly held debt relative to GDP (38 percent).

Question: Recently, President Bush traveled to Parkersburg, WV to visit the office
that stores the paper certificates for the government bonds held by the Social Secu-
rity trust fund. He made fun of these bond certificates, saying essentially that there
is “nothing” in the Social Security trust fund. He implied that little slips of paper
could not secure Americans’ retirement.

And yet, the President has repeatedly assured people that one of their investment
options in a private account would be government bonds. He has said that people
who are uncomfortable with the risks associated with investing in stocks would still
be able to invest in safe Federal bonds.

I would like to know if there is any real difference between the government bonds
in the Social Security trust fund that the President made fun of and the government
bonds that the President claims workers should feel confident purchasing for their
private accounts?

Answer: The Social Security trust fund currently holds more than $1.5 trillion in
Treasury securities. These assets are backed by the full faith and credit of the U.S.
Government, which is widely respected in the global financial markets as providing
the benchmark of security for any financial asset. The Treasury bonds held by the
Social Security trust fund are every bit as “real” as the Treasury bonds held by pri-
vate investors. Indeed, if anything, the vast bulk of the bonds held by the Social
Security trust fund are more valuable than tradeable government bonds because the
“special purpose” bonds held by the trust fund carry special features not available
on other government bonds.

The discussion of the “meaning” of the trust fund often conflates two issues:
whether the bonds held by the trust fund are assets to the Social Security system,
and whether they are assets for the government as a whole. The first question is
unambiguous: the bonds held by the trust fund are an asset to the Social Security
system because they earn interest income and, if necessary, can be redeemed to pay
benefits. The fact that these bonds are “paper” assets does not in any way reduce
their value. All pension funds hold paper IOUs; so would the individual accounts
that the commission favors. The value of all paper assets depends on the willingness
of someone to redeem them. The bonds held by the trust fund are, if anything, more
secure than other paper assets, given their U.S. Government backing. The second
issue, whether the accumulation of the trust fund assets has improved the capacity
of the U.S. government as a whole to meet future obligations, is more subtle. In my
view, the surpluses in the Social Security program have reduced the public debt
that would otherwise have been issued, contributed to national saving, and thereby
made it easier for the government to meet its future obligations.

Question: The President has suggested that retirees would be protected from mis-
managing their retirement funds, because they would be required to purchase an
annuity upon their retirement. The annuity would provide a steady stream of in-
come, at least at the poverty level. However, the annuity market is very sensitive
to market conditions.

Isn’t it true that workers with identical amounts in their accounts could receive
very different monthly benefits based on the level of the stock market on the day
they bought their annuities?

(Note: CRS examined two hypothetical workers who each had $200,000 in their
accounts and retired on different days in 2003. The worker who retired and bought
his annuity at the market peak on December 31st would get a $2,002 monthly annu-
ity [$24,024 yearlyl, but the worker who bought his annuity on the lowest day of
the market, March 11, would only get $1,395 [$16,740 yearly].)

Is this fair? How would retirees know when to buy their annuities?

Answer: Yes. As the CRS report study has shown, and as has been emphasized
in research by my colleague Gary Burtless, the pricing of annuities varies signifi-
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cantly across generations because of fluctuations in interest rates.5 It may make
sense for workers to bear this type of risk on top of a solid foundation of retirement
income; it does not make sense for workers to face this type of risk within the core
tier of retirement income.

Question: When the United Kingdom gave workers the option of private accounts,
there was a huge problem with investors taking advantage of workers and selling
them poor long-term investments. How should consumers be protected?

Answer: The U.K. experience should be carefully studied, since it vividly illus-
trates the problems that can arise when workers are not equipped with enough in-
formation to make wise choices regarding individual accounts. Ensuring that work-
ers have adequate information and financial education to manage their individual
accounts could be expensive, effectively adding to the administrative costs imposed
under such a system.

Question: Most proposals for private accounts require reductions in traditional So-
cial Security benefits to offset the worker’s payroll taxes that were diverted to fund
the private account. Some people have called this a privatization tax.

I am interested in understanding how such a privatization tax would be collected
on the account of someone who dies young, before retirement.

In such a case, would the worker’s survivors lose some of their anticipated Social
Security benefits to pay the government back for the private account?

Answer: A married worker who dies before retirement would leave her account,
but also her debt repayment owed back to Social Security, to her surviving spouse.
In other words, the surviving spouse would indeed lose some of their anticipated So-
cial Security benefits to pay the government back for the individual account.

If a worker dies before retirement without a living spouse, the amount in the indi-
vidual asset account may be distributed to heirs, but the amount owed back to So-
cial Security could be eliminated under the administration’s proposal. (The adminis-
tration has not clarified whether the amount owed back to Social Security would be
cancelled, but the proposals from the President’s commission in 2001 made this as-
sumption.) If these amounts owed back to Social Security were extinguished, the
system would be made financially worse off because of the accounts. A recent pro-
posal by Robert Pozen, a member of President Bush’s Social Security commission
in 2001, would avoid the actuarial harm created by pre-retirement deaths of non-
married workers by having the government directly reclaim part or all of the ac-
count upon the death of such a worker.6

Question: I am also interested in understanding how workers would pay back the
government if they were disabled early in their career.

President Bush often talks about a worker building up a large private account
over the course of his career and then being able to enjoy a more prosperous retire-
ment as a result of investment growth.

However, right now, about 40 percent of West Virginians who depend on Social
Security are receiving either disability or survivors benefits.

If someone becomes severely disabled at age 30 and is never able to work again,
what kind of balance would he be expected to have in his private account?

And how would his traditional Social Security benefits be reduced to pay for this
private account?

Answer: Under the administration’s approach, disabled workers who had not yet
reached retirement would be prohibited from withdrawing any funds from whatever
accounts they had accumulated before becoming disabled. Similarly, the loan repay-
ment associated with the account would not occur until retirement. In many cases,
the accounts accumulated by disabled workers would be very modest.

RESPONSES TO QUESTIONS FROM SENATOR LINCOLN

Question: Mr. Orszag, can you explain what would happen to the account of some-
one who dies young, before retirement—under the President’s plan or Mr. Pozen’s
plan?

58See, for example, Gary Burtless, Testimony Before the Subcommittee on Social Security of
the House Committee on Ways and Means, Hearing on Social Security and Pension Reform: Les-
sons From Other Countries, July 31, 2001.

6 As the actuarial memorandum on a plan put forward by Mr. Pozen notes, “If there are no
survivors, and the worker dies before such benefit entitlement, their estate would receive the
balance in their IA at death minus an offset that would be paid to the Trust Funds to com-
pensate for their earlier allocations of a portion of their payroll taxes to their IA.” See “Esti-
mated Financial Effects of a Comprehensive Social Security Reform Proposal Including Progres-
sive Price Indexing, February 10, 2005—a proposal developed by Robert Pozen, member of the
2001 President’s Commission to Strengthen Social Security,” available at hétp:/ /www.ssa.gov/
OACT /solvency | RPozen_20050210.pdf.
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Answer: A married worker who dies before retirement would leave her account,
but also her debt repayment owed back to Social Security, to her surviving spouse.
In other words, the surviving spouse would indeed lose some of their anticipated So-
cial Security benefits to pay the government back for the individual account.

If a worker dies before retirement without a living spouse, the amount in the indi-
vidual asset account may be distributed to heirs, but the amount owed back to So-
cial Security could be eliminated under the administration’s proposal. (The adminis-
tration has not clarified whether the amount owed back to Social Security would be
cancelled, but the proposals from the President’s commission in 2001 made this as-
sumption.) If these amounts owed back to Social Security were extinguished, the
system would be made financially worse off because of the accounts. A recent pro-
posal by Robert Pozen, a member of President Bush’s Social Security commission
in 2001, would avoid the actuarial harm created by pre-retirement deaths of non-
married workers by having the government directly reclaim part or all of the ac-
count upon the death of such a worker.

Question: I'm sure you all have heard retirement referred to as a three-legged
stool. One leg is private savings, one leg is employee benefits/pensions, and the last
leg is Social Security. American workers bear the risk for the first two legs but So-
cial Security is supposed to be the one leg of the stool that is stable, without risk.

I believe that one of the key points in today’s discussion is who should bear the
risk when it comes to Social Security—the government or the American worker. It
is my belief that the leg of the stool representing Social Security should remain sta-
ble. It seems to me that privatization would shift the risk of retirement savings to
the American worker, leaving millions of workers no secure source of retirement in-
come—with three shaky legs of the proverbial stool.

This is especially concerning for our Nation’s farmers. Farmers already subject
themselves to so much risk: the weather, trade pressures. This is an additional bur-
den that will have a negative impact on them.

Do you advocate that Congress shift the risk associated with Social Security from
the Federal Government to the American worker?

Answer: As my written testimony emphasizes, I do not believe that the Federal
Government should shift additional risk to individuals within the core tier of retire-
ment income.

Question: 1 believe that encouraging personal savings is a key component of this
debate. I am extremely interested in looking at ways to encourage individuals to
save more for their retirement. We are at the lowest savings rate in our Nation’s
history, and that is why financial literacy must be a part of this discussion. We
must cultivate a nation of savers, not borrowers.

Do you have recommendations on how to encourage personal savings?

Answer: My written testimony also highlights several specific steps we could take
to boost household saving for retirement. In particular, retirement security can be
significantly enhanced by improving 401(k)s and IRAs through commonsense re-
forms that both sides of the Social Security debate should embrace. In the face of
the difficult choices presented by the current system, many people simply procrasti-
nate, which dramatically raises the likelihood that they will not save enough for re-
tirement. Disarmingly simple concepts—such as changing 401(k) plans so that work-
ers are automatically enrolled unless they opt out, and making it easy to save part
of an income tax refund—have the potential to strengthen retirement security sig-
nificantly. Both sides of the Social Security debate should agree on the straight-
forward steps necessary to improve 401(k)s and IRAs, and should come together to
enact the changes immediately. More details on the required steps can be found at
wwuw.retirementsecurityproject.org.
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TESTIMONY ON PROGRESSIVE INDEXING
before the Senate Finance Committee
April 26, 2005

by Robert C. Pozen
Chairman
MFS Investment Management

Mr. Chairman and Committee Members:

Thank you for the opportunity to present my proposal for reforming Social Security called
“Progressive Indexing”. As explained below, progressive indexing is a fair and workable approach to
returning the Social Security system fo solvency. In my view, the Congressional debate needs to focus
first on solvency, and only then on personal accounts. Sclvency is the “spinach” that needs to be eaten

before we get to the “dessert” of personal accounts.

It bears emphasis that progressive indexing can address the solvency issue without additional
reforms. it would close the tong-term deficit of Social Security by over 70%-—from a present value of
$3.8 trillion to roughly $1.1 trillion. Progressive indexing of Sociat Security benefits would not begin until

2012, in order to preserve the scheduled benefits of current retirees and those nearing retirement.

Progressive indexing can also be combined with other types of benefit reforms such as moving
back the retirement age, or it can be combined with revenue raisers such as increasing the wage base
subject to payroll taxes. in addition, progressive indexing can be combined with personal accounts ~
either carve-outs such as 2% per year from the 12.4% payroll tax, or add-on accounts such as

enhancements to individual Retirement Accounts (IRAs).

This testimony will begin by explaining how progressive indexing works, next it will rebut the key
arguments against progressive indexing, and then it will describe how progressive indexing might be

combined with other approaches to Social Security reform.
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Progressive Indexing

After workers retire and begin to receive Social Security benefits, these benefits
are increased each year by cost of living adjustments (COLAs) — reflecting increases in
consumer prices each year. This is called price indexing. By cont‘rast, when the initial
Social Security benefits of workers are set at the time of their retirement, their average
career earnings are adjusted upward by the rate at which American wages have

increased during their careers. This is called wage indexing.

Progressive indexing means the continuation of wage indexing for all workers
retiring in 2012 and later years whose career earnings average $25,000 per year or less
(indexed to wages over time). All these low-wage workers would receive the Social
Security benefits they are presently scheduled to receive under present law (scheduled
benefits). Most of these low-wage workers do not have sources of retirement income
other than Social Security ~ for example, 401(k) plans or IRAs. As mentioned previously,
progressive indexing would also maintain current schedules for Social Security benefits

for all retirees and afl those retiring before 2012.

The initial benefits of all workers with career earnings above $113,000 per year in
2012 {the maximum wage base subject to FICA taxes in that year) would be increased by
- price indexing ~ the rise in prices during their working careers. These workers are
relatively well off, most receive retirement income from 401(k) plans and IRAs in addition
to Social Security benefits. The initial benefits of workers above $25,000 per year and
lower than $113,000 per year in average career earnings would be increased by a
proportional mix of wage and price indexing. For example, a worker with career earnings
in the middle of the range would have his or her Social Security benefits adjusted upward

approximately 50% by wage indexing and 50% by price indexing.

Progressive indexing is illustrated by the chart in Appendix A. The continuous
line shows the path of Social Security benefit growth under wage indexing, which would

apply to workers with average career earnings of $25,000 per year and below. The
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hyphenated line shows the path of Social Security benefit growth under price indexing,
which would apply 1o workers with average career earnings of $113,000 per year and
above. The dotted line shows the path of Social Security benefit growth under a blend of
half-wage indexing and half-price indexing, which would apply to workers with career

earnings in the middle of this range.

it Arguments Against Progressive Indexing

There are several arguments that have been made against progressive indexing.

In my view, none of these arguments is well founded,

A. “Too Favorable” for L ow-Wage Workers

Progressive indexing has been criticized as “too favorable” for low-wage
workers because it provides them with faster growth of Social Security benefits
than middle or high earners. For this purpose, low-wage workers mean workers
with $25,000 per year or less in average career earnings; these workers

constitute roughly 30% of all workers in the United States.

As mentioned above, these low-wage workers have minimal participation
in IRAs and 401(k})s; they depend almost entirely on Social Security for
retirement income. By contrast, most middle and high earners participate in
these private retirement programs, which are heavily subsidized under the
federal tax code. In 2004, for example, the tax subsidies for IRAs were
approximately $55 billion. Thus, from the perspective of overall government
support of retirement income, progressive indexing of Social Security benefits is

needed to bring about even-handed treatment of all wage groups.

B. “Benefit Cut” for Middie Earners

Progressive indexing has been criticized as imposing a “benefit cut” for
middle-wage workers because their Social Security benefits would grow more

slowly under progressive indexing than under the current schedule. While their
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benefit growth will be slower, this should not be considered a "benefit cut” for two
reasons. First, according te the United States Supreme Court, future retirees
have no legal entitlement to the current schedule of Social Security benefits.
{Under progressive indexing, all Social Security benefits are preserved for any

worker already in retirement or retiring before 2012).

Second, more practically, the purchasing power of the Social Security
benefits received by the middle earner under progressive indexing will still
increase over time. For example, under the current schedule, a scaled middie
earner retiring at age 65 in 2005 would receive approximately $14,400 per year
in initial Social Security benefits. Under progressive indexing, a scaled middle
earner retiring at age 65 in 2055 would receive approximately $17,400 per year
in initial Social Security benefits, as compared to $21,770 per year under the
current schedule (all figures expressed in constant 2004 dollars). Thus, although
the yearly benefits for middle earners would grow more slowly under progressive
indexing than under the current schedule, the purchasing power of their benefits
would increase by over 20% from 2005 to 2055 (from $14,400 to $17,400 in

constant 2004 dollars).

C. Lose “Political Support” of High Earners

Progressive indexing has been criticized for reducing the Social Security
benefits of high earners to the point where the Social Security benefits of all
wage groups are the same. While progressive indexing would produce a flat
benefit if it continued beyond 2100 that is neither necessary nor contemplated.
Progressive indexing as modeled stops at 2079; it can be stopped before 2079 in

order to retain a larger differential in Social Security benefits among wage groups.

Moreover, some of these critics of progressive indexing are inconsistent
in their political analysis of high-wage workers. On the one hand, these critics

express fears that high-wage workers will no longer “politically support” Social
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Security if the benefits of these workers grow more slowly than scheduled. On
the other hand, these same critics often advocate increased payroll taxes for
high-wage workers with minimal extra Social Security benefits for them. Inmy
view, the political support of high-wage workers will depend on what they receive

in Social Security benefits relative to what they contribute in payroll taxes.

D. Relationship Between Wages and Prices

Wages have grown on average 1.1% per year faster than prices during
the twentieth century in the United States. Critics of progressive indexing have
pointed out that the historic relationship between wage and price growth may
change over the next 75 years in the United States. On one hand, wages might
grow faster than prices by more than 1,1% per year, or the gap between wage

and price growth might narrow over time.

This is a reasonable criticism, which should be addressed by careful
legislative draftsmanship. For example, instead of using price indexing,
Congress could define the indexing applicable to the calculation of the initial

benefits of high wage workers as annual wage growth minus 1.1% per year.

. Combinations with Progressive Indexing

Progressive indexing can be implemented alone or combined with other approaches to

Social Security reform. Set forth below are a few examples of such combinations.

A. Combined with Normal Retirement Age

As mentioned above, it would be feasible to stop progressive indexing at a date
before 2079 (i.e., return to wage indexing only for years after that date) in order to retain
larger differences in Social Security benefits among various groups of earners. In that
scenario, it might make sense to move back normal retirement age (NRA) after the year
when progressive indexing is stopped in order to continue moving the Social Security

system toward the goal of permanent solvency.
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For example, if progressive indexing of Social Security were stopped in 2061, it
would be feasible to move back NRA gradually to age 68 ¥z from 2061 to 2079 (at arate
of one month in NRA for every calendar year during this 18-year period). Although
changes in NRA may not be popular among voters, they may be politically acceptable if

instituted in distant time periods.

B. Combined with Carve-out Accounts

Since progressive indexing would slow the growth of Social Security benefits for
some workers, it could be combined with a personal retirement account (PRA) involving a
voluntary allocation of a modest portion — such as 2% ~ of 12.4% in payroll taxes. Any
worker who made such an allocation to a PRA would have to accept a lower traditional
Social Security benefits since he or she would be paying in lower amounts to the
traditional system. The PRA would be presumptively invested in a low-cost balanced
account, comprised 60% of an equity index fund and 40% of a bond index fund, which
would have a good chance of earning higher returns than the Social Security system over

30 to 35 years — the entire careers of these workers.

Critics have pointed out that carve-out PRAs would not improve the solvency of
the Social Security system and would increase government borrowing. As illustrated by
the chart in Appendix B, however, a combination of progressive indexing and a carve-out
PRA with a 2% allocation (limited to $3,000 per year with the limit indexed to prices)
would make Social Security solvent by the end of the standard 75-year period used to
measure the system’s solvency. No government borrowing would be needed until 2030
and such borrowing would be completed before 2079. Moreover, the government
borrowing needed to finance this combination would be $2 trillion lower than the

government borrowing needed to finance the current Social Security system over the

next 75 years.
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C. Combined with Add-on Accounts

For those who oppose carve-out PRAs, progressive indexing could be combined
with various forms of add-on accounts in a legislative package. Again, add-on accounts
themselves will not make Social Security solvent and would increase the budget deficit.
However, a combination of progressive indexing with modest expenditures for add-on

accounts could be designed to substantially improve the solvency of Social Security.

In my view, the most efficient way to pursue add-on accounts is to enhance the
existing structure of IRAs, rather than to create an entirely new set of accounts. One
possibility would be to transform the low-income tax credit for IRA contributions into a
partially refundable tax credit. This would make the tax credit effective for families with
incomes below $40,000 per year, who often do not pay federal income taxes. Another
possibility would be to remove the income ceiling from the Roth IRA, which currently
starts to phase out for families with incomes over $120,000 per year. The removal of the
income ceiling would be a political quid pro quo for high wage earners with the slowest

growth Social Security benefits under progressive indexing.

D. Combined with Raising Payroll Tax Base

For those who insist on increasing the payroll tax base, this can be combined
with progressive indexing (and perhaps a new type of personal account). In my view, it
would be unfair to raise the payroll tax base from $90,000 to $150,000 or $200,000 per
year. This would impose a huge tax increase on workers in these brackets, while not
touching most of the earnings of the workers with very high wages. A fairer approach,
based on the Medicare model, would be to impose a 2.9% payroll tax on earnings above

$90,000 per year without an earnings limit.

If such a 2.9% incremental tax above the current maximum earnings base were
implemented, what would be the Social Security benefits associated with this 2.9%

incremental payroll tax? To maintain the framework of social insurance, Congress would
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have to grant substantial benefits for that incremental tax. On the other hand, there might
be a public outcry against very large monthiy checks from Social Security 1o millionaires.
A possible compromise would be to allow 2% of the 2.9% incremental tax to be invested

in 2 PRA, while dedicating 0.9% to increasing the solvency of Social Security.

Conclusion

Progressive indexing provides a fair and workabie foundation for fegislative efforts aimed at
improving the solvency of Social Security system. Progressive indexing is flexible with regard to the date
itis implemented and the date it is stopped. Moreover, progressive indexing can be combined with

various forms of political “sweeteners” to make a viable legislative package.

| would be happy to answer any questions that any Senator might have about progressive

indexing. Thank you again for the opportunity to testify on this very important subject.
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Answers to Questions Submitted for the Record to
Robert C. Pozen after the Senate Finance Committee Hearing on April 27, 2005

Senator Baucus

Deep Spending Cuts: An analysis of your plan by the Office of the Chief Actuary of the Social
Security Administration was released on February 10 of this year. According to Tables Bl and B2
of that analysis, a person who is born 5 years from now, who retires at age 65, and has career
earnings that are 60 percent greater than the national average defined by the Social Security
Administration—but which is still only $59,000 this year—would have their benefits cut by about
40 percent relative to current law. Isn’t that a deep benefit cut?

A worker who is born 5 years from now, retires at age 65 and who has career earnings at the
national average as defined by the Social Security Administration—only $36,000 of earnings this
year—would have their benefits cut by 28 percent. Isn’t that a deep benefit cut?

These benefit cuts are not limited to those retiring in 2075. A worker who is 25 years old today
with career earnings 60 percent above the national average—only $59,000 this year—and who
retires in 2045, would receive a benefit cut of 24 percent. Isn’t that a deep benefit cut?

Response

In the first example, you point out that under progressive indexing a worker earning 60 percent
greater than the national average would receive a reduction in scheduled benefits of 40 percent
when retiring in 2075. In the second example, you make a similar point about someone who cams
the national average, retires in 2075 and receives 28 percent less than scheduled benefits. In both
cases, you ask: “Isn't that a deep benefit cut?”

While these represent “deep cuts” relative to scheduled benefits, there are other relevant ways to
evaluate progressive indexing or other plans for Social Security reform. First, since we cannot
afford scheduled benefits, there will be an automatic, across-the-board reduction of 26 percent from
scheduled benefits in 2041 unless Congress enacts major reforms in Social Security. Second, for
both the workers at the national average and at 60 percent above the national average, they would
receive a substantial increase in the purchasing power of their benefits under progressive indexing.
Third, we would expect that middle and high earners would participate in tax-subsidized retirement
plans that would replace a significant portion of the nominal decline in their scheduled benefits.

Price-Indexing and Wage-Indexing: In an article you have written, you include an example of the
impact of your “progressive price-indexing” proposal. The example is for someone who has
carnings that are 50 percent between the maximum earnings subject to tax, and the earnings level
where wage-indexing ceases. You say that this person would have their benefits half wage-indexed
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and half price-indexed. Do you still believe that half the benefit would be price-indexed and half
would be wage-indexed? If not, what do you now think is the correct analysis?

Response

In an early article, I did mistakenly estimate that workers at the midpoint of the scale between
$25,000 and $113,000 would have their benefits half wage-indexed and half priced-indexed.
However, I publicly corrected that mistake a month before the Senate Finance Committee hearing. [
now estimate that the initial benefits of a worker with average career earnings of roughly $50,000
in 2012 would be subject half to wage-indexing and half to price-indexing under progressive
indexing.

Senator Smith

You each presented divergent views on how Social Security ought to be reformed to resolve the
solvency problem. For a moment, would you set aside your preferred proposals and consider where
the other panel participants are on this issue. And taking this broader perspective, can you tell the
committee where you perceive there to be the common ground in resolving the issue?

Response

You asked whether there are common grounds for Social Security reform. I believe there are
several:

1. The benefit structure for Social Security should be made more progressive (though there is
disagreement on how much),

2. The reform of Social Security should take into account the incentives for private retirement
programs, which should be enhanced in the legislative package.

3. A milder form of progressive income could be combined with some increase in normal
retirement age in the out years (past 2030 and perhaps past 2050).

4. Constraints on benefit reforms could be combined with a modest increase in the payroll tax base,
and some portion of that increase could be allocated to an add-on account (such as a Roth IRA).
Senator Rockefeller

Question #1: How long would it take to fully transition from the current pay-as-you-go Social
Security program to a universally available private accounts system?

How much would it cost to continue to pay retiree benefits during this transition period?
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Isn’t it true that young people in their 20s and 30s would pay twice? They would be paying for the
retirement of their parents and grandparents who participated in a pay-as-you-go system, but then
these young workers would also be expected to fund their own private accounts.

Response

1 can answer these questions only with respect to a proposal scored for me by the Chief Actuary of
Social Security: a combination of progressive indexing and a voluntary personal account equal to 2
percent of FICA earnings, subject to an annual limit of $3,000 (with the limit indexed to price
inflation). Under that combined proposal, government borrowing for Social Security benefits would
not begin until 2030 and would end before 2079, at which time the Social Security system would be
solvent and financially self-sustaining. During this period, the total borrowings under progressive
indexing would be roughly $2 trillion—approximately half of the government borrowings that
would be required if we tried to finance scheduled benefits through 2079.

Question #2: Recently, President Bush traveled to Parkersburg, West Virginia to visit the office
that stores the paper certificates for the government bonds held by the Social Security trust fund.
He made fun of these bond certificates, saying essentially that there is “nothing” in the Social
Security trust fund. He implied that little slips of paper could not secure Americans’ retirement.

And yet, the President has repeatedly assured people that one of their investment options in a
private account would be government bonds. He has said that people who are uncomfortable with
the risks associated with investing in stocks would still be able to invest in safe Federal bonds.

I would like to know if there is any real difference between the government bonds in the Social
Security trust fund that the President made fun of and the government bonds that the President
claims workers should feel confident purchasing for their private accounts?

Response

The U.S. Treasury bonds held by the Social Security trust fund and the U.S. government bonds held
in private accounts would both be valid debt instruments that will be paid in full by the U.S.
government as they come due. However, the U.S. Treasury bonds held by the Social Security trust
are a form of intergovernmental debt, in contrast to the publicly held debt that would be acquired
by private accounts. Such intergovernmental debt represents a claim by the Social Security trust
fund that can be met only if another governmental entity (i.e., Congress) makes an appropriation
out of its budget or issues new debt to the public.

Question #3: The President has suggested that retirees would be protected from mismanaging their
retirement funds, because they would be required to purchase an annuity upon their retirement.
The annuity would provide a steady stream of income, at least at the poverty level. However, the
annuity market is very sensitive to market conditions.
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Isn’t it true that workers with identical amounts in their accounts could receive very different
monthly benefits based on the level of the stock market on the day they bought their annuities?

{Note: CRS examined two hypothetical workers who each had $200,000 in their accounts and
retired on different days in 2003. The worker who retired and bought his annuity at the market peak
on December 31 would get a $2,002 monthly annuity (324,024 yearly), but the worker who bought
his annuity on the lowest day of the market, March 11, would only get $1,395 ($16,740 yearly)]. Is
this fair? How would retirees know when to buy their annuities?

Response

There could be substantial differences in the annuities purchased by workers with similar
contributions to their personal accounts depending on the timing of that purchase and the market
conditions at that time. These differences could be reduced (but not eliminated) by not requiring
workers to apply all of the monies in their accounts to the purchase of an annuity at the date of
retirement. For instance, the annuities could be purchased in four annual installments starting in the
year of retirement.

Question #4: When the United Kingdom gave workers the option of private accounts, there was a
huge problem with investors taking advantage of workers and selling them poor long-term
investments. How should consumers be protected?

Response

The United Kingdom followed what I call the IRA model—allowing workers to choose any
financial institution and any investment product they wanted for their personal accounts. This led to
high account costs and undiversified investments.

We can avoid these problems by requiring all personal accounts to be invested in a narrow range of
balanced accounts administered centrally by the trustees of the Federal Thrift Plan. This plan offers
a limited number of index funds at a very low cost (less than 7 basis points per year). Personal
accounts could be presumptively invested in a balanced and diversified portfolio comprised 50
percent of stock index funds and 50 percent of bond index funds.

Senator Lincoln

Risk Shifting for Social Security: I'm sure you all have heard retirement referred to as a three-
legged stool. One leg is private savings, one leg is employee benefits/pensions, and the last leg is
Social Security. American workers bear the risk for the first two legs, but Social Security is
supposed to be the one leg of the stool that is stable, without risk.

I believe that one of the key points in today’s discussion is who should bear the tisk when it comes
to Social Security—the government or the American worker. It is my belief that the leg of the stool
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representing Social Security should remain stable. It seems to me that privatization would shift the
risk of retirement savings to the American worker, leaving millions of workers no secure source of
retirement income—with three shaky legs of the proverbial stool.

This is especially concerning for our Nation’s farmers. Farmers already subject themselves to so
much risk (the weather, trade pressures). This is an additional burden that will have a negative
impact on them.

Do you advocate that Congress shift the risk associated with Social Security from the Federal
Government to the American worker?

Response

Social Security should provide an income floor to all workers, which should be guaranteed by the
Federal Government. However, we should not expect the Federal Government to guarantee all the
retirement income of middie and high eamers. For a portion of their retirement income, these two
groups can afford to assume the moderate investment risks associated with long-term investing in a
balanced portfolio of diversified, low-cost funds.

Encouraging Personal Savings: 1 believe that encouraging personal savings is a key component of
this debate. 1 am extremely interested in looking at ways to encourage individuals to save more for
their retirement, We are at the lowest savings rate in our Nation’s history, and that is why financial
literacy must be a part of this discussion. We must cultivate a nation of savers, not borrowers.

Do you have recommendations on how to encourage personal savings?

Response

T have several recommendations to encourage personal savings.

1. Allow Federal income tax refunds to be directly invested, in part or in whole, in IRAs.

2. Require all employers above a certain size to automatically enroll all employees with salaries
above a certain level in a defined contribution plan, provided by a qualified financial institution,

subject to an opt-out by the employees.

3. Enhance the low-income savers credit to provide a partially refundable matching credit for IRA
contributions by low-income workers.

4. If the growth of Social Security benefits is limited to price-indexing for workers with average
career earnings over $113,000 per year, they should be encouraged to replace those retirement
benefits by lifling the income ceiling on Roth IRAs (which begins to phase out above $120,000 per
year).
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Senator John D. Rockefeller IV
Opening Statement — Finance Committee: Social Security
April 26, 2005

Mr. Chairman, | truly appreciate your holding this hearing on Social Security.
This is a vital program from 45 million Americans, including 405,000 West
Virginians. |t is a successful social insurance that protects seniors in retirement
so they do not spend their golden years in poverty. It also supports workers who
become disabled and children and surviving spouses in times of a tragic early
death.

Given the importance of this program, and its historical success, | believe our first
priority should be: Do No Harm.

Despite efforts to panic seniors and push the public to accept a “quick fix” by
suggesting that Social Security is in an immediate crisis, the reality is that we
have time to thoroughly debate all the issues, and do this right — in a thoughtful
non-partisan, or bipartisan way. There is no need to rush to a quick mark-up.
The Social Security Trust Funds will maintain our current system until at least
2041.

We do need to make some modest reforms to Social Security for long- term
solvency and for the next generation. But we should do so thoughtfully and
carefully.

The President, and others, are suggesting private accounts. | wonder why, since
private accounts to not address the fundamental question of long-term solvency.
In fact, private accounts aggravate the long-term solvency problem rather than fix
it. Private accounts also would create trillions of dollars in additional debt over a
20 to 40 year transition period which our economy cannot afford. Our children
should not inherit overwhelming debt and a risky, inadequate social insurance
program, as suggested by the Administration’s private accounts as a
replacement for a guaranteed, secure Social Security benefits.

This issue is fundamental for West Virginians. My state relies on Social Security
more than any other state. 58% of seniors would be in poverty without Social
Security. Over 26,000 children are secure despite the loss of their parent, thanks
to the Social Security survivor benefits. 94,000 disabled workers and their
families survive, thanks to the disability benefits. We must ensure that the same
secure benefits and social insurance are in tact for the next generation, without
enormous debts.
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| have been hosting roundtables throughout my state. Seniors are nervous.
People are skeptical, and that skepticism will grow as the stock market tumbles.
My sense is that people are also confused by the President’s talk of reform,
because he has never laid out any specifics of how he would finance private
accounts and make the Social Security system solvent.

The President made the situation more confusing recently by claiming that the
Social Security Trust Fund is meaningless. To suggest that the Social Security
Trust Fund bonds, in Parkersburg West Virginia, are meaningless slips of paper
is irresponsible because it draws into question the full faith and credit of U.S.
government securities. Our country has never — ever — defaulted on government
securities, and it will not.

Mr. Chairman, | am pleased that the Committee will have this opportunity to hear
from experts about possible Social Security reforms. It is time to have a serious
debate about proposals, and have an opportunity to get answers to the many
questions that private accounts raise.

My guiding principle, as we consider ways to change the Social Security system
will be: First, we should do no harm.
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Statement of Senator Gordon Smith
Hearing on Social Security:
Proposals To Achieve Sustainable Solvency, With and Without Personal Accounts
Committee on Finance
United States Senate
April 26, 2005

Mr. Chairman, thank you for putting this hearing together today. With the heightened
interest that the President and others have brought to the financial problems confronting
Social Security, the public is now becoming much better informed about the necessity to
take action soon. We are fortunate to hear from the witnesses you have brought before us
today, for as a group they illustrate a broad spectrum of the possible approaches that can
be taken to shore up the system. This isn’t a Republican hearing or a Democratic
hearing. It is a Social Security hearing. And the wide range of proposals that will be
presented by our witnesses shows your desire to reach out for the broadest possible
political consensus on how to deal with the issues of this vital program.

Social Security has become the most enduring social experiment in American history. It
has changed the lives of countless Americans over the past 65 years, and its success has
undoubtedly surpassed that which its founders could have imagined or hoped for under
the most optimistic of their expectations. For those who have toiled for two-thirds or
more of their lives, it now means the difference between living with self respect in their
advanced years and living with the stigma of welfare. At the program’s inception in
1935, half or more of the nation’s elderly were on the dole or dependent on family
members to scrape out the most meager levels of subsistence. With numerous
improvements in coverage and benefits over the past half century, Social Security now
provides 40 percent of the income of the nation’s seniors, making it their largest source of
retirement income. For the disabled and survivors of deceased workers, its insurance
value is hard to match and means the difference between a reasonable standard of living
and scanty public assistance payments, poor housing, inadequate health care, and bad
nutrition. And while we tend to view Social Security as a program for the aged, few
realize how significant it is as source of support for children-—children disadvantaged by
the death or disablement of a parent—or for young widows trying to hold a household
together after the loss of their spouse. Today 48 million people—nearly one in six
Americans—receives its benefits. .. benefits provided as a matter of right... not the
benevolence of government. They have the dignity of knowing that those benefits have
been paid for—by themselves, a spouse, or a parent through taxes they paid over an
entire work life.

Even as we debate its future, Social Security provides a payment that people can count
on. The government won’t go out of business. .. it won’t run out money. .. and with cost-
of living-adjustments rarely found elsewhere in retirement programs, the benefits Social
Security furnishes to today’s retirees, widows, divorced spouses, and aged parents won’t
diminish as they grow old.
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In a democracy, the political system reacts to the needs and desires of its people. Social
Security’s future is not in doubt. Its future is not conditioned on the status of its trust
funds, but on the will of the people. Social Security has become an institution that
Americans value and want to preserve. While we may debate its form and content, its
future is secure because it has become an institution that Americans have found to be
vital to their well being.
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Mr. Chairman, Members of the Committee

1 would hope that at this point we are well beyond debating whether or not Social

Security needs to be reformed.

We can become forever embroiled in semantic debates over what does or does

not constitute a “crisis.” However, we cannot deny the fundamental facts.

Social Security will begin to run a deficit in just 12 years—that is, it will begin to
spend more money on benefits than it brings in through taxes. At that point, in
order to continue to pay promised benefits, it will have to draw on the Social
Security Trust Fund. We have seen much debate about the Trust Fund recently,
with some suggesting that it guarantees Social Security’s solvency until 2041, or
even 2052. However, as Congressional Budget Office director Douglas Holtz-
Eakin has noted “[The Trust Fund] has no real economic resources....The key
moments for Social Security are in 2018. Cash-flow benefits will equal cash-flow
payroll taxes, and then after that, the Social Security Administration will have to
come back to the rest of the budget for additional resources to pay promised

benefits.”

Or as the Clinton Administration made clear in its FY2000 budget:
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“These Trust Fund balances are available to finance future benefit
payments...but only in a bookkeeping sense.... They do not consist
of real economic assets that can be drawn down in the future to
fund benefits. Instead, they are claims on the Treasury that, when
redeemed, will have to be financed by raising taxes, borrowing from
the public, or reducing benefits or other expenditures. The
existence of Trust Fund balances, therefore, does not by itself have

any impact on the government’s ability to pay benefits.”

This is not to say that the Federal government will default on the bonds in
the Trust Fund. | am not doubting the “full faith and credit” of the U.S.
government. However, that does not relieve the Federal government from the
obligation to find the money with which to redeem those bonds, currently $1.6
trillion in present value terms. To put it in perspective, think of it this way. In
2018, the first year after Social Security begins running a deficit, the shortfall will
be roughly as much as the Federal government spends on such programs as
Head Start and the WIC program. The cost rises rapidly thereafter. By roughly
2023, the cost of redeeming enough Trust Fund bonds to pay all the promised
Social Security benefits would be nearly as much as the cost of funding the
Departments of Interior, Commerce, Education, and the Environmental
Protection Agency. By 2038, well before the theoretical exhaustion of the Trust

Fund, you can add the Departments of Veterans Affairs, Energy, Housing and
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Urban Development, Justice, NASA, and the National Science Foundation.
Simply redeeming the Trust Fund will begin to squeeze out all other domestic

spending priorities.

Beyond 2042, once the Trust Fund is exhausted, the deterioration in
Social Security’s finances only increases—and never gets any better. Overall,
the present value of Social Security’s unfunded obligations run to nearly $12.8
trillion (approximately $1.6 trillion to redeem the Trust Fund, and $11.1 trillion in

unfunded benefits thereafter).

Quite simply, Social Security cannot pay the promised level of Social
Security benefits with its current level of revenues. Therefore, it is improper to
compare benefits under a reformed Social Security system with today's promised
level of benefits. Those promises are simply a fantasy. In fact, by law, Social
Security will have to reduce its benefits by approximately 27 percent, once it is
unable to fund those benefits. This will occur regardless of whether or not
individual accounts are created. As former Senator Bob Kerry has said, doing

nothing is the same as a 27 percent benefit cut.

However, as troubling as these numbers may be, | believe that the debate
over Social Security reform should not solely—or even primarily—be a

discussion of solvency. Yes, solvency is important, and any responsible Social
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Security reform plan should restore the program to solvency, not just short-term

actuarial solvency, but permanent, sustainable solvency.

But solvency is not enough. Instead, Social Security reform should strive
to build the best possible retirement system for our children and our
grandchildren. Thus, Social Security’s current situation should not be seen as
either a crisis or a problem, but as an opportunity to build a new and better
program, based on the fundamental American values of ownership, inheritability,

and choice.

Under the current Social Security system you have no legal, contractual,
or property rights to your benefits. What you get receive from Social Security is
entirely up to the 535 members of Congress. But personal retirement accounts
would give workers ownership and control over their retirement funds. The
money in your account would belong to you—money the politicians (with all due

respect) could never take away. In short, they would own their retirement.

Because you don't own you Social Security benefits, they are not
inheritable. Millions of workers who die prematurely are not able to pass
anything on to their loved ones. But personal retirement accounts would enable

workers to build a nest egg of real, inheritable wealth.
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Choice is part of the essence of America. Yet when it comes to retirement,
Congress forces all Americans into a one-size-fits-all, cookie-cutter retirement
program, a system that cannot pay the benefits it has promised and in which we
have no right to the money we pay in. With personal retirement accounts,
workers who want to remain in traditional Social Security could do so. But
younger workers who want a choice to save and invest for their retirement would

have that option.

With this goal in mind, not just to restore Social Security to solvency, but
to build a better retirement program that would give workers more ownership and
control over their money, scholars at the Cato Institute drew on our 25 years of
experience studying Social Security, and developed a comprehensive proposal
for creating privately invested, personally owned accounts as part of an overall
reform of the Social Security system. This proposal became the basis for
legislation introduced, on July 19, 2004, by Rep. Sam Johnson (R-Tex.), along
with 18 original co-sponsors.’ Rep. Johnson, together with Rep. Jeff Flake and
10 co-sponsors, reintroduced the bill in the 109th Congress, on January 21,

20057

Under this proposal, workers under the age of 55 would have the option of
diverting their half of the Social Security payroll tax (6.2 percent of wages) to an
individual account. The employer’s portion of the payroll tax would continue to

be paid into the Social Security system to provide survivors and disability
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benefits, as well as to partially fund continuing benefits for those already retired
or nearing retirement.  Workers choosing the individual account option would
forgo any future accrual of Social Security retirement benefits. However, those
workers who have already paid into the current Social Security system, and
therefore have accrued benefits, would receive credit for those benefits in the
form of a recognition bond. This fully tradable bond would be a zero coupon note

maturing on the date of the recipient’s normal retirement age.

Workers who do not choose the individual account option would continue
to pay into and receive benefits from the current Social Security system.
However, for these workers, the initial Social Security benefit formula will be
adjusted to reflect price-indexing rather than the current wage-indexing.” The
result will be to restore Social Security benefits to a level payable with Social
Security’s available revenue, while ensuring that future retirees continue to
receive the same level of benefits as those retiring today, on an inflation-adjusted

basis. (This change will be phased in over a 35-year period, beginning in 2014.)

The plan also called for establishing a new minimum Social Security
benefit equal to 100 percent of the poverty level, providing a significant increase
over the current minimum benefit. 1 have attached the original Cato study setting

out the details of the proposal and their rationale.
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The plan has been scored by the Social Security Administration’s Office of
the Actuary (OACT), which concluded that it would eliminate Social Security’s
long-range actuarial deficit” and would restore the system to permanent
“sustainable solvency.” | have attached a study that the Cato Institute released
today exploring OACT’s findings in detail, as well as a copy of OACT’s original

actuarial memo. However, to summarize, OACT found that:

e The "transition cost” (in present value) would be approximately $6.5
trillion. This is roughly half the $12.8 trillion unfunded liability of the
current system. That is, the "6.2% Solution” ultimately saves taxpayers
$6.3 trillion.

+ The legislation also compares very favorably to other Social Security
reform plans. In terms of giving workers more control and ownership of
their retirement funds, the "6.2% Solution” clearly provides the most “bang
for the buck.”

+ On a cash-flow basis, the legislation does require significant short-term
transfers of General Revenue. However, by 2046, the system would
begin running surpluses, allowing any short-term debt to be repaid.
Indeed, by the end of the 75-year actuarial window, the system would be
running surpluses in excess of $1.8 trillion (in constant $2005)

» Much of the short-term cash-flow shortfalls are due to the redemption of
recognition bonds, not to the diversion of payroll taxes to the individual
accounts. These recognition bonds convey many benefits in terms of
ownership as well as speeding the date at which Social Security changes
from deficit to surplus. They are essentially a prepayment of future Social
Security benefits, and not a new expense. The Johnson-Flake bill is the
only Social Security reform bill with recognition bonds. The costs of
Johnson-Flake also include the cost of increasing the minimum Social
Security benefit to 100% of poverty, a significant increase over the current
minimum Social Security benefit.

» Individual accounts would eventually accumulate assets in excess of $38
trillion (in constant $2005). That would lead to substantial new savings,
new investment, and economic growth.
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« Once short-term debt is paid off, the employer portion of the payroll tax
could be reduced to 3.04%. This would pay for disability and survivors’
benefits.

In short, the SSA analysis shows that Johnson-Flake can provide large
individual accounts while restoring Social Security to permanent sustainable
solvency, and can do so in a fiscally responsible manner. While the up front

costs will be significant, they will be less than for other big account plans, and

eventually those costs will be more than offset by the savings to the system.

In addition, younger workers who chose the individual account option
could receive retirement resources substantially higher than what traditional
Social Security can actually pay them. (It is important to remember that
comparison of benefits under a reformed plan with the currently scheduled or
promised level of benefits is essentially meaningless, because those benefits
cannot be paid by the current system. The far more accurate comparison is
between benefits under a reformed system and the payable level of benefits

under the current system).

Finally, Johnson-Flake gives workers ownership and control over their
retirement income. 1t would give low- and middie-income workers the opportunity
to build a nest egg of real, inheritable wealth. it provides younger workers with
greater choice. In short, if we measure a Social Security program not just as a
matter of doliars and cents, but as a matter of human liberty and individual

dignity, Johnson-Flake provides a better way to take care of our retirement.
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Thank you.

"HR 4895.

1R 530,

i

Although the Cato Plan and HR 350 apply the wage-index/price-index change to al income levels, 1
would be open to applying the blended approach advocated by Mr. Pozen.
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The 6.2 Percent Solution
A Plan for Reforming Social Security

by Michael Tanner

Executive Summary

For the past several years there has been a
growing consensus about the need to reform
Social Security. Now, however, the debate has
advanced to the point where it becomes important
to move beyond generalities and provide specific
proposals for transforming Social Security to a
system of individual accounts. The Cato Project
on Social Security Choice, therefore, has devel-
oped a proposal to give workers ownership of and
control over their retirement funds.

Under this proposal:

¢ Individuals would be allowed to divert their
half (6.2 percentage points) of the payroll
tax to individually owned, privately invest-
ed accounts. Those who chose to do so
would agree to forgo all future accrual of
retirement benefits under the traditional
Social Security system.

® The remaining 6.2 percentage points of
payroll taxes would be used to pay transi-
tion costs and to fund disability and sur-
vivors’ benefits.

® Workers who chose the individual account
option would receive a “recognition bond”

based on the accrued value of their lifetime-
to-date benefits. Those bonds, redeemable at
the worker’s retirement, would be fully trad-
able in secondary markets.

® Those who wished to remain in the tradi-
tional Social Security system would be free
to do so, accepting a level of benefits
payable with the current level of revenue.

We expect this plan to restore Social Security
to long-term and sustainable solvency and to do
so at a cost that is less than the cost of simply
propping up the existing program. And it would
do far more than that.

Younger workers who chose the individual
account option would receive benefits substan-
tially higher than those that could be paid under
traditional Social Security. At the same time,
the plan would treat women and minorities
more fairly and allow low-income workers to
accumulate real wealth.

Most important, this proposal would reduce
Americans' reliance on government and give
individuals greater ownership of wealth, as well
as responsibility for and control over their own
lives. It would be a profound and significant
increase in individual liberty.

Michael Tanner is divector of the Cato Institute’s Project on Social Security Choice and editor of Social
Security and Its Discontents: Perspectives on Choice (forthcoming).
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Introduction

For the past several years there has been a
growing consensus about the need to reform
Social Security. As the debate has developed,
the Cato Institute has provided studies and
other information on the problems facing
Social Security and the advantages of individ-
val accounts as a way to reform the system. But
until now we have not suggested a specific plan
for reform.

Now, however, the debate has advanced to
the point where it becomes important to move
beyond generalitics and provide specific pro-
posals for transforming Social Security to a
system of individual accounts. The Cato Project
on Social Security Choice, therefore, has devel-
oped a proposal to give workers ownership of
and control over their retirement funds.

This plan would establish voluntary person-
al accounts for workers born on or after January
1, 1950. Workers would have the option of (a)
depositing their half of the current payroll tax
(6.2 percentage points) in an individual account
and forgoing future accrual of Social Security
retirement benefits or (b) remaining in the tra-
ditional Social Security system and receiving
the level of retirement benefits payable on a
sustainable basis given current revenue and
expenditure projections.

Workers choosing the individual account
option would have a variety of investment
options, with the number of options increasing as
the size of their accounts increased. The initial
default option would be a balanced fund, weight-
ed 60 percent stocks and 40 percent bonds.
Workers choosing the individual account option
would also receive bonds recognizing their past
contributions to Social Security,

At retirement, workers would be able to
choose an annuity, a programmed withdrawal
option, or the combination of an annuity and a
lump-sum payment. The government would
maintain a safety net to insure that no senior
would retire with incore less than 120 percent
of the poverty level.

We expect this proposal to restore Social
Security to long-term and sustainable solvency
and to do so at a cost less than the cost of sim-
ply continuing the existing program. And it
would do far more than that.

Workers who chose the individual account
option could accumulate retirement resources

substantially greater than those that are current-
ly payable under traditional Social Security.
They would own and control those assets. At
the same time, women and minorities would be
treated fairly, and low-income workers could
accumulate real wealth.

Most important, this proposal would reduce
Americans’ reliance on government and give
individuals greater responsibility for and con-
trol over their own lives. It would provide a
profound and significant increase in individual

liberty.

The Social Security Crisis

Social Security as we know it is facing ire-
sistible demographic and fiscal pressures that
threaten the future retirement benefits of today’s
young workers, Although Social Security is cur-
rently running a surplus, according to the sys-
tem’s own trustees, that surplus will tum into a
deficit within the next 15 years.” That is, by 2018
Social Security will be paying out more in bene-
fits than it takes in through taxes (Figure 1),

In theory, Social Security is supposed to con-
tinue paying benefits after 2018 by drawing on
the Social Security Trust Fund. The trust fund is
supposed to provide sufficient funds to contin-
ue paying full benefits until 2042, after which it
will be exhausted. At that point, by law, Social
Security benefits will have to be cut by approx-
imately 27 percent.

However, in reality, the Social Security Trust
Fund is not an asset that can be used to pay ben-
efits. Any Social Security surpluses accumutat-
ed to date have been spent, leaving a trust find
that consists only of government bonds (IOUs)
that will eventually have fo be repaid by tax-
payers. As the Clinton administration’s fiscal
year 2000 budget explained it:

These [Trust Fund] balances are available
to finance future benefit payments and
other Trust Fund expenditures—but only
in a bookkeeping sense. . . . They do not
consist of real economic assets that can be
drawn down in the future to fund benefits.
Instead, they are claims on the Treasury
that, when redeemed, will have to be
financed by raising taxes, borrowing from
the public, or reducing benefits or other
expenditures. The existence of large Trust



Figure 1

Social Security’s Payroll Tax Surplus or Deficit
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Source: 2003 Annual Report of the Board of Trustees of the Federal Old-Age and Survivors Insurance and Disability

Insurance Trust Funds, table [V.B1.

Fund balances, therefore, does not by itself
have any impact on the Government’s abil-
ity to pay benefits.®

Even if Congress can find a way to redeem
the bonds, the trust fund surplus will be com-
pletely exhausted by 2042. At that point, Social
Security will have to rely solely on revenue
from the payroll tax—but that revenue will not
be sufficient to pay all promised benefits.
Overall, Social Security faces unfunded liabili-
ties of nearly $26 tillion' Clearly, Social
Security is not sustainable in its current form.

There are few options for dealing with the
problem. That opinion is held by people whe
are not supporters of individual accounts as
well as by those who are. As former president
Bill Clinton pointed out, the only way to keep
Social Security solvent is to (a) raise taxes, (b}
cut benefits, or {c) get a higher rate of return
through private capital investment.” Henry
Aaron of the Brookings Institution, a lcading
opponent of individual accounts, agrees.
“Increased funding to raise pension reserves is
possible only with some combination of addi-
tional tax revenues, reduced benefits, or
increased investment returns from investing in
higher yield assets,” he told Congress in 1999.5

The tax increases or benefit cuts would have to
be quite large. To maintain benefits in the first
year after Social Security starts running a deficit,

the government must acquire tevenues equiva-
fent to $197 per worker. By 2042, the additional
tax burden increases to $1,976 per worker, and by
2078 it reaches an astounding $4,193 per worker
(in constant 2003 dollars).” And it continues to
rise thereafler. Functionally, that would translate
into either a huge increase in the payroll tax, from
the current 12.4 percent to as much as 18.9 per-
centby 2077, or an equivalent increase in income
or other taxes.”

A Declining Rate of Return

Social Security taxes are already so high, rel-
ative to benefits, that Social Security has quite
simply become a bad deal for younger workers,
providing a low, below-market rate of return.
As Figure 2 shows, that return has been steadi-
ly declining and is expected to be less than 2
percent for most of today’s workers,

The poor rate of return means that many
young workers’ retirement benefits will be far
lower than if they were able to invest their pay-
roll taxes privately.” On the other hand, a sys-
tem of individual accounts, based on private
capital investment, would provide most work-
crs with significantly higher returns. Those
higher retums would translate into higher
retirement benefits, leading to a more secure
retirement for millions of seniors.

As Bill Clinton
peinted out,
the only way
to keep Social
Security
solvent is to
raise taxes, eut
benefits, or
get a higher
rate of return
threugh
private eapital
investment.
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Figure 2

Inflation-Adjusted Internal Real Rate of Return from OASI
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Savings and Economic Growth

Social Security operates on a pay-as-you-go
(PAYGO) basis; almost all of the funds coming
in are immediately paid out to current benefici-
aries. This system displaces private, fully fund-
ed alternatives under which the funds coming
in would be saved and invested for the future
benefits of today’s workers. The result is a large
net loss of national savings, which reduces cap-
ital investment, wages, national income, and
economic growth. Moreover, by increasing the
cost of hiring workers, the payroll tax substan-
tially reduces wages, employment, and eco-
nomic growth.

Shifting to a private system, with hundreds
of billions of dollars invested in individual
accounts each year, would likely produce a
large net increase in national savings, depend-
ing on how the government financed the transi-
tion. That would increase national investment,
productivity, wages, jobs, and economic
growth. Replacing the payroll tax with private
retirement contributions would also improve
economic growth because the required contri-
butions would be lower and would be seen as
part of a worker’s direct compensation, stimu-
lating more employment and output.

In 1997 Harvard economist Martin Feldstein
estimated that, if all Social Security payroli
taxes were privately invested, that investment

h and Statistics, Working Paper no. 59, February 1994,

would produce a net benefit of from $10 trillion
to $20 trillion in present value.'® That is his esti-
mate of the present value of the improved eco-
nomic performance that would result from the
reform. Most of that net benefit would probably
come in the form of higher returns and benefits
carned for retirees through the private invest-
ment accounts. But some would also come in
the form of higher wages and employment for
working people.

Helping the Poor and Minorities
Low-income workers would be among the
biggest winners under a system of privately
invested individual accounts. Private investment
would pay low-income workers significantly
higher benefits than can be paid by Social
Security. And that does not take into account the
fact that blacks, other minorities, and the poor
have below-average life expectancies. As a
result, they tend to live fewer years in retirement
and collect less in Social Security benefits than
do whites. Under a system of individual
accounts, by contrast, they would retain control
over the funds paid in and could pay themselves
higher benefits over their fewer retirement years,
or leave more to their children or other heirs.'!
The higher returns and benefits of a private
investment system would be most important to



low-income families, as they most need the extra
funds. The funds saved in individual retirement
accounts, which could be left to the children of
the poor, would also greatly help families break
out of the cycle of poverty. Similarly, the
improved economic growth, higher wages, and
increased jobs that would result from an invest-
ment-based Social Security system would be
most important to the poor. Moreover, without
reform, low-income workers will be hurt the
most by the higher taxes or reduced benefits that
will be necessary if we continue on our current
course. Averting a financial crisis and its
inevitable results would consequently be most
important to low-income workers.

In addition, with average- and low-wage
workers accumulating huge suras in their own
investment accounts, the distribution of wealth
throughout society would become far broader
than it is today. That would occur not through the
redistribution of existing wealth but through the
creation of new wealth, far more equally held.
Because a system of individual accounts would
turn every worker into a stockowner, the old
division between labor and capital would be
eroded. Every laborer would become a capitalist.

Ownership and Control

After all the economic analysis, however,
perhaps the single most important reason for
transforming Social Security into a system of
individual accounts is that it would give
American workers true ownership of and con-
trol over their retirement benefits.

Many Americans believe that Social Security
is an “earned right”” That is, they think that,
because they have paid Social Security taxes,
they are entitled to receive Social Security bene-
fits. The government encourages this belief by
referring to Social Security taxes as “contribu-
tions,” as in the Federal Insurance Contributions
Act (FICA). However, the U.S, Supreme Court
has ruled, in the case of Flemming v Nestor, that
workers have no legally binding contractual or
property right to their Social Security benefits,
and those benefits can be changed, cut, or even
taken away at any time."?

As the Court stated, “To engraft upon Social
Security a concept of ‘accrued property rights
would deprive it of the flexibility and boldness
in adj to ever changing conditions
which it demands.”" That decision built on a
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previous case, Helvering v. Davis, in which the
Court had ruled that Social Security is not a
contributory insurance program, stating that
“the proceeds of both the employer and
employee taxes are to be paid into the Treasury
like any other internal revenue generally, and
are not earmarked in any way.”"*

In effect, Social Security tums older
Americans into supplicants, dependent on the
political process for their retirement benefits. If
they work hard, play by the rules, and pay Social
Security taxes their entire working lives, they
earn the privilege of going hat in hand to the gov-
emment and hoping that politicians decide to
give them some money for retirernent.

In contrast, under a system of individual
accounts, workers would have full property
rights in their private accounts. They would
own their accounts and the money in them the
same way they own their individual retirement
accounts (IRAs} or 401(k) plans. Their retire-
ment benefits would not depend on the whims
of politicians.

Principles for Reform

In developing a proposal for Social Security
reform, we relied on five basic principles:

Solvency Is Not Enough

The goal of Social Security reform should be
to provide workers with the best possible retire-
ment option, not simply to find ways to preserve
the current Social Sccurity system. After all, if
solvency were the only goal, that could be
accomplished with tax increases or benefit cuts,
no matter how bad a deal that provided younger
workers. A successful Social Security reform
will of course result in a solvent system, not just
in the short run, but sustainable over time as
well. And it will also improve Social Security’s
rate of return; provide better retirement benefits;
treat women, minorities, and low-income work-
ers more fairly; and give workers real ownership
of and control over their retirement funds.

Don’t Touch Grandma’s Check
Although there is no legal right to Social

Security benefits, workers who bave relied on

the program in good faith should not become

The goal of
Social Security
reform should
be to provide
workers with
the best
possible
retirement
option, not
simply to find
ways to
preserve the
current Social
Security
system.



Small account
proposals will
not allow low-
and middle-
income
workers to
accuamulate
real wealth or
achieve other
objectives of
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scapegoats for the government’s failures.
‘Workers who are retired today or who are near-
ing retirement should not have their benefits
reduced or threatened in any way.

More Investment Is Better Than Less

You don’t cut out half a cancer. Many pro-
posals for Social Security reform would allow
workers to privately invest only a small pertion
of their payroll taxes; they would continue to
rely on the existing PAYGO Social Security
system for the majority of Social Security ben-
efits. But small account proposals will not
allow low- and middle-income workers to
accumulate real wealth or achieve other objec-
tives of reform. Individual accounts should be
as large as feasible.

Individuals, Not Government, Should
Invest

The only way to increase Social Security’s
rate of return is to invest in private capital
assets. This should be done through the creation
of individually owned accounts, not by allow-
ing the government to directly invest Social
Security surpluses. Individual accounts would
give workers ownership of and control over
their retirement funds, allowing them to accu-
mulate wealth and pass that wealth on to their
heirs; it would also give them a stake in the
American economic system. Government
investment would allow the federal govern-
ment to become the largest shareholder in every
American company, posing a potential threat to
corporate governance and raising the possibili-
ty of social investing. And government, not
workers, would still own and control retirement
benefits.

Be Honest

The American people can handle an open and
honest debate about Social Security reform.
Individual accounts will create a better, fairer,
and more secure retirement system. But they
cannot create miracles. They will provide high-
er retirerent benefits than Social Security can
pay. But they will not make everyone a million-
aire. They will help solve Social Security’s
financial crisis and save taxpayers trillions of
dollars over the long run. But there is no free

funch. There are short-term costs that will
require the president and Congress to make
tough choices.

Promised vs. Payable Benefits

Opponents of individual accounts frequently
suggest that the creation of such accounts would
result in cuts in the promised level of Social
Security benefits. Those critics are confusing
changes necessary to restore the system to bal-
ance with changes resulting from individual
accounts. As noted above, Social Security faces
unfunded habilities of nearly $26 trillion. Quite
simply, unless there is a substantial increase in
taxes, the program cannot pay the promised
fevel of benefits.

That is not merely a matter of conjecture; itis a
matter of law. The Social Security Administration
is legally authorized fo issue benefit checks only
as long as there are sufficient funds available in
the Social Security Trust Fund to pay those bene-
fits. Once those funds are exhausted, in 2042 by
current estimates, Social Security benefits will
automatically be reduced to a Jevel payable with
existing tax revenues, approximately 73 percent
of the current benefit levels.”

This, then, is the proper baseline to use when
discussing Social Security reform. Social
Security must be restored to a sustainable level
regardless of whether individual accounts are
created.

As the Congressional Budget Office puts it:

A number of recent proposals to reform
Social Security call for changes in the
program’s benefits. The effects of those
proposals are frequently illustrated by
comparing the new benefits to those
expected to arise under the policies put in
place by current law—showing whether
they would be higher or lower and by
how much. However, because of sched-
uled changes in benefit rules, a growing
economy, and improvements in life
expectancy, the benefits prescribed under
current law do not represent a stable base-
line. Their value will vary significantly
across future age cohorts. Thus, focusing
on differences from current law will not
fully portray the effects of proposed ben-
efit changes.'®



It is wrong, therefore, to attribute to individ-
ual accounts benefit cuts that would be needed
to bring the system into balance irrespective of
whether individual accounts are created.

It is clear, in fact, that individual accounts by
themselves do not cause any reduction in total
retirement benefits (defined as the combination
of account accumulations and traditional Secial
Security benefits). The best illustration of this
concept is the first of three plans proposed by
the President’s Commission to Strengthen
Social Security. That plan would create individ-
ual accounts (2 percent of payroll is used for
iltustrative purposes) but make no other changes
to bring Social Security into solvency. The
result is that Social Security remains insolvent
(although the plan does improve financing by 8
percent), but the combined benefit received by
workers is higher than benefits currently prom-
ised by Social Security.!”

Because one goal of this reform plan is to
bring the Social Security system into balance
and eliminate the system’s unfunded liabilities,
changes are madc to bring the system’s
finances into balance in a sustainable PAYGO
system. Those changes are separate from the
creation of individual accounts.

Therefore, in comparing benefit levels,
payable benefits is the appropriate baseline.

A Proposal for Individual
Accounts

Current workers should be given a choice.
Beginning January 1, 2005, workers born on or
afler January 1, 1950, would have two options:
Those who wish to remain in the traditional
Social Security system would be free to do so,
accepting a level of benefits payable with exist-
ing levels of revenue. Those workers would
continue to pay the full 12.4 percent payroll tax
and would continue to receive Social Security
benefits as under current law. However, begin-
ning in 2012, the formula used to calculate the
accrual of benefits would be adjusted to index
them to price inflation rather than national
wage growth.'

That change would have no impact on peo-
ple who are already retired, since benefits after
retirement are already adjusted according to
inflation (that’s what cost-of-living adjust-
ments, or COLAs, are). Nor would it reduce
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benefits for those nearing retirement. However,
for younger workers, benefits would gradually
be adjusted to a level sustainable under the cur-
rent level of payroll taxation.

At the same time, those workers who wished
to enter the new market-based system would be
allowed to divert their half of the payroll tax
(6.2 percentage points) to individually owned,
privately invested accounts.” Those choosing
to do so would agree to forgo all future accrual
of retirement benefits under traditional Social
Security. The remaining 6.2 percentage points
of payroll taxes would be used to pay transition
costs and to fund disability and survivors® ben-
efits. Once transition costs were fully paid, this
portion of the payroll tax would be reduced to
the level necessary to pay survivors” and dis-
ability benefits.

Although they would forgo future benefits
under traditional Social Security, workers who
chose the individual account option would
receive a bond in recognition of their past con-
tributions to Social Security. That bond would
be a zero-coupon bond calculated to provide a
benefit based on accrued benefits under the cur-
rent Social Security system as of the date that
the individual chose an individual account®
The bonds would be fully tradable on second-
ary markets, but all proceeds would have to be
fully redeposited in the worker’s individual
account until the worker became eligible to
make withdrawals.

The recognition bonds may be valied at
something less than the full present value of
accrued benefits because we believe that work-
ers will attach a value to receiving a tangible
asset, making them willing to accept a discount
in the face value of the bond. Indeed, polls
show that a third of younger workers would opt
out of Social Security even if they didn’t get
back a cent of the payroll taxes they’ve put in.'
In addition, because the recognition bonds
would be tradable, workers who wished to do
so could sell them and allocate the sale price
among higher-earning assets in the same way
they do other contributions (see below).
Finally, because the accrued benefits are calcu-
fated against current law, for some younger
workers the level of those benefits would be
higher than the level of benefits that would be
payable under a sustainable PAYGO system.
Those workers, therefore, receive something of
2 windfall through recognition bonds.

Workers would
be allowed to
divert their
half of the
payroll tax
(6.2
percentage
peints) to
individually
owned,
privately
invested
accounts,
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Workers would also have the option of
depositing up to an additional 10 percent of
their carnings in their accounts on a voluntary
basis (that is, over and above the 6.2 percent
payroll tax or contribution). Voluntary addition-
al contributions would be made on an after-tax
basis, and their investment, buildup, and distri-
bution would be treated identically to the 6.2
percent account contribution discussed above.

Funds deposited in individual accounts
would be invested in real capital assets under a
three-tiered system.

Tier 1

Collection of payroll taxes, including indi-
vidual account contributions, continues to be
handled by the employer in much the same
way as today. A worker’s employer sends
payroll taxes to the U.S. Trcasury. The
employer tells Treasury how much of the total
payment is from employees who have chosen
the personal retirement account option.
Treasury then transfers that portion to a pni-
vate-sector custodian bank, which invests the
total amount in 2 moncy market fund that is
always priced at one dollar, a standard indus-
try convention, The following year, when the
contribution is reconciled to the individual’s
name using the W-2 form, the fund’s shares
representing his contributions and interest
credit are distributed to each worker and elec-
tronically transferred to the default account as
specified under Tier II.

Tier IT

Workers initially have a choice of three
investment options. As soon as a worker’s con-
tributions are reconciled, they are electronical-
ly deposited in one of three balanced funds,
each highly diversified and invested in thou-
sands of securities. The default portfolio, where
one’s money is invested if no choice is made,
has 60 percent stocks and 40 percent bonds,
The two other funds have the same asset class-
es but with different weights. For younger
workers one fund with a higher concentration
of stocks is created, and another, more geared
toward less-volatile bonds, is created for those
near retirement. Workers can move their funds
from the default portfolio to cither of the other
two options.

Tier I

Once a worker has accumnulated some “trig-
ger” level of funds, the worker is free to partici-
pate in a much larger range of investment
options, closely approximating the options cur-
rently available under traditional 401(k) plans.”

The institutions and providers managing
funds under Tier I may choose to offer addi-
tional goods and services, such as retirement
planning software, to attract assets from Tier 1L
Each worker can allocate his assets at will
among Tier I providers. This ensures stiff com-
petition as cach provider strives to meet
investors” neceds. Costs would most tikely be
greater than in Tier 11, but they would be incurred
only if an individual chose to shift to Tier 1.7

At retirement workers are able to choose an
annuity, a programumed withdrawal option, or
the combination of an annuity and a lump-sum
payment. They can choose to annuitize their
entire account holdings, or they can choose
programmed withdrawals from the principal of
their account, based on twice their life
expectancy. If they choose the latter option,
funds in their accounts will remain invested
under the same provisions as before retirement.
If a worker choosing the programmed with-
drawal option dies before his assets are
exhausted, those assets become part of his
estate and are fully inheritable in the same way
as any other asset. Finally, workers can choose
to purchase an annuity providing annual
income equal to 120 percent of the poverty
level and take any funds available above this
Ievel as a lump sum.

Further, we believe that the system should
adopt a *hold harmless point,” such that once
an individual can purchase an annuity equal to
120 percent of the poverty level, he or she can
opt out of the system altogether and stop paying
the 6.2 percent individual account contribution.
For married couples, the hold harmless point
would occur when the couple had accumulated
sufficient combined funds to purchase a famity
annuity equal to 240 percent of the single-adult
poverty threshold.

Contributions to individual accounts are on a
posttax basis. Interest, dividends, and capital
gains accruals on investments within individual
accounts, and all cligible withdrawals from the
accounts, ar¢ exempt from income taxes. In
most ways, individual Social Security accounts
resemble Roth IRAs.>



Finally, the federal government provides a
safety net insuring that no worker’s retirement
income falls below 120 percent of the poverty
level. Workers whose accumulations under the
private investment option fall below the
amount required to purchase an annuity at that
level reccive a supplement sufficient to enable
them to purchase such an annuity.” This safety
net is funded from general revenues rather than
from the Social Security payroll tax.

Some proposals for Secial Security reform
provide much higher benefit guarantees; some
guarantee that no one will ever receive less than
payable or cven promised Social Security ben-
cfits. Aside from the obvious expense of such
guarantees, this approach is flawed in two
respects. First, it seems wrong to make taxpay-
ers responsible for guaranteeing investments by
high-income workers who do not depend on
Social Scourity for their retirement income.
Should a factory worker really be on the hook
to guarantee Bill Gates's investment choices?
Second, guarantees inevitably create a “moral
hazard” issue. Workers would be encouraged to
speculate and make risky investment choices,
knowing that they would reap the potentially
higher gains from such investments and be pro-
tected from any possible losses. This is very
similar to the type of moral hazard that led to
the savings-and-loan crisis of the 1980.%

Finally, although the individual account
option is completely voluntary for current
workers, it will eventually become mandatory
for those workers who have not yet entered the
iabor force. As a result, the PAYGO Social
Security system will eventually be replaced
entirely by a market-based one.

Paying for the Transition

Although moving to a system of individual
accounts will save money in the long run, there
will almost certainly be a short-term require-
ment for additional revenues.” That is because,
to the degree that workers choose the individual
account option, payrofl tax revenues are redi-
rected from the payment of current benefits to
personal accounts. But because most of the
workers who choose accounts are likely to be
young, it will be many years before the
accounts result in significant savings to the tra-
ditional systern.
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Where, then, will the transitional financing
come from? Ultimately, this is a decision for
Congress, which will have to weigh the utility
of various financing mechanisms, including
debt, taxes, and reductions in current govern-
ment spending.

However, three sources are worth special
note. First, the portion of taxes on Social
Security bepefits currently used to fund
Medicare should be redirected back to Social
Security. That would provide an estimated $8.3
billion annually in additional revenue.?*

Second, the Cato Institute has identified more
than $87 billion annually in corporate welfare,
roughly defined as “any govermment spending
program that provides payments or unique bene-
fits and advantages for specific companies or
industries.”™”

Sen. John McCain (R-AZ) and Rep. Richard
Gephardt (D-MO) have called for a commis-
sion to pinpoint and eliminate corporate subsi-
dies. Congress should take this idea a step fur-
ther and earmark the savings for individual
accounts. Senator Graham has proposed such a
commission as part of Social Security reform
legislation that he has introduced.

Third, to the degree that they actually repre-
sent an increase in national savings, contribu-
tions to individual accounts may, in themselves,
prove to be a source of additional revenue for
the federal government, revenue that could be
used to help finance the transition.

It works in this way: The retwn on invest-
ment received by individuals is not the actual
return eamed by a given investment. A portion
of the returns is actually taxed away through
corporate taxes before returns are realized at the
level of the individual investor. Therefore, a
portion of the funds diverted to individual
accounts is actually “recaptured”” and available
to help fund the transition® The Social
Security Administration estimates that this rev-
enue recapture would provide “a substantial
and growing source of income to the OASDI
program,™?

In a 1999 memo to Sen. Phil Gramm, the
Social Security Administration estimated that,
to the degree that contributions to individual
accounts represent 4 net increase in savings, the
recaptute would be equal to 31.4 percent of the
real, before-tax return on investments. This is
based on an assumed average corporate tax rate
of 35 percent applied against an assumed net
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new savings of 68.4 percent of assets invested
through individual accounts.

After using the three financing sources dis-
cussed above, we believe that any remaining
transition could be financed through reductions
in other wasteful government spending.®
Simply restraining the projected growth in non-
defense discretionary spending by 1 percent
would generate more than $20 billion per year®

We recognize that it may be necessary to
issue some new debt to cover short-term year-
to-year cash shortfalls, If that should become
necessary, we believe that the issuance of such
debt should be honest, explicit, and on budget.
At the same time, we should understand that
this would not really be new debt; it would sim-
ply be making explicit an already existing
implicit debt.

It is also important to remember that the
financing of the fransition is a one-time event
that actually serves to reduce the government’s
future liabilities, The transition moves the gov-
ernment’s need for additional revenue forward
in time, but—depending on the transition’s ulti-
mate design—it does not necessarily increase
the amount of spending necessary. In fact, it
will likely reduce the total cost of Social
Security. In effect, it is a case of pay a little now
or pay a lot later.

Why 6.2 Percent Accounts?

Some proposals for creating individual
accounts as part of Social Security reform keep
most of the traditional PAYGO Social Security
structure in place and offer only very smalt
accounts, allowing workers to privately invest
Jjust 2-3 percentage points of payroll taxes.

People who support plans with small indi-
vidual accounts generally do so for one of three
reasons:

* A political calculation that small acconnts
will avoid charges of “privatizing™ Social
Security;

® A desire to diversify risk by splitting respon-
sibility for retirement income between mar-
kets and government, combining defined-
contribution and defined-benefit programs;
or

® Concern over short-term annual cash
deficits.

However, given the clear advantages of larger
accounts, none of those reasons holds ap.

First, small account size seems unlikely to
protect supporters from political attack. The
recent Medicare reform debate provides a useful
example. Despite rollbacks of attempts to intro-
duce market competition to Medicare (the final
bill contained only a handful of “demonstration
projects” that don’t begin until 2010), the bill
was still attacked as an attempt to “privatize”
Medicare, Opponents of individual ownership
can be expected to be just as vociferous in their
denunciations of 2 percent accounts as they
would be in attacking 6.2 percent accounts.

At the same time, small account proposals
may prove politically counterproductive by dissi-
pating the enthusiasm of grassroots activists and
others who support reform and failing to engage
the attention of young workers. Opponents of
individual accounts are entrenched and well
organized. Washington politicians are fearful and
reluctant to take on an issue of this magnitude. It
will take strong public support to make reform
happen.

Generating a sufficient level of support, par-
ticularly among generally apathetic younger
voters, will require a reform proposal that
makes clear how much those voters have to
gain from reform. Bold colors, not pale pastels,
will be needed to generate that kind of support.

The advantages of larger individual accounts
are not lost on voters. A poll conducted by Zogby
International for the Cato lustitute asked voters
how much of their Social Security taxes they
wished to invest. A pluratity of voters (27.9 per-
cent) chose the full 12.4 percent. Ouly a slightly
smaller group (26.5 percent) chose 6.2 percent-
age points, as provided for in this proposal. Only
11 percent of voters preferred 2-3 percent
accounts. Support for large accounts was consis-
tent across all political, ideological, and demo-
graphic groups, with younger voters showing
particular support for bigger accounts™ (Table 1),

Second, although risk diversification is gen-
erally a good thing, continued reliance on a
government-provided benefit may actually
increase the overall risk to workers. Those
making this argument generally attach the most
risk to the market-based component of a
reformed Social Security system (individual
accounts) and less or even no risk to the portion
provided by government. In reality, however,
this misreads both market and political risks.
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Table 1
Portion of Taxes to Be Invested
Political Preference Age

Overall Democrat Republican Independent 18-29  30-49  50-64 65+
6.2% 26.5 267 217 32.5 413 299 29.2 11.5
2% o0r 3% 11.0 13.6 9.0 9.6 19 129 88 103
12.4% 279 220 36.2 259 326 40.2 275 1.8
None 204 232 174 204 8.4 nz2 223 354
Notsure 14.2 14.6 15.7 116 58 5.7 121 31.0

Given the long-term investment horizon
envisioned for workers choosing individual
accounts under this proposal, market invest-
ment is remarkably safe. In fact, over the worst
20-year period of market performance in U.S.
history, which included the Great Depression,
the stock market produced a positive real return
of more than 3 percent. At the same time, we
know that, even under the best of conditions,
Social Security will provide below-market
returns. As Figure 3 shows, even with recent
stock market declines, a worker investing all of
his payroll taxes in stocks would receive bene-
fits 2.8 times greater than he would receive had
he “invested” the same amount of money in
Social Security.”’

Figure 3

Mixing private investments with traditional
Social Security is therefore mixing a good
investment (private accounts) with a bad
investment (Social Security). That’s not diver-
sification, it’s just bad investment policy.

Moreover, given the lack of property or other
legal rights to Social Security benefits, and the
program’s enormous unfunded liabilities, tradi-
tional Social Security has political risks over
and above its poor rate of return.

Besides, the proposed individual account
plan provides an opportunity to diversify risk.
The proposed default portfolio consists of both
stocks and bonds. Risk-averse investors can opt
for a portfolio even more heavily weighted
toward bonds.

Even after Market Drops, Personal Accounts Would Pay Higher Returns Than the

Traditional System
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Source: Andrew Biggs, “Personal Accounts in a Down Market: How Recent Stock Market Declines Affect the Social
Security Debate,” Cato Institute Briefing Paper no. 74, September 10, 2002,

Traditional
Social Security
has political
risks ever and
above its poor
rate of return.



Focusing only
on short-term
cash flows may
be penny-wise
and pound-
foolish. If
system finances
were the only
issue, we could
simply raise
taxes or cut
benefits.

170

Finally, the truly risk averse can avoid pri-
vate investment altogether. They can choose to
remain entirely within the current Social
Security system.

People concerned with short-term annual
cash flows acknowledge that large accounts
would save money in the long run, but they are
equally concemned with maintaining the pro-
gram’s financial balance on an annual basis.
This concem is due in part to the size of pro-
jected annual budget deficits and in part to
skepticism about the ability of the federal gov-
ernment to use money saved in the futare to
repay debt incurred during the transition, rather
than for tax cuts or new spending programs. In
all bonesty, Congress’s recent spending habits
give some cause for concern.

However, focusing only on short-term cash
flows may be penny-wise and pound-foolish. It
is much like paying only the minimum pay-
ment on a credit card, neglecting the opportuni-
ty to pay off the long-term debt altogether.
Large account plans do incur greater short-term
costs, but they also result in greater long-term
savings.

More important, Social Security reform is
about more than finances. Indeed, if system
finances were the only issue, we could simply
raise taxes or cut benefits. True Social Security
reform must also provide increased rates of
return and higher benefits; correct the inequities
of the current system so as to treat working-
women, African Americans, and others more
fairly; and give low-income workers a greater
opportunity to own and accumulate real wealth.
By those measures, large accounts do a far bet-
ter job of achieving true reform,

For example, increasing attention is being
paid to the benefits of individual accounts as a
way to give low-income workers an opportuni-
ty to build wealth. Although any increase in
wealth should be encouraged, we should also
be honest enough to admit that for low-wage
workers 2 percent of their wages is not enough
to allow for the accumulation of a real nest egg.
Given that their Social Security accounts may
often be the only form of savings that low-
income workers have, the more we enable them
to save, the better.

Finally, small accounts do little to advance
the fundamental goals of reducing reliance on
government and giving individuals greater
responsibility for and control over their lives.

Of course, one might ask, if big accounts are
better than small, then why not allow workers
to privately invest the full 12.4 percent payroll
tax, or at least the roughly 10 percentage points
used for OASI benefits?

Although there is no doubt that even bigger
accounts would provide higher benefits than
those envisioned under our plan, accounts of 10
percent or more may actually result in too much
forced savings for many workers.

Most high- and middle-income individuals
do not rely solely on Social Security for their
retirement income. In fact, the wealthiest fifth
of retirees receives only 20 percent of its
income from Social Security.”® Those workers
have other (non—Social Security) forms of sav-
ing and investment, including IRAs, 401(k)
plans, and even individual equity ownership
and other investments. Indeed, we can assumne
that many of those workers have already
achieved the level of retirement savings that
they desire. Forcing them to save more through
Social Security accounts may simply result in
their saving less through their other invest-
ments. Moreover, in most cases, the non—Social
Security investments take place in a less regu-
lated and less constrained environment than
that envisioned for individual accounts under
Social Security. The end result of excessively
large accounts, therefore, might actually be a
perverse decrease in the freedom to invest.

Finally, some people have suggested pro-
gressive accounts, with low-income workers
able to invest a higher proportion of their pay-
roll taxes than those with higher incomes™
Such an approach has a great deal of appeal. It
would maximize the benefits of individual
accounts to low-income workers while holding
down overall transition costs and avoiding the
problems of oversaving by higher-income
workers.

However, there are scrious practical and
implementation problems with such an
approach. In particular, proposals for progressive
accounts would appear to shift compliance and
administrative costs to employers. The addition-
al record keeping could become a significant
burden, particularly for small businesses.

Constder, for example, a worker who holds
two jobs. During the day, he works at a well-
paid manufacturing job. At night, he supple-
ments his income as a minimum wage bar-
tender. How would his two employers reconcile



his total income to determine the amount that
he is able to contribute to his individual
account?

One last point: we believe that 6.2 percent
accounts are a very easy concept to explain to the
average worker. The worker can privately invest
his half of the 12.4 percent payroll tax, while the
employer’s half is used to finance the transition
(and fund survivors’ and disability benefits). Of
course we recognize that, from an economic
point of view, there is no difference between the
employer and the employee share of the tax. The
employee ultimately bears the full cost, but most
workers make the distinction in their own minds.
A 6.2 percent account proposal, then, becomes
clear, concise, and easy to understand in an age
of eight-second sound bites.

Conclusion

More and more Americans agree on the
importance of allowing younger workers an
opportunity to privately invest their Social
Security taxes, but advocates of individual
accounts are divided over how large those
accounts should be. Some proposals that call
for large accounts have very large transition
costs, which makes their political viability sus-
pect. Other proposals are relatively less expen-
sive but give workers control over and owner-
ship of only a small portion of their retirement
funds. We believe that it is possible both to
have large accounts and to be fiscally responsi-
ble. This proposal is designed to meet that goal.

The proposed Social Security reform would
restore Social Security to long-term and sus-
tainable solvency and would do so at a cost less
than that of simply propping up the existing
program. It would also do far more than that.

Younger workers who chose the individual
account option could receive retirement
resources substantially higher than under tradi-
tional Social Security. At the same time,
women and minorities would be treated more
fairly, and low-income workers would be able
to accumulate real wealth.

Most important of all, this is a proposal that
would give workers ownership of and control
over their retirement income. It is a plan that
puts people, not government, first. It is a plan
that is fiscally responsible and protects future
generations of workers and taxpayers.
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A Better Deal at Half the Cost
SSA Scoring of the Cato Social Security

Reform Plan
by Michael Tanner

April 26, 2005

Executive Summary

The Social Security Administration’s Office of
the Actuary has officially “scored” the Individual
Social Security Investment Program Act (HR
530), introduced by Reps. Sam Johnson (RTX})
and Jeff Flake (R-AZ), That legislation is based on
the Cato Institute’s 6.2 Percent Solution. (There
are slight differences between the Cato plan and
the final draft of the legislation, but these would
nor significantly change the scoring)

According to SSA's acruaries, the 6.2 Percent
Solution would eliminate Sodial Security’s long-
range actuarial deficit and restore the system w
permanent “suscainable solvency” The legislation
compares very favorably to other Social Security

reform plans. In terms of giving workers more con-
trol and ownership of their retitement funds, the
6.2 Percent Soludon dlearly provides the most
“bang for the buck.” By 2046, the system would
begin running surpluses, allowing any shore-rerm
debt to be repaid. Indeed, by the end of the 75-year
actuarial window, the system would be running
surpluses in excess of $1.8 trillion (in constant
$2005).

The SSA analysis shows that the 6.2 Percent
Solution can provide large individual accounts
while restoring Social Security to permanent
sustainable solvency, and can do so in a fiscally
responsible manner.

Michael Tanner is director of the Cato Institute’s Project on Social Security Choice.

Cato Institute » 1000 Massachusetts Averue, N.W. « Washington, D.C. 20001 « (202) 842-0200
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Introduction

On February 17, 2004, the Cato Institute
published “The 6.2 Percent Solurion: A Plan
for Reforming Social Security,”a comprehen-
sive proposal for creating privarely invested,
individually owned accounts as part of an
overall reform of the Social Security system.*

Under this proposal, workers under the
age of $5 would have the option of diverting
their half of the Social Security payroll tax
(6.2 percent of wages) to individual accounts.
The employer’s portion of the payroll rax
would continue to be paid into the Social
Security system to provide survivors’ and dis-
ability benefits, as well as to partially fund
continuing benefits for those already retired
or nearing retirement. Workers choosing the
individual account option would forgo any
future accrual of Social Security retirement
benefits. However, those workers who have
already paid into the current Social Security
system would receive credit for accrued bene-
fits in the form of a recognition bond. This
fully tradable bond would be a zero-coupon
note that would mature on the date of the
recipient’s normal retirement age.

Workers who do not choose the individ-
ual account option would continue to pay
into and receive benefits from the current
Social Security system. However, for those
workers, the initial Social Security benefit
formula would be adjusted to reflect price
indexing rather than the current wage index-
ing” The resule would be to restore Social
Security benefits to a level payable with
Social Security’s available revenue, while
ensuring that furure retirees continue to
receive the same level of benefits as those
retiring today, on an inflation-adjusted basis,
(This change would be phased in over a 35-
year period, beginning in 2014.)

The plan also called for establishing a
new minimum Social Security benefit pro-
viding a significant increase over the current
minimum benefit.

This proposal became the basis for legisla-
tion introduced on July 19, 2004, by Rep. Sam

Johnson (R-TX), along with 18 original
cosponsors.” Johnson, together with Rep. Jeff
Flake and 10 cosponsors, reintroduced the bill
in the 109th Congress, on January 21, 2005
The legislation was submitted to the Social
Security Administration for official scoring as
to its impact on the federal budger and Social
Security solvency. On February 15, 20035, the
SSA’s Office of the Actuary (QACT) issued its
repor, concluding that the Johnson-Flake bill
would restore Social Security to permanent,
sustainable solvency” The results of OACT’s
report are reflected below.

(There are slight differences between the
Caro plan as originally written and the Johnson
bill. These are noted where relevant, but would
not significantly change the scoring.)

Scoring Assumptions

Scoring of the 62 Percent Solution was
done using acruarial assumptions consistent
with the 2004 report of the Socidl Security
Trustees. While there were minor changes in
methodology between that report and the
2005 Trustees Report, most major demo-
graphic and economic assumptions (includ-
ing ferdlity rates, death rares, immigration,
productivity, inflation, wage-covered employ-
ment, unemployment, and Trust Fund inter-
est rates) remained the same.® Therefore, the
scoring results are likely ro remain substan-
tially consistent with the new report (the com-
patisons herein use Social Security assump-
dons from the 2005 Trustees Report).

In scoring the proposal, OACT did make a
number of specific assumptions that affected
the final outcome. Among these:

Although the Caro plan calls for a defaule
portfolio of 60 percent stocks and 40 percent
bonds (and the Johnson bill calls for a default
portfolio of 65 percent stocks and 35 percent
bonds), OACT nevertheless scores the bill
using a 50/50 stock/bond portfolio. They
base their decision on an assumption that,
since both the Johnson-Flake bill and Cato
plan would eventually completely replace
Social Security’s defined benefit with a



defined contribution system, workers would
be inclined to move their investments away
from the default portfolio and into a more
conservative one.”

The rates of return estimared for the invest-
ments were assumed to be 8.5 percent forequi-
ties, 3 percent for government bonds, and 3.5
percent for corporate bonds.® Although this is
slightly below the historic return on equities, it
is reasonable given evidence of a declining risk
premium.” Administrative costs are estimated
to be 25 basis points (one quatter of 1 percent
of assets managed).

OACT assumes that workers make their
decision as to whether to participate in the
individual account option on a more or less
rational basis. That is, if they will receive high-
er benefits from the traditional Social Security
system (as adjusted for wage/price indexing),
they will remain in the current system. If they
can do berter under individual accounts, they
will choose them. Approximartely 10 percent of
workers age 54 are expected to choose individ-
ual accounts, with 100 percent participation
among those age 40 and younger. Those
between the ages of 54 and 40 participate in
gradually increasing amounts.'®

Differences between
the Cato Plan and
the Johnson-Flake Bill

There are some small differences between
the original Cato plan and the Johnson bill as
introduced. These include the following:

* Additional Contributions. Under the
Cato plan, workers would be allowed to
contribute an additional 10 percent of
their wages to their accounts on a vol-
untary basis. However, under the pro-
posed legislation, there are no provi-
sions for additional contributions to
the individual account.

* Recognition Bonds. The Cato plan called
for the face value of the recognition
bonds to be caleulated by applying the
existing Social Security benefit formula
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{AIME/PIA) ro the workers past covered
earnings. The actuarial present value of
this accrued-ro-date benefit would then
be calculared using a discount rate equal
to the long-term opportunity cost of
funds to the government (essentially the
30-year bond rate), or roughly 3.5 per-
cent, and current age- and gender-spe-
cific expected mortality rates. The Cato
plan also envisioned that “the recogni-
tion bonds may be valued at something
less than the full present value of
accrued benefits,” but did not specify
the methodology for achieving this
reducdon. The Johnson-Flake bill uses
the Social Security disability formula to
caleulate a worker’s accrued benefits (in
effect, acting as though the worker
became disabled as of the date that the
worker chooses the individual account
option). The value of the bond is slight-
Iy reduced by using a 40-year caleuladon
period in determining the AIME, rather
than 33,
* Transition Financing. The Cato plan
prescribes three measures for covering
transition costs. First, the plan proposes
redirecting all of the taxes on Social
Security rhat currently fund Medicare
back to the Social Security program.
Second, Cato has identified $87 billion
in corporate welfare that, if eliminated
from the budger and saved, could be
used to finance the transition. Finally,
the Cato plan notes that any funds
“recaptured” through corporate taxes
before profits go to the investor could
be used to offset the costs of the transi-
tion. The Johnson-Flake bill does not
specify sources of transition financing,
but indicates that general revenue trans-
fers will pay for the transition."*
Age of Participation. Under the Cato
plan, workers “not currently in the labor
force” must go into the new individual
account system. Under the Johnson bill,
workers under age 22 must go into the
new individual account system.
¢ Investment Options. The Cato plan calls

-

The proposal
saves taxpayers
some $6.3
trillion.
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Figure 1

Social Security’s Payroll Tax Surplus or Deficit
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Source: The 2005 Annual Report of the Board of Trustees of the Federal Old-Age and Survivers Insurance and

Disabitity Insurance Trust Funds.

for a default investment option of 2 60/40
stock/bond fund. The Johnson-Flake bill
offers a default 65/35 stock/bond fund.

Fiscal Impact of the 6.2
Percent Solution

The fiscal impact of Cato’s Social Security
reform plan must be looked at in the context
of Social Security’s current financial status.
According to the intermediate projections of
Social Security’s trustees, the program will
begin running deficits—annual expenditures
exceeding revenues—by 2017, with perpetual-
ly increasing cash shortfalls thereafter
(Figure 1). Those shortfalls reach 4 percent of
payroll within 30 years and rise to more than
6 percent by the end of the 75-year actuarial
period. Thereafter, they continue to grow
outside the acruanal window. Overall, the
deficits rotal $12.8 rrillion on a present-value
basis {using a perpetuity measure).

Compared to the current system, the 6.2
Percent Solution would increase cash-flow
shortfalls in the short term, buc after 2045,
the program’s cash-deficit would be eliminat-

ed and the program would begin running per-
manent surpluses (Figure 2). Indeed, by the
end of the standard 75-year actuarial window,
the system would have accumulated surplus-
es of $1.8 trillion.”® Those surpluses would
continue to grow outside the actuarial win-
dow. In short, under the 6.2 Percent Solution,
Social Security would achieve permanent sus-
tainable solvency. As OACT says, “The pro-
gram would be expected to remain solvent
throughout the 75-year projection period and
for the foreseeable future beyond”™*

As calculated by OACT, the cost of moving
to this system of individual accounts, com-
monly referred ro as the transition cost, would
be approximately $6.5 trillion. While at first—
and even second—glance, that looks like a great
deal of money, the current unfinded obliga-
tons faced by Social Security run to $12.8 tril-
lon. In shott, the 6.2 Percent Solution restores
Social Security to permanent sustainable sol-
vency—and it does so at roughly half the cost of
preserving the current system. That is, the pro-
posal saves taxpayers some $6.3 trillion.

Another way to see how the proposal
improves system finances is to look at the
burden on future generations as measured by
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Figure 2
Social Security Surplus/Deficit (in constant 2005 billions of dellars)
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Source: The 2005 Annual Report of the Board of Trustees of the Federal Old-Age and Survivors Insurance and
Disability Insurance Trust Funds. Memorandum from Stephen C. Goss and Alice H. Wade to Representative
Sam Johnson, “Estimated Long-Range OASDI Financial Effects of a Proposal for Individual Social Security
Investment Program Act of 2005 (FLR. 530),” February 15, 2005.

Figure 3
Social Security Surplus/Deficit (percentage of payroll)
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Act of 2004, July 19, 2004.
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the level of Social Security expenditures as a
percentage of payroll. As Figure 2 shows,
under the current systermn, Social Security’s
burden on future taxpayers is expected 1o rise
from its current 11.13 percent of taxable pay-
roll to 19.08 percent by 2078, and continue
to rise thereafter. However, under the pro-
posed individual account plan, the tax bur-
den peaks at 17.06 percent of payroll in 2028,
eventually declining to just 3.11 percent, an
amount necessaty to continue providing sur-
vivors’ and disability benefits. Because at that

point Social Security’s expenditures would be
below anticipated revenues (continuing at
6.2 percent of payroll), funds would become
available to pay back any borrowing incurred
during the transition.

A further breakdown of the costs of the 6.2
Percent Solution is also informative. Roughly
62 percent of the up-front cost of the proposal
is brought about not by allowing workers to
redirect their payroll taxes to individual
accounts, but because of the redemption of the
recognition bonds.” In fact, it is the recogni-

Figure 4
Net Cash Flow from the General Fund of the Treasury to OASDI Trust Funds (infinite
horizon)
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Source: The 2005 Annual Report of the Board of Trustees of the Federal Old-Age and Survivors Insurance and
Disability Insurance Trust Funds. Memorandum from Stephen C. Goss and Alice H. Wade to Representative Sam
Johnson, “Estimated Long-Range OASD! Financial Effects of a Proposal for Individual Social Security Investment
Program Act of 2005 (H.R. 530).” February 15, 2005, Memorandum from Stephen C. Goss to Representative Panl
Ryan, “Estimated Financial Effects of the ‘Social Security Personal Savings and Prosperity Act of 2004, July 19,
2004. Memorandum from Stephen C. Goss, Alice H. Wade, and Chris Chaplain to Representative Jim Kolbe and

Charles “Esti

d OASD Financial Effects of the ‘Retirement Security Act,™ February

11, 2004. Memorandum from Chris Chaplain and Alice H. Wade to Stephen C. Goss, “Estimated OASDI Financial
Effects of ‘Social Security Solvency and Modernization Act of 2003’ introduced by Senator Lindsey Graham,”

N, +

18, 2003. M d

from Stephen C. Goss to Representative Jim DeMint, “Estimated Financial
Effects of H.R. 3177, the ‘Social Security Savings Act of 2003,

26, 2003. M d

from Stephen

C. Goss and Alice H. Wade to Senator Chuck Hagel, “Estimated Financial Effects of “The Saving Social Security

Act of 2005,™ March 10, 2005. Memorandum from Stephen C. Goss and Alice H. Wade to Dantiel Patrick Moynikan
and Richard D. Parsons, “Estimates of Financial Effects for Three Models Developed by the President’s Commission
to Strengthen Social Security,” January 31, 2002,

Note: Contingent liabilities refers to the cost of benefit gnarantees if account investments underperform projections.



Figure 5
Social Security Surplus/Deficit
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tion bonds that cause the sudden large cost
increase that Figure 3 shows beginning in
2018. In this context, it important to under-
stand thar recognition bonds cannot in any
way be considered a new cost. They are simply
the prepayment of already accrued Social
Security benefits. An additional 1 percent of
the cost can be attributed to providing the new
minimum benefi.'®

“More Bang for Your Buck”

As Figure 4 shows, the 6.2 Percent Solution
is less expensive than other large-account plans,

especially those plans thar contain significant
contingen liabilities as a resulr of guaranteeing
benefit levels. Of course, plans with smaller
accounts have lower short-term costs, but over
the long run the 6.2 Percent Solution achieves
substantially higher savings (Figure 5). 77

Moteover, the 6.2 Percent Solution gives
workers far more ownership and control
than plans with smaller individual accounts.
Indeed, Figure 6 shows that measured in
terms of account size per trillion dollars of
transition cost, the 6.2 Percent Solution
achieves the most “bang for your buck.”

The size of individual accounts—the
amount of payroll taxes that workers are

The 6.2 Percent
Solution gives
workers far more
ownership and
control than
plans with
smaller
individual
accounts.
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Figure 6

Bang for Your Buck: Account Size Compared to General Revenue Transfers
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allowed to save and invest—is extremely
important. Social Security reform is about
more than finances. Indeed, if system finances
were the only issue, we could simply raise taxes
or cut benefits. True Social Security reform
must also provide for increased rates of return
and higher benefits, correct the inequides of
the current system so as to treat working
women, African Americans and others more
fairly, and give low-income workers a greater
opportunity to own and accumulate real
wealth. By these measutes, large accounts do a
far better job of achieving true reform.

For example, increasing attention is being
paid to the benefits of individual accounts as
a way to give low-income workers an oppor-
tunity to build wealth. While any increase in
wealth should be encouraged, we should also
be honest enough to admit that for low-wage
workers, very small individual accounts, such
as the 2 percent of wages called for under
some proposals, is simply not enough to
allow for the accumulartion of a real nest egg.

You can see the difference by considering
the case of a 22-year-old worker earning
$35,000 per year (the current median wage).
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Individual Account Value at Normal Retirement Age for a 22-Year-Old Medium-Wage
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A two percent account would allow the work-
er to accumulate just under $145,000 by
retirement. Four percent accounts, as sug-
gested by President Bush, would double that
to nearly $290,000. However, 6.2 percent
accounts would give the worker more than
$433,000 (Figure 7)."® Given that these Social
Security accounts may often be the only form
of savings that low-income workers have, the
more they are able to save, the better.

Finally, small accounts do little to advance
the fundamental goals of reducing reliance on
government and giving individuals greater
responsibility for and control over their lives.
However, under the 6.2 percent plan, govern-
ment’s role would eventually be limited to pro-
viding survivors’ and disability benefits and
ensuring a safety net that prevents seniors
from falling into poverty. The vast majority of
workers would be saving for their own retire-
ment, taking control over their own lives.

Benefits under the 6.2
Percent Solution

Opponents of individual accounts fre-
quently suggest that the creation of such

4% account

6% account

accounts would result in cuts in the
promised level of Social Security benefits, In
doing so, these critics are confusing changes
necessary to restore the system to balance
with changes resulting from individual
accounts. As noted above, Social Security
faces unfunded Liabilities of nearly $12 tril-
lion. Quite simply, unless there is a substan-
tial increase in taxes, the program cannot pay
the promised level of benefits.

That is not merely a matter of conjecture,
but a matrer of law. SSA is legally authorized
to issue benefir checks only as long as there
are sufficient funds available in the Social
Security Trust Fund to pay those benefits.
Once those funds are exhausted, in 2041 by
current estimates, Social Security benefits
will automatically be reduced to a level
payable with existing tax revenues, approxi-
mately 74 percent of current benefic levels.””
The gap between promised and payable ben-
efits will continue to grow thereafter, reach-
ing a 32 percent benefit reduction by the end
of the actuarial period (Figure 8).°

Social Security must be restored to a sus-
tainable level regardless of whether individual
accounts are created. The proper baseline to
use when discussing Sodial Security reform,

Small

accounts do

little to advance
the fundamental
goals of reducing
reliance on
government

and giving
individuals
greater responsi-
bility for and
control over their
lives.
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therefore, is not benefits as scheduled, but the
level of benefits that Social Security will actu-
ally be able to pay in the future.

As the Congressional Budget Office has
putic

A number of recent proposals to reform
Social Security call for changes in the
program’s benefits. The effects of those
proposals are frequently illustrated by
comparing the new benefits to those
expected ro atise under the policies pur
in place by current law—showing
whether they would be higher or lower
and by how much. However, because of
scheduled changes in benefit rules, a
growing economy, and improvernents in
life expecrancy, the benefits prescribed
under current law do not represent a sta-
ble baseline. Theirvalue will vary signifi-
cantly across fitture age cohorts, Thus,
focusing on differences from current law

Figure 8
Payable vs. Promised Benefits

will not fully poreray the effects of pro-
posed benefit (:]'umges.Zl

As scored by OACT, average-wage workers
who are roughly age 45 or younger today
could expect higher benefits under the 6.2
Percent Solution than Social Security would
otherwise be able to pay. Older average-wage
workers would not fare as well and presum-
ably would not choose the individual
account option, though higher-wage workers
would still exceed payable benefits. Low-wage
workers ate a special case, since most would
be covered under the new minimum benefit.

However, two assumptions that SSA uses
in scoring the plan lead it to understate the
proposal’s benefits. First, constrained by
Social Security’s accounting rules, the actuar-
ies assume that Social Security will pay full
scheduled benefits until the Trust Fund is
exhausted in 2042, after which benefits
would be immediately reduced by 27 percent
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Monthly Retirement Benefits: Present Law vs. 6.2 Percent Selution

(constant 2004 dellars)
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Note: Benefits for one spouse of a two-carner couple (spouse is same age with similar eamings).

to reach payable levels. But Congress is very
unlikely to allow such an abrupt benefit
reduction. Changes in benefits are much
more likely to be phased in slowly, meaning
that the “payable” baseline would be a much
carlier basis for comparison.”?

Second, as mentioned above, SSA scores
the returns from individual accounts assum-
ing a 50/50 stock/bond portfolio mix. It does
this even though the Johnson bill calls for a
default portfolio of 65/35 stocks to bonds,
Substantively, the SSA assumptions result in
the accounts earning approximately 11 per-
cent lower returns than if che default were
used for workers retiring in 2055; that is,
those who would be contributing over their
entire working lifetime. For those retiring
earlier, the differential would be smaller, but
would still marter.

SSA assumes that wotkers will transfer
their funds out of the defanlr portfolio in
search of less risky investment options. That
is a debatable assumption. Those low- and
middle-income workers most concerned
about risk are also those least likely to be

involved in the active management of their
portfolios. It seems likely that a large per-
centage would leave their funds in the default
portfolio out of simple inertia. Moreover,
low-wage workers would be substantially
protected from risk through the new mini-
mum benefit. Indeed, many observers have
criticized benefit guarantees precisely be-
cause they encourage workers to take on
additional risk, creating a “moral hazard”

If benefits were scored using the defaule
portfolio, the monthly benefit would, as
noted, be about 11 percent higher than esti-
mated by SSA, making the advantage of indi-
vidual accounts over traditional Social
Security even more apparent (Figure 9).

Conclusion

Cato’s proposed Social Security reform, as
reflected in legislation by Reps. Sam Johnson
and Jeff Flake, would restore Social Security
to long-term and sustainable solvency, and
would do so at roughly half the cost of sim-

Cato’s proposed
Social Security
reform would
restore Social
Security to
long-term and
sustainable
solvency, and
would do so at
roughly half the
cost of simply
propping up the
existing program.
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ply propping up the existing program. But it
would also do far more than that.

Younger workers who chose the individ-
ual account option could receive retirement
resources substantially higher than under
rraditional Social Security. At the same time,
it would treat women and minorities more
fairly, and allow low-income workers to accu-
mulate real wealth.

Most importantly of all, this is a proposal
that would give workers ownership and con-
trol over their retirement income. It is a plan
that is fiscally responsible and protects
future generations of workers and taxpayers.
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again be withheld until sufficient funds accumu-
late, leading to checks starting and stopping sever-
al times over the course of a year. The net effect
would be that total annual benefits would be
reduced by the same amount as if each month’s
benefits had been proportionally reduced.
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20. 2005 Trustees Reporr, p. 8, Figure ILD2.

21. David Koitz, “Measuring Changes to Social
Security Benefits,” CBO Long-Range Fiscal Policy
Brief no. 11, December 1, 2003.

22, The cited benefit reductions are across the
board, affecting not just new retirees, but also
those who have been receiving Social Security
checks for some time. If Congress were to try to
avoid a political outery by limiting the cuts to new
retirees, the benefic reductions would be much
greater.
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MEMORANDUM
Date: February 15, 2005 Refer To: TCA
To: Representative Sam Johnson

From:

Subject:

Stephen C. Goss, Chief Actuary
Alice H. Wade, Deputy Chief Actuary

Estimated Long-Range OASDI Financial Effects of a Proposal for Individual Social Security
Investment -- INFORMATION

This memorandum presents long-range estimates of the financial effects of the plan you have
developed for individual investment accounts that would provide retirement income under the
Social Security program. This memorandum includes a description of the plan, reflecting the
intent of and specifications for the plan, as provided by Kathleen Black of your staff. While the
provisions of the plan described in this memorandum are consistent with the intent of your
recently introduced bill Individual Social Security Investment Program Act of 2005 (H.R. 530),
some of the effective dates in the plan description below are based on your earlier bill (H.R.
4895 submitted to the 108" Congress). Some of these effective dates differ by one or two years
from those now specified in HR 530. In the interest of providing timely analysis, we are
providing estimates with these qualifications. The estimates should be regarded as preliminary,
but provide a good indication of the nature of the plan and its potential effects. All estimates are
based on the intermediate assumptions of the 2004 Trustees Report, as well as additional
assumptions described below.

The plan would offer to workers under age 55 on January 1, 2005 a combination of recognition
bonds based on accrued benefit obligations plus an individual account contribution of 6.2 percent
of future taxable earnings redirected from the OASDI payroll tax. For those who do not choose
this option, current law benefits will continue, but will be based on a price indexed benefit
formula. Older workers will remain in the current program without change, and future workers
will be automatically enrolled in the individual account program. A minimum benefit financed
with general revenue would be available to those participating in the individual account program.
In addition, disability and young survivor benefits for these participants would continue
unchanged. General revenue transfers would be provided as needed to maintain trust fund
solvency during the period of transition. Enactment of this plan would eliminate the Social
Security long-range actuarial deficit and meet the criteria for sustainable solvency. The program
would be expected to remain solvent throughout the 75-year projection period and for the
foreseeable future beyond.
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Estimates for this proposal reflect the development of several innovations in our methods and
substantial work by Chris Chaplain, Jason Schultz, and others from the Office of the Chief
Actuary. Further development and refinement of these methods will allow for improvements in
the estimates in the future.

1. Description of Proposal
Individual Account (IA) Program — Participation

Beginning January 1, 2003, the proposal specifies that:
o Individuals born in 1949 and earlier (those 55 or older as of January 1, 2005) would stay
in the current system and receive full scheduled benefits.
» Allindividuals eligible for disabled worker and young survivor benefits as of January 1,
2005 would stay in the current system and receive full scheduled benefits.
» Individuals born in years 1950 through 1982, who are not eligible for disabled worker or
young survivor benefits as of January 1, 2005, would be offered the following choice:
a. Stay with the current OASDI program, subject to a CPI-indexed PIA formula starting
with those eligible for benefits in 2012, or
b. Participate in the 1A program. For these individuals, a recognition bond would be
granted for the accrued retired worker benefit obligation earned as of January 1, 2005
and an individual account (IA) would be established, with contributions of 6.2 percent
of OASDI taxable earnings starting in 2005.
¢ All individuals born in 1983 and later (those 21 or younger as of January 1, 2005) would
participate in the IA program, with contributions of 6.2 percent of OASDI taxable
earnings starting in 2005.

IA Program — Recognition bonds

Recognition bonds will be issued on January 1, 2005, for those individuals born in years 1950
through 1982 who choose to participate in the 1A plan. The recognition bond will be a zero-
coupon Treasury bond maturing on the date of attaining the normal retirement age (NRA)' for
the original recipient of the bond. The redemption value of the bond at maturity will be
explicitly stated on the bond in dollars. It will be calculated using the present value (discounted
at the trust fund yield rate to the redemption date or NRA) of expected retired worker benefit
obligations accrued prior to January 1, 2005 assuming the worker will survive to the NRA and
retire at that time. The accrued benefit obligation would be based on a computation of the
Primary Insurance Amount (PIA) that would be payable for entitlement to a disabled-worker
benefit as of January 1, 2005, increased by assumed growth in the average wage thereafter up to
the redemption date. To reflect the fact that the worker would have only contributed for a

' The normal retirement age is the age that full benefits are payable. This age is 66 for those born in 1950 to 1954:
is 66 and 2 months for those born in 1955; is 66 and 4 months for those bom in 1956; is 66 and 6 months for those
born in 1957; is 66 and 8 months for those born in 1958; is 66 and 10 months for those born in 1959; and is 67 for
those born in 1960 and later.
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portion of the potential full career as of January 1, 2005, the PIA used for computing the
recognition bond value would be multiplied by:
(Worker’s age at the beginning of 2005 minus 22) / 45.

The actual redemption value of the recognition bond would be set equal to the expected amount
(present value as of NRA) of future retired worker benefits based on this adjusted PIA assuming
the worker survives to NRA with certainty, using unisex mortality, wage and CPI increases, and
trust-fund yields at the levels projected for the current Trustees Report at bond issuance.

Three specifications for the calculation of the recognition bond redemption value described
above are particularly notable. First, the recognition bond value will be based on potential
retired worker benefits only. Spouse, widow(er) and child benefits that may be payable based on
the worker’s earnings under current law would not be reflected in the recognition bond
redemption value. Second, the redemption value of the recognition bonds will be fixed on
January 1, 2005 assuming all workers at that time will survive to reach their NRA and receive
retirement benefits starting at that time. Some workers who would receive a recognition bond in
2005 will die before attaining their NRA, but the bond will retain its full redemption value in any
case. Third, the redemption value will be set in 2005 based on the then current assumptions for
future wage growth and future mortality rates after reaching NRA. Actual wage growth (and
interest rates) may turn out to be substantially different from what is assumed in 2005, and the
life span of individuals will vary considerably. Thus, the redemption bond value will only
approximate the actual value of specified benefits based on earings prior to January 1, 2005 and
the difference will vary significantly.

Recognition bonds would, upon issuance, be deposited in the worker’s individual account. The
recognition bond would be marketable in a regulated secondary market; the proceeds of sale of
the bond would be required to be retained in the individual account. No payment would be made
by the Federal Government prior to the redemption date of each bond. The value of redemption
bonds in the secondary market would be determined by market forces with a full understanding
that precisely the face value of the bond would be paid to the holder upon maturity. The bonds
would not be indexed in any way to reflect actual wage growth, CPI changes, or interest rates
between issuance and redemption.

IA Program —Financing & IA accounts

The OASDI combined payroll tax rate would remain at 12.4 percent. However, for those who
choose to participate in the IA program (and all workers born after 1982), 6.2 percent of OASDI
taxable eamings (the employee portion) would be deposited in an IA beginning in 2005. The
portion not directed to an IA would be retained for the trust funds to cover recognition bond
redemptions and OASDI benefits, Transfers from the General Fund of the Treasury would be
provided to reimburse the trust funds for the cost of providing a minimum benefit (described
below) starting in 2012. Additional revenue needed for the OASDI Trust Funds in the early
decades after implementation would be provided in the form of transfers from the General Fund
of the Treasury, on an as needed basis. The amount transferred from the General Fund of the
Treasury to the OASDI Trust Funds in any year would be determined as the amount needed to



190

ensure that the combined trust fund assets do not at any time within the year fall below 100
percent of annual OASDI program cost.

Individual account contributions redirected for any year to the 1As of a married couple, both of
whom are participating, would be combined, and then divided equally between them for deposit
in their separate individual accounts. Allocations during marriage would be unaffected by
divorce; divorce would terminate all connection between the future [A contributions of
previously married couples.

1A accumulations are assumed to be held in accounts with record-keeping by a central
administrative authority (CAA) that will offer options for investment, maintain individual
records, interface with account holders, and combine assets of all accounts for the purpose of
making investments with private investment companies (such as Fidelity, Vanguard, etc.). This
approach is important for the purpose of keeping the cost of administering the accounts as low as
possible.

The default portfolio allocation for accounts would be 60 percent in broad indexed equity funds
and 40 percent in corporate bond funds. However, given the uncertainty and volatility of
investments in equity and bond markets, we assume that many workers will choose an
investment portfolio that is less heavily weighted toward equities (see assumptions below). A
variety of index funds would be offered by the CAA with annual options by the account holder
to alter the portfolio.

IA Program — IA disbursement & benefit payments

For those participating in the TA program, a minimum monthly annuity/benefit equal to a
specified percent of poverty (before any reduction for retirement before normat retirement age,
NRA) would apply for all workers becoming eligible for benefits after 2004. The specified
percent of poverty would equal 100 percent for workers with 35 years or more of work (quarters
of coverage equal to at least 3.5 times the number of elapsed years), decreasing to 0 percent for
workers with 10 years of work (quarters of coverage equal to the number of elapsed years). The
poverty level is that for aged individuals, increased by the CPI thereafter. The annual poverty
level for aged individuals is $8,825 in 2003. This minimum guarantee, referred to as a minimum
PIA, would require purchase of a CPI-indexed life annuity at retirement with all 1A assets,
including any recognition bond. If an individual’s IA assets are not enough to provide the
minimum monthly annuity/benefit, then the difference would be provided by the OASDI Trust
Funds. However, the General Fund of the Treasury would reimburse the OASDI Trust Funds for
the cost of this payment.

The minimum targeted life annuity is 100 percent of poverty. IA accumulations in excess of
what is needed to purchase a life annuity equal to 100 percent of poverty would be available to
the retiree for any desired purpose. 1A contributions are accumulated tax free. Upon
distribution, IA balances, including recognition bond amounts, are exempt from taxation. In
addition, if at any age, the CPl-indexed life annuity that could be purchased at age 62 with the
current assets in an individual’s 1A account is expected to be greater than 100 percent of poverty
(assuming the A assets were thereafter invested solely in Treasury bonds), then the individual
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would no longer be required to contribute 6.2 percent of taxable earnings to the IA. At that point
the individual would no longer contribute to the OASDI program, but the employer would
continue to contribute 6.2 percent of the employee’s taxable eamings. Self employed workers
would pay one half of the tax rate. Additionally at this point in time, the individual would be
required to purchase an annuity equal to 100 percent of poverty or to invest the cost of this level
annuity in a fixed-income portfolio of assets, i.e. bonds.

For those in the 1A plan, present law scheduled disabled worker benefits would be payable up to
NRA, with the minimum PIA applying to those who become eligible for benefits in 2012 and
later. Auxiliary benefits to children and spouses with child in care would be paid on the account
of a disabled worker. Young survivor benefits (child and spouse with child in care) would also
be payable based on present law scheduled benefits, with the minimum PIA applying for those
who become eligible for benefits in 2012 and later. However, no spouse or non-disabled child
benefits would be payable on the accounts of retired worker beneficiaries or accounts of
deceased workers (except for the young survivor benefits mentioned above).

At attainment of NRA, disabled worker beneficiaries would convert to retired worker status.
Those participating in the IA plan would then be required to purchase a CPI-indexed life annuity
not less than the value of the continuation of the disabled-worker benefit (disability benefit prior
to conversion with cost-of-living adjustment). If the individual’s JA accumulations, including
any recognition bond, are insufficient for the purpose, then the OASDI Trust Funds would
provide the difference. The OASDI Trust Funds would be reimbursed from the General Fund of
the Treasury for the portion of any individual’s benefit atiributed to providing the minimum PIA.

IA accumulations including any recognition bonds are transferred to the individual account of
the surviving spouse (if any) upon death of a worker. A portion of this transfer will be reserved
to pay for any potential young survivor benefits. If there is no surviving spouse, then the TA
accumulation, less any reserve for potential child survivor benefits, goes to the worker’s estate.

CPl-indexed life annuities purchased with IA accumulations (including recognition bonds) are
assumed to be provided through the CAA.

Individuals not in the IA program

All individuals born in 1949 and earlier (those 55 or older as of January 1, 2005), as well as
those currently entitled to disabled worker or young survivor benefits on January 1, 2005, would
remain in the current OASDI program and receive full scheduled benefits in current law. For
those individuals born in 1950 through 1982 who remain in the current OASDI program (do not
choose to participate in the IA program), all benefit payments (including disability and young
survivors) would be subject to a CPI-indexed PIA formula starting for those eligible for benefits
in2012. The benefit formula would modify the primary insurance amount (P1A) formula
factors (90, 32, and 15) starting in 2012, reducing them successively by the measured real wage
growth in the second prior year. Modified PIA factors would be applicable for OASDI
beneficiaries becoming eligible for benefits in 2012 and later. This provision would result in
increasing benefit levels for individuals with equivalent lifetime earnings across generations
(relative to the average wage level) at the rate of price growth (increase in the CPI), rather than at
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the rate of growth in the average wage level as in current Jaw. Calculation of the average
indexed monthly earnings (AIME) used in computing the PIA would be unaffected by this
provision. In addition, the minimum PIA would not apply to these individuals.

2. Assumptions Used for Financial Estimates

The estimates presented in this memorandum are based on the intermediate assumptions of the
2004 Trustees Report plus several additional assumptions relating to specific provisions of this
proposal.

Participation in the Individual Account Program

Workers who are at ages 22 through 54 and are not disabled on January 1, 2005 will have the
option of choosing to participate in the individual-account/recognition-bond plan. The default
option is to remain in the current OASDI program. For the oldest of these workers, most will
receive more total benefits from staying in the current system than from switching to the IA plan.
This is particularly true for those who are in good health and have potential family members who
may become eligible for an auxiliary benefit based on the workers earnings record. The
recognition bond reflects an expected accrued benefit for the worker only after reaching NRA
and does not include any amount corresponding to potential auxiliary benefits. Moreover, the
recognition bond amount is computed with a factor to diminish the normal PIA computation by
approximately 11 percent to recognize a longer potential work history than under the current
system. Thus, even workers with no family members who are relatively healthy (as will be most
of this group as the disabled are not included) and relatively old would expect more benefits
from the current system for past contributions than from the recognition bonds.

These factors suggest that workers at age 54 on January 1, 2005 will be relatively unlikely to
select the [A/recognition-bond option. We assume that 10 percent of those at this age will opt
for the IA plan. For younger workers, however, recognition bonds will represent a smaller and
smaller portion of their expected future benefit; the CPI-indexed benefit formula will present a
smaller and smaller potential benefit from the current system; and potential IA contributions will
have longer and longer to accumulate. Thus, we assume that younger workers will be
increasingly likely to opt for the IA plan and that 100 percent participation will occur for those
under age 41 on January 1, 2005. Participation rates for workers between ages 40 and 54 are
assumed to be decline linearly from 100 to 10 percent.

Individual Account Investments

As indicated above, the default portfolio allocation for individual accounts would be 60 percent
in broad indexed equity funds and 40 percent in corporate bond funds. However, given the
uncertainty and volatility of investments in equity and bond markets, we assume that many
workers will choose an investment portfolio that is less heavily weighted toward equities.
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This proposal would replace retirement and aged survivor benefits from the current system
completely with the IA and recognition bond accumulations. For many workers this account will
represent their primary or only potential source of income in retirement. As a result we expect
that workers participating in the IA plan will invest somewhat more conservatively on average
than indicated in the default portfolio. We assume that the average portfolio will be 50 percent
in equity funds, 30 percent in corporate bond funds, and 20 percent in government (Treasury)
bonds. Due to the relatively large size of IAs under this proposal and the specification that
accounts and annuities will be managed through a central administrative authority, we assume
that administrative expenses will be relatively low, ultimately averaging about 0.25 percent of
assets per year. The “expected” average annual real yield on IA investments before retirement is
assumed to be 4.65 percent (6.5 X 0.5+3.5X 0.3 +3.0X0.2-0.25).

Note that for estimates reflecting a low-yield assumption we assume that all investments will
have an average real yield equal to that expected for long-term treasury bonds, or 3 percent in
real terms. Therefore, the assumed net real yield after administrative expenses would be 2.75
percent. These estimates provide projections on a “risk-adjusted” basis. Risk-adjusted returns
omit any expected return in excess of that for Treasury bonds, because the excess reflects the
premium demanded by the market for taking on the increased volatility associated with equities
and corporate bonds.

CPIl-indexed life annuities purchased from the central administrative authority are assumed to
provide an average annual expected real return of 3 percent net of administrative expenses. For
the low yield assumption, the net real yield is assumed to be 2.75 percent. For the purpose of
illustrations of individual account and annuity assets in this memorandum, we assume that all IA
assets will be used to purchase annuities. While the proposal allows for much of the account to
be disbursed in other ways for many workers, this variation would not affect the financial
estimates presented in this memorandum.

Future returns on 1A assets will vary considerably depending both on individual portfolio choices
and variation in future returns on specific investments. The average annual real return on long
term Treasury bonds is assumed to be 3 percent, consistent with the 2004 Trustees Report.
Corporate bonds are assumed to have an average real yield that is about 3.5 percent.

The expected long-term ultimate average annual real yield for equities is assumed to be 6.5
percent. This is somewhat Jower than the historical real equity yield over the last several
decades. A consensus exists among economists that equity pricing, as indicated by price-to-
earnings ratios, may average somewhat higher in the long-term future than in the long-term past.
This is consistent with broader access to equity markets and the belief that equities may be
viewed as somewhat less “risky” in the future than in the past. Equity pricing will vary in the
future as in the past. Price-to-earnings ratios were very high through 1999, and are now lower.
The average ultimate real equity yield assumed for estimates in this memorandum is consistent
with an average ultimate level of equity pricing somewhat above the average level of the past.

The assumption for an ultimate real equity yield of 7 percent that was used by the Office of the
Chief Actuary until 2001 was developed in 1995 with the 1994-6 Advisory Council. At that
time, the Trustees assumption for the ultimate average real yield on long-term Treasury bonds
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was 2.3 percent. Real yields on corporate bonds are believed to bear a close relationship to
Treasury bond yields of similar duration. The 2004 Trustees Report includes the assumption that
the ultimate real yield on long-term Treasury bonds will average 3 percent, or 0.7 percentage
point higher than assumed in 1995. This increase in the assumed bond yield is consistent with a
reduction in the perceived risk associated with equity investments.

1t should be noted that the precise effects on the yields of equities and corporate bonds is not
clear when implementing a plan that would result in a large demand for these securities. This
demand would likely be at least partially offset by reductions in demand for other investment
mechanisms. For the purpose of these estimates, it is assumed that there will be no net dynamic
feedback effects on the economy or on the financial markets.

3. Benefit Levels under the Proposal

Tables B1 and B2 show projected potential benefits under the proposal for two-earner and one-
earner married couples, respectively. While a range of potential benefit levels is shown, actual
investment returns and total benefit levels could vary considerably, reaching levels both well
above and below the range presented.

Table B1 presents monthly benefit levels for one spouse of a two-earner couple. Table B2,
however, presents monthly benefit levels for the total married one-earner couple. Effects for
single workers (never married) would be more similar to those of the two—earner couples.
Potential benefits include both OASDI benefit payments and potential annuity payments based
on IA accumulations (including recognition bond values). For these illustrations, it is assumed
that workers will retain their recognition bonds essentially until maturity, although some may be
expected to sell the bonds on a secondary market even at a relatively young age and invest the
proceeds in some other financial security. For simplicity, recognition bonds are assumed to be
available for annuitization at age 65. In fact this would be possible by selling the bonds on the
secondary market.

Benefits are illustrated for workers retiring at age 65 with various lifetime earnings patterns.
These patterns include average career indexed earnings at about 45 percent of the level of the
SSA economy wide average wage for the scaled low earner, 100 percent of this level for the
scaled medium earner, 160 percent for the scaled high earner, and eamings steadily at the level
of the OASDI taxable maximum for the maximum earner”.

The first three columns provide projected benefits scheduled under current law (column b,
payable under current law (column 2), and scheduled under the proposal for those who do not
participate in the IA plan (column 3). In 2045, the CPI-indexed benefit under the proposal for
non-1A participants would be close to the level payable under current law for two-eamer couples.

? Actuarial note 2004.3 provides details about the calculation of the scaled earner factors. Actuarial note 2004.3 is
located at the following internet site: http://www.ssa.gov/OACT/NOTES/ran3/an2004-3.pdf.
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The next 5 columns develop the expected total retirement payment under the proposal prior to
application of the guaranteed minimum for those in the IA plan. The projected annuity based on
the recognition bond would be progressively smaller for subsequent generations who would have
had fewer potential work years prior to 2005. Potential JA annuities assuming full annuitization
are shown with both an TA accumulation at a low (risk-adjusted) yield and the expected yield for
the expected average portfolio. These amounts are summed to show total payments prior to
application of the minimum benefit under both investment return assumptions.

The final three columns show the available minimum benefit payment (100 percent of poverty),
and the total potential payments under the proposal expressed as a percentage of the current-law
scheduled benefit level. For the scaled low earner, the proposal minimum benefit would be
expected to provide an increment for retirees at age 65 through 2035. Proposal expected total
benefits for the scaled low two-earer couple would decline from 94 percent of current-law
scheduled benefits for those retiring at age 65 in 2015, to 72 percent for those retiring at age 65
in 2055. For the low-earner one-earner couple, proposal expected benefits would decline from
90 to 66 percent of the present-law scheduled level.

Medium and higher two-eamer couples with expected 1A returns would fall short of the CPI-
indexed PIA initially, but would exceed that level starting with those retiring in 2035. Older
workers would be expected to strongly consider staying in the current program, consistent with
our assumption of low participation by the older eligible workers.

While benefits for a scaled medium earner who experienced the low yields consistent with risk
adjusted returns would fare little if any better than the CPI-indexed alternative benefit, the scaled
high earner retiring in 2045 and later and experiencing the low yields would beat the CPI-
indexed benefit. In addition, by 2055 the maximum earner retiree would even beat the present-
law scheduled benefit.

Table B2 shows that benefit levels for the one-earner couple would be considerably lower than
those for the two earner couple. Only for the one-earner steady maximum couple retiring at 65
in 2055 would expected returns exceed the present-law scheduled benefit.

4. Financial Effects of the Proposal

Tables 1, 1a, 1b, 1b.c, lc, and 1d illustrate the expected financial implications of enactment of
the proposal under the assumptions described above. These effects are described briefly below.
Additional tables 2, 2a, 2b, 2b.c, 2¢, and 2d provide similar estimates using the low-yield (risk-
adjusted) returns on individual account assets described above.

The proposal would replace OASDI retirement and aged survivor benefits with an individual
account that would be financed with one half of the payroll tax rate (6.2 percent). This change
would apply to all workers under age 22 on January 1, 2005, and to others under age 55 on that
date who choose to accept a recognition bond in place of the benefit obligation based on past
contributions. Disability and young survivor benefits would be retained as in current law
through the normal retirement age. A minimum benefit (P1A) guarantee equal to a specified
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percent of the poverty level (100 percent for those with at least 35 years of work) would be
financed through reimbursements from the General Fund of the Treasury. Those, who do not
choose to participate in the IA program, would remain in the current program and be subject to a
CPl-indexed PIA formula that provides slower growth in benefits across generations than does
the current wage-indexed benefit formula.

Cash Flow and Solvency

In part because the recognition bonds for voluntary participants would mature on the date each
worker would attain their normal retirement age, substantial general revenue transfers would be
needed to maintain solvency of the OASDI Trust Fund. Table 1 indicates that transfers are
expected to be needed from 2013 through 2045, peaking at 9.7 percent of payroll in 2028, and
totaling $6.8 trillion in present valuc (see table la.)

After 2045, the OASDI program would be expected to operate with substantial annual positive
cash flow (see annual balance on table 1 and the first four columns of table 1¢). Table 1 shows
that the OASDI Trust Fund would grow at an increasing rate as a percentage of annual program
cost after 2045. The large and rising trust fund ratios® reflect both the small residual amount of
payments made from the OASDI program, and the increasing size of trust fund assets. The
OASDI program would clearly satisfy the criteria for sustainable solvency under the proposal.

Relative to current law, net cash flow from the OASDI Trust Fund to the General Fund of the
Treasury would be substantially diminished through 2038. After 2038, however, cash flow from
the trust ﬁmds to the Treasury would be increased over the current program modified to permit
borrowing.* The proposal is expected to produce positive cash flow from the trust funds
beginning 2046.

Total System Assets

Table 1a provides estimates of expected OASDI Trust Fund assets under the proposal in column
5, and estimated individual account (and annuity) assets in column 6. All JA assets are assumed
to be fully annuitized in a CPI-indexed life annuity for the purpose of these illustrations. For the
purpose of these iltustrations, married individuals are assumed to choose a joint & 2/3 survivor
annuity’. The sum of these amounts may be referred to as total system assets under this
proposal. By 2078, expected total system assets are expected to reach over $70 trillion in
constant 2004 dollars, or more than double the size of the OASDI Trust Fund ($27 trillion), if all
transfers expected under the proposal were provided to current OASDI program (see column 9).

Table 2a, with low-yield assumptions (risk-adjusted) shows that total system assets under the
proposal would be over $50 trillion. This amount is still higher than the assets under the current

* The trust fund ratio for a yeat is calculated as (1) the level of assets at the beginning of the year divided by (2)
program cost during the year, excluding recognition bonds.

* Without this modification to permit borrowing, the current program would presumably operate with reduced
benefits based on available tax revenue after the OASDI Trust Funds exhaust in 2042.
* Two-thirds of the benefit level continues to the survivor.
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OASDI program with the same general revenue transfers as under the proposal ($28 trillion).
This is because of the gradual reduction and eventual elimination under the proposal of
retirement benefits other than the individual account annuities.

Recognition Bonds and Effects on the Unified Budget

Tables 1b, 1b.c, 2b, and 2b.c show expected effects on the unified budget of the Federal
Government from enactment of this proposal. It should be noted that these effects are not
comparable to the effects that would be estimated by the Office of Management and Budget
(OMB) and the Congressional Budget Office (CBO), at least in part because the Trustees
assumptions used for estimates presented here differ from those of OMB and CBO.

Column 1 shows the projected IA contributions redirected from the trust funds starting in 2005.
These contributions, along with distributions upon maturity of recognition bonds starting in 2016
(column 2) represent increased expenditures from the unified budget. Generally lower benefit
payments from the OASDI program are reflected in column 3 and would be reductions in
expenditures. These changes are combined to produce the net change in unified budget annual
cash flow in column 4.

The implications for the size of the federal debt held by the public are shown in column 5. Debt
would be increased substantially through the 75-year period, but the increment would be
decreasing toward the end of the period.

The net effect on annual unified budget balances, including the debt service from prior year
effects on cash flow, is shown in column 6. Negative effects on unified budget balances would
gradually decline and reverse to positive changes starting in 2070 under the expected yield
scenario and starting in 2072 under the low yield scenario.

Change in Long-Range Trust Fund Assets/Unfunded Obligation

Tables 1d and 2d provide estimates of the amount of assets in the combined OASI and
DI Trust Funds at the end of each year, in present discounted value. Negative values do
not indicate levels of trust fund assets as the program does not have borrowing
authority. Instead, negative values reflect the magnitude of the unfunded obligation of
the program through the end of the year. The first column presents these estimates
under present law, where the unfunded obligation is $3.7 trillion through 2078, the end
of the 75-year long-range period.

Columns 2 through 5 show the annual effects of the components of the proposal that
move the OASDI program to elimination of the unfunded obligation. These include:
® The change in the OASDI basic benefits,
* 1A contributions redirected from the trust funds to the individual accounts,
» Recognition bond payments from the trust funds to the individual accounts, and
¢ General Fund transfers needed to reimburse the trust funds for providing the
minimum benefit level and to maintain solvency in 2013 through 2045.
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The combination of the annual effects in columns 2 through 5 is accumulated in column
6, showing effect on projected trust fund assets, or on the unfunded obligation, through
the end of each year. Column 7 shows the resulting trust fund asset levels projected
under the proposal. The overall effect of the proposal is to transform the projected $3.7
trillion long-range unfunded obligation for the program under current law into an
expected positive trust fund balance of $1.8 trillion at the end of the period.

Tk

Stephen C. Goss

Alice H. Wade
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Table 1 Johnson Proposal: JA for <55 on 1-1-2005. RB for 21-5[4 on 1-1-2008

Phased Participation Uit Real TF Int Rate of 3.00 {Ind Account Contribution Rate: 6.2% Benefit Offiset: 0.0% 1

No Taxation Uit Real 1A Yid Rate of 4.65 Generat “Effective’”
of RBor A Annuity Net Real id Rale of 3.00 Revenue Change "Effective” Generat Individual
Distributions Reimbursement  in OASD! OASDH Revenue Agcount
Cost Income Annuat TFR'  for Minimum  Contribution Contribution Transfer  Contribution
Year Rate Rate Balance Adyr Benefit Rate Rate Solvency Ralg
2004 11.07 1271 1.64 306 12.40 0.00
2005 10.87 872 -2.15 325 0.00 -4.005 8.40 4.00
2008 10.77 8.38 -241 310 .00 -0.373 8.02 4.38
2007 10.75 823 -2.51 20¢ 0.00 -0.142 7.88 452
2008 10.80 8.14 -265 287 000 -0.127 7.75 465
2009 10.95 8.0 -2.84 241 .00 -0.125 7.63 4.77
2010 11.08 79 214 006 -0.122 7.51 488
201 11.25 7.83 184 0.00 -0.126 7.38 5.02
2012 11.43 775 154 0.00 0110 727 513
2013 11.67 8.18 121 0.00 1.403 8.67 1.5 523
2014 11.89 11.98 100 0.00 2787 11.48 44 5.34
2015 1212 121 100 0.01 0212 11.67 47 5.43
2018 13.12 1303 100 0.01 £4.809 1248 56 553
2097 377 13.68 100 .01 0618 13.10 6.3 561
2018 14.41 14.28 100 o 0.624 13.72 70 5.69
2019 15.03 14.82 100 601 0.537 14.26 786 575
2020 15.59 15.36 100 0., 0541 14.80 8.2 561
202t 15.54 15.25 100 802 -0.121 14.68 8.1 588
202z 15.80 15.45 106 0.02 0.207 14.89 84 593
2023 16.00 1560 100 002 6157 15.04 86 597
2024 16.06 15.65 108 0.02 0.061 15.10 87 602
2025 16.02 15.61 100 0.02 -0.029 15.08 87 6,05
2026 15.98 15.37 100 0.02 +0.229 14.85 85 6.08
2027 16.94 16.43 100 0.03 1077 15.92 98 6.10
2028 17.08 16.49 100 0.03 4083 16.01 97 8.12
2028 16.85 16.36 100 003 -0.114 1589 96 614
2030 16.74 16.13 100 003 -0.210 15.68 24 815
2031 16.83 18.00 100 0.03 -0.108 15.58 93 £.16
2032 15.74 1517 100 0.03 -0.805 14.77 85 6.16
2033 14.85 14.45 100 0.04 -0.704 14.07 78 817
2034 14.15 1363 100 0.04 -0.804 13.26 70 8.17
2035 1341 12.90 100 0.04 -0.704 1256 63 6.18
2036 12.69 12.18 106 0.04 -0.708 11.85 5.8 6.18
2037 11.94 11.45 100 0.04 -0.70% 11.15 49 618
2038 11.22 10.83 100 0.04 -0.605 10.54 43 820
2039 10.50 10.04 100 0.04 -0.768 977 35 620
2040 9.81 843 100 0.04 -0.509 .17 29 6.20
2041 914 8.81 100 0.04 -0.600 857 23 .20
2042 8.50 8.17 100 0.04 -0.630 784 17 8.20
2043 782 7.58 100 0.05 -0.570 7.38 1% 8.20
2044 7.38 8.96 100 005 -8.610 877 0.8 6.20
2045 874 6.47 100 0.05 -0.470 8.30 01 8.20
2048 6.23 641 100 .05 -0.060 825 620
2047 5.75 6.40 108 0.04 0.000 6.24 8.20
2048 536 8.39 1.08 136 0.04 0.000 6.24 6.20
2043 4.88 6.38 1.50 163 0.04 -0.001 6.24 8.26
2050 3.85 6.38 254 208 0.04 -0.001 624 6.20
2081 373 6.38 284 286 a.04 -0.001 624 6.20
2052 384 837 273 369 0.04 -0.001 824 8.20
2083 3.56 6.36 281 460 0.04 -0.001 824 820
2054 3.49 6.36 287 556 0.04 -0.001 8.24 8.20
2055 343 6.36 292 657 0.04 -0.001 824 6.20
2056 3.38 6.35 2.97 783 0.04 -0.001 6.24 6.20
2057 334 835 30t 873 0.04 -0.001 624 6.20
2058 3.30 6.35 3.04 987 0.04 -0.001 624 6.20
2059 327 6.34 3.07 1,108 0.03 -0.001 6.23 6.20
2080 3.22 6.34 312 1.235 003 -0.001 6.23 6.20
2061 321 6.34 313 1,355 0.03 ~0.001 6.23 6.20
2062 3.21 634 3.13 1478 0.03 -0.001 6.23 820
2063 3.20 634 313 1,599 0.03 -0.001 823 820
2064 320 6.33 313 1722 0.03 -0.001 6.23 8.20
2065 3.20 £33 313 1.847 0.03 -0.001 823 620
2066 3.20 6.33 313 1,975 0.03 -0.001 8.23 620
2087 3.20 833 313 2,108 Q.03 -0.001 6.23 6.20
2088 318 833 314 2,242 8.02 +0.001 622 620
2069 3.18 6.33 314 2378 0.02 -0.001 6.22 620
2070 319 6.33 3.14 2,514 0.02 -0.001 B8.22 820
2071 318 .33 3.13 2,852 0.02 +0.081 622 8.20
2072 3.18 6.33 3.13 2792 0.02 -0.001 622 820
2073 320 6.32 313 2,934 0.02 -0.001 8.22 820
2074 320 832 313 3077 0.02 -0.001 8.22 6.20
2075 320 832 3.2 3,223 0.02 -0.001 8.22 620
2076 3.20 632 312 3371 002 -0.001 822 6.20
2077 3.20 6.32 312 3522 .02 -0.001 8.22 6.20
2078 321 6.32 3t 3.676 0.02 «0.001 6.22 6.20
2079 K¥e) 6.32 3 3.832 0.01 -0.001 6.21 620

Summarized OASD!
Actuarial Change it
CostRate  income Rate Balance  Actuarial Balance
2004 - 2078 10,15 10.99 D84 273 Office of the Actuary

“TER computed as TF assets divided by annuat cost excluding RB payments
Based on Intermediale Assumptions of the 2004 Trustees Report With Ultimate Real Trust Fund Inferest Rate of 3.00

Social Security Administration

Eebruary 11, 2005



Table 1a Proposal GF Transfers, OASDI Trust Fund Assets, Individual Account Assets, and Theoretical OASDI Assets
Theoretical Social Security °

200

9

1,684
1,840
19868
2,156

Expected
Proposal Generat Fund Transfer(GFyReimburse otal OASDH individual with Borrowing Authority:

Transters  Remburse Totalin  Accumuiated Frust Fund Account _ Net OASD! TF Assets End of Year

for  Minimum Constant as of Assets Assats ' Without GF  With GF Transfer

Sotvency Benefi 20045 Endof Year aEndofYear atEndof Year Gop Transfer  (amount for Prop}
Calendar 1 @ 3 ¢ &) {6) N @

Year Biflons PV as of 1.1-2004 Bilions of Constant 2004$ Bilions of Constant 2004 Doliars
2004 [ 05 [ G T84 T 11544 7554
2005 00 00 00 o 1647 195 1,911 1,840
2006 08 00 00 0 1581 423 12,246 1.998
2007 00 0o 00 o 1.498 673 12562 2156
2008 00 00 00 o 1,399 943 12870 2315
2008 00 00 0o o 1279 1.237 13,471 2473
2010 00 00 0o I3 1144 1,555 13466 2631
2011 00 00 00 o 983 1,899 13,752 2790
2012 a9 00 90 0 804 2,266 14,024 2944
2013 620 04 829 83 684 2656 14,285 3,001
2014 1799 o1 7.1 332 708 3072 14,547 3,230
2015 1898 02 268.3 610 732 3514 14,804 3,360
2016 2233 03 3247 952 747 3983 15,061 3478
2017 2478 04 3710 1351 761 4479 15322 3,584
2018 2715 04 418.7 1810 775 5.003 15,586 3675
2019 250.4 05 4613 232 785 5552 15,842 3,750
2020 3086 05 5050 2,901 793 5128 16,100 2805
2021 3016 o6 508.4 3496 797 6730 6,354 3841
2002 306.4 08 5320 4,133 797 7.357 16,610 3,857
2023 3086 o7 5520 4,809 794 8010 16,861 3851
2024 3071 a7 565.9 5519 790 8689 17417 3823
2025 3024 08 5735 5258 786 93902 17,372 3773
2026 2003 08 567.9 7014 766 10,119 12,602 3,700
2027 3226 2 843.9 7,874 753 10,871 17,963 3604
2028 3207 09 6654 8.776 736 11,647 18,474 3486
2029 3122 0 6575 9,707 715 12,446 18,451 3345
2030 3008 10 662.6 10,661 691 13267 18,733 3,184
2031 2029 10 664.6 11,645 666 14,110 19,022 3,000
2032 2635 11 616.1 12811 643 14,974 19,319 2796
2033 2379 1 5735 13562 62¢ 15,859 19622 2570
2034 2102 11 5222 14491 601 16,764 19,929 2325
2035 186.2 11 4769 5403 579 17687 20243 2062
2036 1630 12 4303 16,295 556 18629 20,564 1780
2037 140.4 12 3823 17,186 532 19,588 20892 1481
2038 123 12 240.7 18,022 516 20,562 21226 1,165
2038 98.1 12 2843 18,847 493 21,554 21,562 833
2040 801 12 2399 19,652 475 22552 21,904 485
2041 62.7 12 194.3 20,436 451 23564 22252 120
2042 451 12 1448 21,194 445 24585 22605 262
2043 295 12 989 21,929 428 25613 22961 662
2044 134 12 482 22635 405 26647 23322 4,080
2045 13 11 82 23322 sz 27,682 23687 1516
2046 00 1 40 24026 419 28,719 24085 1972
2047 0.0 .1 40 24751 491 29.755 24,426 2449
2048 00 11 40 25,497 606 30,788 24799 2,946
2049 00 10 40 26,266 763 31812 25474 3465
2050 0.0 10 40 27,058 1027 32802 25,552 4,008
2051 00 10 40 27874 1311 23817 25,93 4577
2052 00 09 40 28,714 1616 34797 26,324 5172
2053 00 09 a9 20579 1941 35,768 26,721 5,795
2054 06 s 39 30470 2,266 36,730 2712 6,447
2055 20 08 38 31.388 2651 37,663 27.528 7,130
2056 00 a8 18 32,334 3035 38625 27,933 7845
2087 00 08 37 33,308 3438 29,556 28,354 8594
2058 00 07 37 34311 3862 40,476 28,775 9,378
2059 00 07 36 35,343 4305 41383 29,204 10,196
2060 00 [ a5 36,407 4771 42279 20,639 1,052
2061 00 (13 35 37,503 5256 43,162 30,078 11,946
2062 00 06 34 35,631 5.760 34,032 30526 42,880
2063 00 06 33 39,794 6285 44,890 30,978 13,857
2064 0o 05 3z 20991 6829 45,736 31438 14,876
2065 00 05 31 42224 7.394 46,570 31906 15,940
2086 0.0 05 30 43493 7.981 47,431 32379 -17,050
2067 00 05 30 44,801 8500 45,284 32,861 -18.208
2068 00 04 29 46,148 9.224 9,127 33359 19414
2069 00 04 28 47,535 9,881 49,962 33,850 -20,670
2070 00 04 27 48,964 10,563 50.790 34366 21978
2071 00 04 26 50,435 11270 51612 34,892 23,340
2072 00 03 25 51951 12003 52427 35,404 24,756
2073 00 03 24 51512 12762 53208 35,931 -26,230
2074 00 a3 23 55,120 13,850 54,044 36464 -27.762
2075 00 03 22 56,775 14,265 54848 37,006 20356
2076 00 03 22 58,481 15,210 55649 37,555 31,014
2077 00 02 21 60237 16,086 56,450 3112 32736
2078 00 02 20 62,047 16.993 57,249 38,677 34527
2079 00 02 1o 63,910 17.932 58,049 39245 36,387
Total 2004-78 6.791.1 484

Based on Intermediate Assumptions of the 2004 Trustees Report
? Including annuity assels, assuming all annuitize fully,

? Theoretical Social Security is the current Sociat Security program with the assumption
that the law is modified to permit borrowing from the General Fund of the Treasury.

Office of the Actuary
Sacial Security Administeation
February 13, 2005
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Table 1b Proposal Effects on Unified Budg
[ Individual Account Contribution Rate: 6.2% _ Benefit Offsel 0.0% ]

Amount{%) Other Change in

Contributed o Recognition Changes Annuaf Debt Hetd Anrual
1A by Fed Gov: Bond in OASOL Unified Budget by Public  Unified Budget
100 Distributions Cashflow’ Cashfiow {£0Y) Balance
1$}] o] 3) EEEHD-2) 5) &2}

Yeat {Biitions of §, Present Value on 1-1.2004}
2005 175.8 60 0.0 1758 1758 758
2008 1912 oG 0.0 -191.2 387.0 -200.2
2007 196.5 0.0 00 -196.5 5634 -2183
2008 201.0 0o 00 -201.0 764.4 -230.2
2008 2052 o 00 -205.2 9696 -248.2
20103 2089 0.0 0.0 -208.9 1.1785 -260.1
2014 2125 0o 00 -212.5 1,381.0 -275.2
2012 214.8 0.0 26 -2122 1.603.2 -286.8
2013 218.1 0.0 34 -212.8 18158 -288.8
2014 218.4 00 47 -213.7 20206 -311.8
2015 2194 0.0 8.8 -212.8 22422 -323.1
2016 2203 339 126 -241.6 2,483.8 -364.4
2017 2207 55.7 213 -255.0 27388 -392.1
2018 220.6 e 312 «267.4 3,006.2 -419.6
2018 2198 898 423 2772 32834 -444.2
2020 2188 120.4 546 -284.3 3.567.6 -468.7
2021 2177 17.2 66.4 -268.5 3.836.1 -468.7
2022 2163 1285 80.3 -264.5 4,100.6 -A77.7
2023 2144 1383 854 -257.7 4,358.3 -485.6
2024 2123 1449 1104 -246.8 4,805.1 -489.0
2025 2100 149.3 126.5 . -232.7 4,837.8 -488.6
2028 207.6 154.8 1427 -218.7 5.057.5 -488.5
2027 2051 187.5 1817 -240.9 5.288.4 -521.8
2028 2023 2108 178.8 -234.2 553286 -528.8
2028 19886 2185 195.0 -2t 57537 -528.5
2030 196.7 2204 2115 -205.7 5,958.4 -525.5
2031 1939 2265 2263 -194.1 8,153.5 -5252
2032 191.0 2100 2418 -158.4 6,312.8 -501.3
2033 188.2 1945 2538 -128.2 64421 -480 0
2034 1854 180.2 264.7 -100.8 6,542.9 -458.9
2035 182.7 167.3 2746 -754 6618.4 -439.0
2036 180.1 154.9 283.0 -52.0 66703 -419.8
2037 177.5 1418 2903 -29.0 6.698.4 -399.7
2038 174.8 120.5 2064 -80 87074 -380.3
2039 172.2 116.8 3013 1.3 6,695.1 -360.4
2040 169.5 105.0 305.4 308 6.684.3 -341.2
2041 166.9 935 3087 48.2 6816.0 -322.1
2042 164.4 826 3112 64.3 6,551.7 -303.3
2043 161.8 728 313.0 78.5 64733 -285.8
2044 159.3 635 3140 913 6.382.0 -268.4
2045 156.8 547 3169 1054 8,276.6 -249.3
2048 154.3 48.3 3169 163 6,160.3 -232.5
2047 151.8 378 316.0 126.4 6,033.9 -216.0
2048 1494 208 3143 1352 5.898.8 -200.1
2048 146.9 218 3118 143.1 5,755.7 -184.7
2050 1445 0.1 3161 1655 55002 -154.3
2051 1422 0.0 308.2 166.0 5.424.2 -1447
2052 138.9 a0 3080 166.2 5,258.1 ~135.3
2053 1376 a0 303.6 166.1 5.082.0 “126.1
2054 1353 0 3011 1857 48263 -117.2
2065 133.1 a0 298.3 165.2 47811 -108.5
2058 1309 00 2855 164.6 4,596 4 -160.0
2057 128.7 00 2926 1638 443286 -91.6
2058 126.6 0.0 2895 1628 42697 -83.4
2059 1245 00 286.3 1618 4.107.9 -75.8
2060 1225 [13:) 2835 181.0 3.946.9 -67.3
2081 1204 00 2798 159.5 37874 -59.9
2062 1185 a0 2765 188.¢ 36284 -52.5
2063 1165 00 2731 156.6 34729 -45.1
2064 114.6 0.0 26896 155.0 33178 -38.0
2065 1127 0.0 266.0 183.3 3.164.5 -31.0
2068 1108 0.0 2825 1517 30128 -24.1
2067 108.0 0.0 259.1 150.2 28626 -17.2
2068 1072 [aXs} 2558 148.6 27140 -10.4
2088 105.4 00 2524 147.0 25670 -3.8
2070 103.7 08 249.0 1453 24217 26
2071 1020 0.0 2455 1435 22782 8.0
2072 100.3 00 2421 1418 2,136.4 152
2073 987 0.0 2388 1401 1.896.3 214
2074 970 00 2354 1384 18578 275
2078 954 0.0 2324 136.7 17212 335
2076 93.8 0.0 2288 135.1 1,586.1 394
2077 923 [(X4] 2257 1334 14527 453
2078 103:3 0.0 2226 1318 13209 511
2079 89.2 o0 2185 1302 1,190.6 568

Based on the Intermediate Assumptions of the 2004 Trusteas Report
With Ultimate Real Trust Fund Interest Rate of 3.0%

Ultimate Real 1A Yield Rate of 4.65% Office of the Actuary

Annuity Net Real Yield Rate of 3.0% Social Security Administration
= ing GF transfers and rei t February 11, 2005
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Table 1b.c. Proposal Effects on Unified Budget
{ Individual Account Contribution Rate: 62%  Benefit Offset: 0.0% ]

Amount(%) Other Change in
Contributed to Recognition Changes Annuat Debt Held Annoal
1A by Fed Gov: Bond in QASD! Unified Budget by Public  Unified Budget
100 Distributions Cashfiow’ Cashfiow {EOY) Batance
{1} @ ] (4)=(BH12) (5} &
Year {Biltions of Constant 2004 8}
2005 188.0 o0 0.0 -188.0 1912 -183.1
2006 FARR1 0.0 [1X4] 2115 4117 -227.4
2007 223.6 0.0 0.0 -223.6 £49.4 -251.8
2008 2347 0.0 0.0 -234.7 404 -276.1
2008 2459 Q.0 0.0 -245.8 11772 -301.3
2010 2571 0.0 0.0 -257.1 14693 ~328.9
2011 2685 0.0 0.0 -268.5 1.782.% -357.5
2012 2788 0.0 33 -275.8 2,1109 -382.6
2013 288.5 0.0 45 -284.0 24578 -410.0
2014 2988 00 6.5 -2938 28249 -440.0
2015 3087 00 8.8 -300.2 32105 -469.0
2016 3200 492 183 -350.9 3.660.1 -544.5
2017 329.9 833 319 -381.3 4,1583 -603.2
2018 3387 120.0 48.0 -411.7 4,697.8 -664.8
2019 348.6 158.0 67.0 -439.6 5,284.9 -725.0
2020 357.4 196.1 83.2 -484.4 59147 -784.5
2021 366.3 197.2 1118 -451.7 6,550.6 -808.1
2022 374.8 2228 138.2 -458.4 7.212.3 -851.8
2023 3827 246.9 1685 -480.1 7.8958 -892.0
2024 390.4 268.3 2030 4538 8,593.0 -925.1
2025 3978 2827 2396 -440.68 8.298.0 -852.1
2026 404.9 301.9 2783 -428.5 10,0118 -980.6
2027 4120 3968 3248 -484.0 10,803.4 -1.079.0
2028 4187 4358 370.0 -484.6 11,619.3 -1,1256
2029 4254 4615 4157 -471.2 12,448.1 -1,159.2
2030 4319 484.0 464.2 -451.7 13.277.9 -1,187.0
2031 4385 512.1 511.8 -438.8 14,1216 -1.222.1
2032 4450 489.0 562.8 <3742 14,921.9 -1,2015
2033 4515 487.5 808.9 -310.0 15,684.2 -1,185.0
2034 4581 4452 654.2 -249.2 18,407.7 -1,168.7
2035 465.0 425.8 698.8 -132.0 17.094.8 -1,1487
2036 472.1 406.0 7418 -138.2 17,745.9 -1,1322
2037 479.2 383.0 7838 -78.4 18,357.8 -1.110.5
2038 486.5 360.1 824.2 -224 18,931.3 -1.088.4
2038 493.3 3348 863.2 353 19.463.4 -1.062.4
2040 500.2 309.8 901.0 210 19,955.0 -1,035.9
2041 5073 284.2 938.0 146.5 20,4049 -1.007.3
2042 514.4 258.4 8742 201.4 208127 -977.0
2043 521.6 2347 1.008.2 252.9 21,1804 -G47.6
2044 528.8 2108 10428 303.1 21,508.2 -917.3
2045 536.2 1873 1.083.8 360.4 21,7877 -B77.4
2046 5435 163.0 11163 409.8 22,0254 -842.7
2047 550.9 137.3 11467 458.6 22,2208 -806.3
2048 558.3 1.2 11747 5082 223747 ~768.7
2048 565.7 838 1,200.3 550.7 224870 -731.8
2050 573.1 0.2 1.229.6 656.2 22,4956 -629.7
2051 580.7 0.0 1.258.6 8778 224828 -608.0
2052 5883 00 1,287.3 699.0 224477 -585.5
2053 596.1 00 1,315.8 718.5 22.390.9 -562.3
2054 6038 00 1.343.5 7396 22,3120 -538.4
2055 6118 00 1,371.3 7585 222106 -513.3
2056 618.8 0.6 - L3992 779.4 220859 -487.0
2057 8278 0.0 14269 799.1 219375 -459.5
2058 836.0 0.0 14542 818.2 21.785.3 -431.2
2058 644.3 00 1,481.2 837.0 21.568.8 -401.8
2080 652.6 0.0 18105 857.8 21,3453 ~369.0
2061 661.1 0.8 1,536.4 875.3 21,0873 -338.0
2082 669.7 0.0 1,562.8 883.3 20.823.6 ~305.2
2083 6783 0.0 1.590.1 911.7 20,5230 -270.3
2064 887.1 0.0 16167 9298 20.195.3 -234.4
2065 696.0 00 1,643.2 947.2 19,839.8 ~197.3
2066 705.0 00 1670.8 965.4 19,455.2 -187.8
2067 7142 0.0 1,698.4 984.2 19,0400 -118.3
2068 7236 0.0 1.728.9 1.003.3 18,593.0 -726
2088 733.1 0.0 1,758.2 10221 18,113.5 -27.3
2070 7427 0.0 17830 10403 17.601.1 18.3
2071 7524 G0 1.8112 1.058.8 17.084.6 88.0
2072 762.2 0.0 1.839.8 1077.4 16.472.8 118.8
2073 7724 0.0 1,868.4 1,096.3 15,8543 1721
2074 782.1 8.0 1,897.6 11155 15.197.8 2218
2075 7922 00 1827.3 1.135.1 14,501.8 286.0
2076 8025 0.0 1,957.4 1,154.9 13.764.7 346.8
2077 812.8 40 1.988.0 1.175.1 12.985.0 4104
2078 8233 0.0 20180 1,195.7 12,161.0 476.8
2079 8338 0.0 20508 12167 112910 5463
Based on the Intermediate Assumptions of the 2004 Trustees Report
With Ultimate Real Trust Fund interest Rate of 3.0% Office of the Actuary
Unimate Real 1A Yield Rate of 4.65% . Social Security Administration
Annuity Net Real Yield Rate of 3.0% February 11, 2005

! Excluding GF transfers and reimbursement
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Table 1¢ OASDI Cash Flow to General Fund of the Treasury-- Proposal vs. Theoretical OASDI

Proposal Theoretical Social Security with PAYGO Transfers
Net Amount of Cash-Fiow from the OASD! Net Amount of Cash-Fiow from the OASDI
Trust Funds to the General Fund of the Trust Funds to the General Fund of the
Treasury During the Year * Treasury During the Year *
Percent Billions of Dollars. Percent 8itlions of Dottars
Year of Payrolt Current § Y2004 PV Const2004 § of Payrolt Current § U004 PV Const20043
2004 14 &5 83 85 14 65 63 85
2005 2.1 -102 <94 -101 1.9 89 82 87
2008 -2.4 ~122 ~106 -118 18 97 85 94
20067 23 -132 -116 -125 20 105 87 9%
2008 27 -147 -118 -135 28 108 86 100
2009 3.0 -171 -127 -152 1.8 108 78 93
2010 -3.2 -193 ~136 -188 7 103 73 83
2011 -3.4 =217 ~145 -183 1.8 101 67 B85
2012 -3.7 -244 -154 -200 1.4 9 58 75
2013 -4.0 =277 ~166 221 11 79 a7 83
2014 4.3 -312 -177 -243 09 a5 37 50
2015 -4.8 -349 ~187 -264 0.6 48 25 36
2018 57 450 -228 -331 03 27 14 20
207 6.4 -529 283 -379 0.0 4 2 3
2018 -1 613 =217 -az27 03 22 -10 -15
2019 -7.8 -700 -299 -A74 86 51 =22 35
2020 8.5 -789 -318 -520 «0.8 -84 -34 -55
2021 -8.5 -824 -314 -528 -1.2 ~119 -45 76
2022 -88 -880 -320 -555 -1.5 -155 58 -97
2023 2.0 -953 -324 -578 ~1.8 ~185 66 ~118
2024 8.1 -1,005 -322 -593 2.1 -236 -6 -139
2025 .1 -1,047 -317 -601 24 -279 -85 ~160
2026 8.1 ~1,082 =312 -608 2.7 -324 -93 -181
2027 -10.1 -1.261 ~341 -685 -3.0 ~370 -100 ~201
2028 -10.3 -1.334 -340 ~705 -3.2 416 -108 -220
2028 -10.2 -1,380 -333 -709 -3.4 -463 -112 -238
2030 -1413 -322 708 38 -510 -116 -255
2031 -1.460 -314 -710 -3.8 -558 120 271
2032 +1,380 -282 -658 -4.0 -606 ~123 287
2033 -1,327 -254 811 4.1 -653 -125 -300
2034 ~1.286 -228 -562 42 ~689 -127 =313
2035 ~1,185 -203 516 4.3 -744 ~ter ~324
2036 -1,110 ~179 470 4.4 -788 -127 -334
2037 -1.022 -156 -421 4.4 -831 127 -343
2038 -929 ~134 -372 4.5 -873 -126 -350
2039 -824 -112 =321 -4.5 815 -124 ~357
2040 ~118 92 272 -45 -966 -123 -363
2041 -602 73 -222 48 -1,000 -121 -369
2042 484 -58 -174 45 ~1,045 -126 -37%
2043 -367 40 ~128 4.5 -1.091 -118 -381
2044 -246 -25 -84 -4.5 -1,138 ~116 -387
2045 -88 -8 -32 45 -1.189 -115 -393
2046 34 3 11 48 -1,241 ~113 -389
2047 7t 15 53 48 ~1.297 -112 -405
2048 307 25 93 46 -1,358 ~110 412
2048 448 34 132 -48 ~1,417 -109 ~A19
2050 798 58 230 4.6 -1,483 ~108 427
205t 867 59 243 N 48 1,555 -107 -435
2052 934 80 254 4.7 ~1,634 -106 T 448
2053 1.000 81 268 47 =177 -105 455
2054 1,086 82 275 4.8 -1,805 ~104 465
2055 1,182 62 284 48 «4,899 -104 AT6
2056 1,198 62 292 -4.9 -1,99¢ -103 -487
2057 1,268 62 300 49 -2,104 -102 -499
2058 1,333 81 308 -50 2214 ~102 -5t
2059 1402 61 315 5.0 ~2,328 -101 <522
2080 1,483 81 324 5.1 -2447 -100 -534
2061 1,549 88 328 -5.1 -2.574 -100 547
2082 18615 58 334 -5.2 2,709 -89 -560
2063 1,683 58 338 -5.2 -2,854 98 -574
2084 1753 57 343 53 -3.003 -98 587
2065 1,825 56 347 -5.3 -3,157 -97 -800
2066 1.901 55 352 5.4 3,319 -96 614
2067 1881 54 356 54 -3,489 96 528
2088 2,068 54 382 55 3,665 -85 641
2089 2,156 53 367 55 -3,847 -84 -655
2070 2.245 52 372 -5.6 -4,037 -93 -669
2071 2337 51 377 -5.6 4,235 82 -882
2072 2433 50 381 57 -4,442 -82 -696
2073 2,532 49 386 5.7 -4,680 -9% 710
2074 2634 48 391 5.7 -4,888 -0 -725
2075 2741 48 395 58 8,127 -89 <740
2078 2,853 47 400 5.8 -5,377 88 755
2077 2,969 46 405 58 -5.840 -87 -770
2078 3,090 45 410 -5.9 -5,915 -87 785
2079 3215 44 415 6.0 -6,203 -86 -801
Totat 2004-78 6,545 5,225
" Equals net investment in special Treasury Bonds by the Trust Funds Office of the Actuary
tess the Amount of General Fund transters specified in the proposal or in the theoreticat Sociat Security Administration

plan (PAYGO Transfers) February 11, 2006
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Individuat Account Contri Rate: 6.2% Benefit Offset: 0.0% |

Table 1d Change in Long-Range Trust Fund Assets | Unfunded O
[

Present Law OASDI

Trust Fund Assets Basic Amount(%} Proposal OASDI
or if Negative, Changes  Contributed to Recognition Trust Fund Assets/
Unfunded Obligation in OASDt  JA by Fed Gov: Bong General Total Change  Unfunded Obligation
Through EQY Cash flow 100 Distributions Fund Transfers' Through ECY Through EGY
W 2 3) {4} & B2 (I} 4]
Year {Billions of $, Present Value on 1-1-2004)
2005 16746 co 1758 0.0 0.0 -175.8 1.4989
2008 1.758.0 (23] 1912 0.0 Q.0 -367.0 1,392.1
2007 18455 00 196.5 20 0.0 -563.4 12821
2008 19308 00 2010 [eXe) 0.0 -764.4 1,166.4
2009 2,008.4 0.0 2052 0.0 00 -969.6 10388
2010 2,080.8 0.0 2089 0.0 0.0 -1,1785 902.3
2011 2,148.0 0.0 2125 00 0.0 -1,391.8 757.0
2012 22058 26 2148 00 0.0 -1,603.2 8024
2013 2,252.4 34 216.1 8.0 2.1 -1,753.8 498.8
2014 2,288.0 47 2184 00 180.0 -1,787.5 5015
2015 2,3143 6.8 2194 0.0 190.0 -1,810.1 504.2
2018 2,327.8 126 2203 338 2238 -1,828.1 499.8
2017 23297 213 220.7 557 248.2 -1,835.0 494.7
2018 23187 312 220.6 778 2719 -1,830.4 4893
2019 22976 423 2138 996 290.9 -1.816.7 480.9
2020 22637 54.6 2188 1201 309.1 ~1,7918 4718
2021 22185 664 2177 117.2 3022 -1,758.1 4803
2022 21626 80.3 2163 1285 307.0 -1.7156 448.9
2023 2,086.4 95.0 2144 138.3 309.2 -1,664.1 4323
2024 20207 110.4 2123 144.9 307.8 -1603.1 4176
2025 1836.1 1285 2100 149.3 302.8 -1,533.0 403.1
2026 1,843.3 1427 2078 154.8 2911 -14615 3818
2027 17433 1617 205.1 197.5 3238 -1,378.9 3644
2028 1,637.0 178.8 202.3 2106 32186 -1,291.5 3454
2029 15254 195.0 199.6 2165 313.2 +1,199.4 3260
2030 1,409.4 2115 198.7 2204 3018 ~1,103.3 3061
2031 1,280.5 226.3 1938 226.5 2939 -1,0035 286.0
2032 1,166.5 2418 1910 2100 2648 -898.3 288.2
2033 10412 253.8 188.2 194.9 2390 -788.5 - 252.7
2034 8148 264.7 1854 180.2 2113 -878.0 2365
2035 872 2746 1827 167.3 187.4 -566.1 2212
2038 659.9 2830 180.1 154.9 164.1 -453.8 20890
2037 533.0 2003 1775 141.8 1416 -414 1916
2038 407.2 296.4 1749 1285 1225 -228.9 180.3
203% 2827 301.3 1722 1168 99.2 -115.4 167.4
2040 159.8 305.4 169.5 105.0 813 -32 156.6
2041 38.4 3087 166.9 935 839 108.0 147.4
2042 -814 3112 164.4 a8 46.2 2186 138.2
2043 -199.5 313.0 161.8 728 30.7 3287 1291
2044 -316.0 314.0 159.3 83.5 145 4345 1185
2045 -430.8 3169 156.8 547 24 542.3 1114
2046 -544.1 3169 154.3 46.3 11 £59.7 1156
2047 -655.8 3180 1518 378 11 787.2 1314
2048 -766.0 3143 149.4 298 11 9234 157.5
2049 -874.8 3118 146.9 218 10 1,067.6 192.7
2050 -882.4 310.1 1445 0.t 1.0 1,234.1 2516
2051 -1,089.0 308.2 1422 0.0 1.8 1.401.0 3120
2052 -1,194.8 306.0 139.9 0.0 03 15682 3734
2053 -1,293.7 3038 1378 0.0 03 1.735.1 4354
2054 -1,403.9 301.1 135.3 00 0.9 19017 4979
2055 -1,507.4 2983 1331 0.0 08 2,087.8 560.4
2056 -1810.3 2955 130.9 0.0 [1%:3 2.233.2 8229
2057 ATrar 2928 128.7 00 08 2397.8 £85.2
2058 -1.8144 2895 1266 0.0 07 25615 7472
2059 -1.9153 286.3 1245 0.0 0.7 2,724.0 8087
2080 -2,0166 2835 1228 0.0 07 28856 B70.1
2061 -2,115.1 2799 120.4 00 08 30458 9308
2082 -2,2141 2785 1186 0.0 08 32044 990.2
2083 -2,31286 2731 1165 00 08 3.361.5 1.048.9
2064 -24105 269.6 11486 0.8 05 3.517.1 11066
2065 -25077 268.0 1127 0.0 0.5 38708 1,1633
2066 -2.804.1 2625 110.8 00 0.5 3.823.1 12180
2087 -2,699.9 2581 109.0 a0 [+53 39738 12738
2068 27949 2568 107.2 8.0 0.4 4.122.8 1,327.9
2069 -2,889.1 252.4 105.4 00 04 4270.2 1,381.1
2070 -2,9825 249.0 103.7 0.0 04 4.415.9 14334
2071 -3.075.0 2455 102.0 0.0 04 45598 14848
2072 -3,166.6 2421 100.3 0.0 83 4,701.9 1,535.3
2073 -3,257.4 2388 98.7 Q.0 03 48423 1.584.9
2074 -3,347.3 2354 97.0 0.0 03 4,981.0 1.833.7
2075 -3436.4 2324 854 00 63 51180 1.681.6
2076 -3.524.7 2288 938 00 03 5,253.3 17286
2077 -3.612.1 2257 923 0.0 02 53870 17749
2078 -3.698.7 2226 90.8 0.0 02 55190 18203
Total 2004-2078 14,857.9 12,0239 41949 8,839.5
Based on the Infermediate Assumptions of the 2004 Trustees Report
With Ultimate Reat Trust Fund Interest Rate of 3.0% Office of the Actuary
Uttimate Real 1A Yield Rate of 4.65% Social Security Administration
Annuity Net Real Yield Rate of 3.0% Febroary 11, 2005

! Include seimbursement for minicum benefit
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Table 2 Johnson Proposal: Sensitivity Analysis--Low Yield=L.T Treasury Bond

Phased Participation Uit Real TF int Rate of 3.00 { Account Contribution Rate: 8.2%  Benefit Offset: 0.0% 1

No Taxation Ult Rea! {A YId Rate of 270 General "Effective”
ofRBorlA Annuity Net Real Yid Rate of 2.70 Revenue Change “Effective” General Individual
Distributions. Reimbursement  in DASDH QASDH Reverue Account
Cost income Annuat TFR' for Minimum  Contribution Contribution Transfer  Contribution
Year Rate Rale Batance Jetyr Beneft Rate Rate Solvency Rate
2004 11.07 127 164 308 12.40 0.00
22005 10.87 872 -2.45 325 0.00 -4.008 840 400
2008 10.77 B.36 -2.41 310 0.00 -0.373 8.02 4.38
2007 10.75 823 -2.51 290 0.00 +0.142 7.88 4.52
2008 10.80 814 -2.65 287 0.00 -0.127 7.75 4.65
2009 10.95 8.01 «2.94 41 0.00 -0.128 783 477
2010 11.08 79 -3.18 214 0.00 -0.122 751 489
2011 11.25 7.83 -3.41 184 0.00 -0.126 7.38 5.02
2012 11.43 7.75 -3.68 154 [Hhve) -0.110 727 513
2013 1867 9.18 -2.50 121 0.00 1.403 867 15 523
2014 11.89 11.98 0.09 100 0.00 2.787 1146 44 534
2015 1213 12.21 0.08 100 0.01 0212 11.67 4.7 5.43
2016 13.12 13.03 -0.08 100 0.01 0.808 12.48 56 5§53
2017 13,77 13.65 -0.12 100 fiaa) 0618 13.10 63 561
2018 14.41 14.28 -0.13 100 0.0% 0624 13.72 79 5.89
2018 15.03 14.82 01 100 oot 0.537 14.26 76 875
2020 15.59 15.37 -023 100 001 0.541 14.80 82 5.81
2021 15.55 16.25 -0.30 100 0.02 -0.120 14.68 8.1 588
2022 15.81 15.45 -0.36 100 .02 0.208 14.89 84 593
2023 16.00 15.70 -0.30 100 0.02 0.257 18.15 87 587
2024 16.06 15.65 -0.41 100 0.02 -0.038 15.11 87 6.02
2025 16.02 15.52 -0.51 100 0.02 -0.129 14.98 86 6.05
2026 15.89 15.37 -0.82 1006 003 -0.128 14.85 8.5 6.08
2027 16.95 16.43 -0.51 100 0.03 1077 1593 0.6 6.10
2028 17.07 16.50 -0.57 100 0.03 0.084 16.01 9.7 612
2029 16.96 16.37 -0.5¢ 100 0.04 -0.113 15.90 9.6 8.14
2030 16.76 16.14 -0.62 100 .04 -0208 15.69 24 8.15
2031 16.65 16.11 -0.53 100 0.04 -0.008 15.68 94 8.16
2032 15.76 15.18 -0.58 100 G.04 -0.903 14.78 85 8.16
2033 14.97 14.40 -0.57 100 0.05 -0.762 14.02 77 8.17
2034 14.18 13.64 -0.54 100 005 -0.742 1328 7.0 617
2035 13.44 13.02 ~0.42 100 0.05 -0.802 1267 84 8.18
2038 i2.72 12.20 -0.53 100 0.06 -0.804 11.87 58 819
2037 11.98 11.50 -0.48 106 0.06 -0.673 11.20 4.9 6.19
2038 1127 10.85 100 0.07 -0.632 10.57 43 6.20
2039 10.55 10.14 -0.41 100 0.07 -0.696 9.87 36 820
2040 9.87 9.49 038 100 007 -0.636 823 30 820
2041 8.2t 8.85 -0.36 100 0.08 -0.626 861 23 620
2042 8.58 8.28 +0.30 100 0.08 -0.556 8.05 18 620
2043 8.00 7668 0.34 100 0.08 -0.606 745 12 820
2044 745 7.09 -0.37 100 0.09 -0.556 6.89 08 8.20
2045 6.84 6.58 -0.26 100 0.10 -0.495 6.40 0.1 6.20
048 834 647 013 100 010 -0.095 830 620
2047 587 647 0.60 108 010 0.004 630 6.20
2048 543 6.46 183 127 0.1 0.004 6.31 6.20
2049 503 6.46 144 156 011 0.004 6.31 620
2050 399 £.46 247 198 012 0.604 6.32 6.20
2051 389 6.46 287 279 012 0.004 6.32 820
2052 3.80 6.48 266 347 012 0.004 632 820
2053 373 6.46 273 430 013 0.003 6.33 8.20
2084 3.67 6.46 279 518 0.13 0.003 833 8.20
2085 3.62 6.46 284 610 0.13 0.003 8.33 8.20
2056 3.58 6.45 288 705 8.13 0.002 £33 820
2057 3.54 6.46 292 805 0.14 0.002 834 6.20
2058 351 6.46 295 908 0.14 0.002 6.34 6.20
2059 348 6.48 2.98 1.014 0.14 0.001 6.34 6.20
2080 343 8.46 3.02 1.130 0.14 0.001 6.34 6820
2061 343 6.46 3.03 1,238 0.14 0.000 6.34 820
2082 3.42 8.46 303 1,347 0.14 0.000 6.34 820
2083 342 6.46 303 1453 0.14 -0.001 6.34 6.20
2084 342 8.46 3.03 1.570 0.14 -0.001 634 620
2065 3.42 6.45 3.03 1,684 0.14 -0.002 6.34 .20
2066 342 6.45 3.03 1,800 014 -0.002 6.34 620
2067 342 6.45 3.a3 1921 013 -0.062 8.33 6.20
2068 341 645 3.04 2,046 613 -0.063 6.33 6.20
2089 3.40 8.44 3.05 2,172 013 -0.003 6.33 6.20
2070 3.40 6.44 3.04 2,208 012 -0.003 8.32 820
20 339 8.44 304 2428 012 -0.003 832 .20
2072 339 843 3.04 2.560 0.12 -0.004 8.32 6.20
2673 3.39 643 304 2,694 an ~0.004 8.31 6.20
2074 3.38 643 3.04 2,831 a1t -0.004 631 620
2075 3.38 842 3.04 297t 011 -0.004 8.31 6.20
20786 337 6.42 3.04 3,114 0.10 -0.004 6.30 8.20
2077 3.37 8.41 3.04 3,259 0.10 -0.004 6.30 820
2078 338 6.41 3.04 3.408 0.09 -0.004 6.29 8.20
2079 3.36 B.40 3.04 3.561 0.0 -0.004 6.29 8.20

Surmmarized OASD)
Actuarnal Change in
CostRate  Income Rate Balance  Actuariat Balsnce
2004 - 2078 10.21 11.03 082 270 Office of the Actuary

'TFR computed as TF assets divided by annual cost excluding RB payments
Based on Intermediate Assumptions of the 2004 Trustees Report With Ultimate Real Trust Fund Interest Rate of 3.00

Sodial Security Administration

February 11, 2005
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Table 2a Proposal GF Transfers, OASDI Trust Fund Assets, iduat A t Assets, and T | OASDH Assets s
Low Yield Theoreticat Sociat Security
_____ Proposal Generat Fund Transfer(GFy/Reimburse Total GASDI Individuat with Borrowing Authority:
Transfers | Reimburse Totalin  Accumuiated Trust Fund Account Net QASD! TF Assets End of Year
Mirimum Constant as of Assets Assets’ Without GF  With GF Transfer
Solvency Benefit 20048 Endof Year atEndof Year  at End of Year GDP Transter {amount for Prop)
Calendar 1) (2] 3) “ {5 {8 {7} 8) {9}
Year Biions PV as of 1-1-2004 Billions of Constant 20045 Billions of Constant 2004 Doltars.
2004 00 CX) G0 ] 7664 0 1544 1863 1,684
2005 0.0 00 0.0 0 1647 193 11911 1840 1,840
2006 00 00 0.0 0 1,581 418 12,246 1,998 1,998
2007 00 60 0.0 [ 1498 656 12,562 2,156 2,156
2008 0.0 0.0 00 o 1,399 912 12,870 2,315 2315
2009 0.0 0.0 00 [ 1279 1,185 13,171 2473 2473
2010 0.0 0.0 0.0 0 1381 1477 13,466 2,631 2831
2011 0.0 00 00 o 983 1.789 13,752 2790 2,790
2082 9.0 00 0.0 [ 804 2,117 14,024 2.944 2,944
2013 62.0 0.1 828 83 884 2461 14,285 3,094 31474
2014 1798 0.1 247.4 332 708 2,823 14,547 3.230 3.563
2015 189.8 02 2683 810 732 3,203 14,804 3,360 3970
2016 2233 03 3247 952 747 3,699 15,061 3478 4,431
2017 2478 04 3714 1,352 781 4014 15,322 3,584 4935
2018 2715 04 4187 1811 775 4,446 15,586 3675 5.486
2019 2904 05 4613 2,326 785 4894 15,842 3,750 6.076
2020 3086 05 505.0 2.901 793 5356 16,100 3.805 6,708
2021 018 06 5085 3496 797 5833 16,354 3841 7,337
2022 3064 a7 5321 4133 797 6,324 16,610 3857 7,990
2023 3124 o7 556.5 4816 800 6,828 16.861 3,851 8,667
2024 3071 08 566.1 5527 798 7,345 17,497 3823 9,350
2025 2986 09 567.1 6,259 785 7.874 17.372 3773 10.032
2026 290.3 09 568.1 7.015 766 8A14 17,634 3.700 10.715
2027 3228 1.0 650.2 7,676 752 8,964 17.903 3604 11,480
2028 3207 11 865.8 8778 734 9526 8,174 3,486 12.264
2029 3122 12 867.9 9.709 713 10,084 18,451 3,346 13055
2030 3008 12 662.1 10,664 ) 10,673 18,733 2184 13,847
2031 296.0 1.3 6723 11656 670 11259 19,022 3,000 14,656
2032 2635 1.4 5168 12622 847 11.852 19,319 2,796 15,418
2033 2361 1.5 569.9 13,571 822 12,452 19,622 2,570 16,141
2034 2102 15 523.2 14,501 599 13,058 19,929 2,325 16,827
2035 1892 16 4856 15,422 583 13,669 20,243 2,062 17,484
2036 1630 17 4317 16,316 558 14,286 20,564 1,780 18,096
2037 1413 18 366.2 12.192 536 14,906 20,892 1481 18673
2038 1213 19 3426 18,050 518 15.530 21,226 1,165 19.215
2039 100.0 19 2920 15,884 499 18,157 21,562 833 18,717
2040 80.9 20 2448 19,695 482 16,785 21,904 485 20,180
2041 62.7 21 197.0 20483 485 17414 22,252 120 20,603
2042 469 22 153.7 21,251 452 18.042 22,605 262 20,989
2043 303 22 1048 21,993 435 18,669 22961 862 21,331
2044 15.4 23 58.9 22712 415 19,295 23322 -1,080 21632
2045 25 24 16.9 23410 403 19,917 23,687 1516 21,894
2048 0.0 25 87 24,121 426 20,535 24,055 1,972 22,149
2047 0.0 25 92 24,854 493 21,150 24,426 2,849 22,406
2048 00 26 97 25810 602 21,758 24,798 2,946 22664
2049 0.0 27 102 26.368 754 22,360 25,174 3,465 22923
2050 00 27 107 27,191 1011 22,961 25.552 4,008 23,182
2051 00 27 112 28017 1,288 23533 25,936 4,577 23,441
2052 0.0 28 17 28,870 1,585 24,106 26,324 5,172 23,698
2053 00 28 122 20,748 1,902 24,673 28,721 5,795 23953
2054 08 28 126 30,653 2,238 25,234 27123 6,447 24,206
2085 11 28 131 31,566 2,592 25,789 27,528 7,430 24,456
2056 00 28 135 32,547 2,966 26,339 27,939 7,845 24,701
2057 0.0 28 138 33,537 3358 26,883 28,354 -8.594 24.943
2058 40 28 14.2 34,557 3769 27422 28,775 -9.378 25,180
2058 L] 28 45 35.609 4,200 27,955 29.204 -10,196 25212
2060 6.0 28 14.8 36,692 4852 28,483 29,639 -11.052 25,640
2061 0.0 27 160 37,807 5123 29,008 30,078 11,945 25,861
2062 00 27 152 36,957 5513 29,524 30,528 12,880 26077
2083 a0 26 6.3 40,141 6,122 30,038 20,978 13,857 26,284
2084 00 26 154 41,360 8,650 30,548 31.438 14,876 26,484
2085 0.0 28 154 42616 7,199 31.055 31,908 -15.940 26676
2066 0.0 24 154 43910 7,768 31558 32379 17,050 26,860
2067 00 23 153 45,243 8,360 32,059 32861 -18,208 27,035
2068 0.0 23 15.2 46,815 8975 32,557 33,359 19414 27,202
2069 0.0 22 151 48,029 9613 33,054 33,859 -20.670 27,359
2070 0.0 21 149 49,485 10,276 33.550 34,366 21978 27,507
2071 14 20 147 50,984 10,963 34,045 34,882 -23,340 27,645
2072 0.0 19 145 52,528 11,676 34,539 35,404 -24.756 27,772
2073 60 18 142 54,118 12415 35,034 35.931 26,230 27,888
2074 0.0 17 139 55.756 13,181 35,530 36,464 -27.762 27,993
2075 00 1.6 136 57,442 13.975 36,027 37,006 -28.356 28,085
2076 0.0 15 132 59,178 14.799 36.525 37,555 31,014 28,165
2077 00 15 129 80,967 15,652 37,025 38,112 32,736 28,230
2078 0.0 1.4 125 62,808 16,536 37,528 38,677 34,527 28,281
2079 00 13 121 64.704 17,452 38033 39,245 -36.387 28,317
Total 2004-78 £.805.1 1183

Based on Intermediate Assumptions of the 2604 Trustess Report

fincluding annuity assets, assuming all annuitize fuily.

*Theoretical Social Security is the current Social Security program with the assumption
that the taw is modified to permit borrowing from the Generat Fund of the Treasury.

Office of the Actuary
Social Security Administration
Febryary 11, 2005
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Table 2b Proposal Effects on Unified Budg
Individual Account Contribution Rale: 6.2%  Benefit Offset: 0.0% i

Amouni(%) Other Change in

Contributed to Recognition Changes Annuat Debt Heid Annual
[A by Fed Gov: Bond in OASDH Unified Budget by Public  Unified Budget
100 Distributions Cashfiow' Cashflow {EQY) Baiance
3} 2) (O] (A=(3)-(1-(2} ® (8)

Year {Billions of $, Present Value on 1-1-2004)
2005 1758 00 oo -175.8 175.8 -175.8
2008 191.2 Q.0 a0 -181.2 367.0 -200.2
2007 196.5 0.0 0.0 -196.5 563.4 -215.3
2008 2010 0.0 00 -201.0 764.4 -230.2
2009 205.2 . X 0.0 ~205.2 969.6 -245.2
2010 208.9 0.0 0.0 -208.% 11785 -260.1
2011 2125 0.0 0o -2125 1.381.0 -275.2
2012 2148 0.0 28 -212.2 1.603.2 -286.8
2013 2181 0.0 34 -212.8 18159 -298.8
2014 218.4 0.0 47 -213.7 2029.8 -311.8
2018 219.4 0.0 6.8 2126 22423 -323.1
2016 2203 338 128 -241.6 24838 -364 5
2017 2207 567 213 -255.0 27389 -392.1
2018 208 78 311 -267.4 3,006.3 -419.6
2018 219.8 99.6 422 -277.2 3.283.5 -444.3
2020 2188 120.1 545 -284.3 3.567.8 -466.8
2021 2177 172 66.4 -268.5 3,836.3 -466.8
2022 2163 1285 80.2 -264.6 4,100 -477.8
2023 2144 1383 943 -257.8 4,388.7 -485.7
2024 2123 1449 1103 -248.9 4,605.7 -489.2
2025 2100 1483 126.4 -232.8 4,838.5 -488.8
2026 2078 154.8 1425 -219.8 5,058.4 -488.8
2027 205.1 1975 1814 -2412 - 52996 -522.3
2028 2023 2108 1785 -234.5 5,534.1 -528.0
2028 199.6 218.5 194.7 -221.4 57555 -528.0
2030 196.7 2204 2110 -206.2 5.861.7 -528.0
2031 1938 226.5 225.8 -184.8 8,1563 -525.9
2032 1910 2100 241.0 -160.0 6.316.3 -502.1
2033 188.2 194.9 253.1 ~129.9 6.446.2 -480.9
2034 1854 180.2 263.9 -101.7 8.547.9 -459.9
2035 1827 167.3 2736 -76.4 8524.3 -440.2
2036 180.1 154.9 2820 -536 8.877.3 -421.1
2037 1775 141.8 289.1 -30.2 87075 -401.3
2038 1749 129.5 295.1 8.3 8,716.8 -382.1
2039 1722 1168 299.9 10.9 8,706.0 -362.4
2040 1685 105.0 303.8 29.3 8,876.7 ~343.4
2041 166.9 935 306.9 46.5 6,630.2 -324.5
2042 164.4 828 3083 824 6.567.8 -306.0
2043 181.8 728 311.0 764 6.491.4 -288.6
2044 159.3 €35 3118 89.0 64023 2717
2045 156.8 54.7 3144 1029 6,299.4 -252.8
2046 154.3 46.3 314.3 1137 68,1857 -236.4
2047 151.8 378 313.2 1236 6.062.1 -220.2
2048 1484 2.8 3113 1322 59299 -204.7
2049 146.9 218 308.7 140.0 5,789.9 -189.8
2050 144.5 0.1 306.9 1623 56277 -158.5
2051 142.2 0.0 304.8 182.6 5.465.1 “150.1
2052 1389 [¢2d] 302.5 1627 53024 -141.6
2053 1376 0.0 3000 162.4 5,140.0 -132.2
2054 135.3 00 287.3 162.0 4,878.0 -123.8
2055 1331 0.0 2045 1614 48165 -115.2
2056 1308 00 29186 160.7 4,655.8 ~108.9
2057 128.7 0.0 288.7 159.9 44959 -98.8
2058 1266 [13¢] 2855 158.9 4337.0 -80.9
2058 124.5 0.0 2823 157.8 4,179.2 -832
2060 1225 0.0 2794 157.0 40223 <753
2081 1204 0.0 275.9 155.5 3.866.8 -68.0
2062 18.5 a0 2725 154.0 37127 -60.8
2083 116.5 00 269.2 1527 3,560.1 -83.7
2084 1146 00 26857 151.2 3.408.9 -46.7
2085 1127 0.0 2622 145.6 3.259.3 -38.9
2066 1108 0.0 258.9 1481 3.1113 -33.4
2067 109.0 0.0 2556 146.6 2.964.7 -26.3
2088 107.2 00 2524 145.2 28185 -19.86
2088 1054 00 2481 143.6 26759 -13.0
2070 1037 0.0 2487 1420 25339 -8.7
2074 1020 00 2424 140.4 23934 -0.4
2072 100.3 0.0 2382 138.8 22546 5.8
2073 987 00 2359 1372 2,117.4 120
2074 97.0 0.0 2327 1357 19817 180
2075 95.4 0.0 2298 134.1 1.847.6 24.0
2078 938 00 226.5 132.8 17149 299
2077 923 0.0 2234 1311 15838 358
2078 80.8 6.0 2204 1298 1454.2 416
2079 89.2 0.0 2174 1282 1.326.1 47.3

Based on the Intermnediate Assumptions of the 2004 Trustees Report
With Ultimate Real Trust Fund Interest Rate of 3.0%

Ultimate Real JA Yield Rate of 2.75% Office of the Actuary

Annuity Net Real Yield Rate of 2.75% Social Security Administration
! Excluding GF transfers and reimbursement February 11, 2005
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Table 2 b.c. Proposal Effects on Unified Budget

Year
2008
2006
2007
2008
2008
2010
2011
2012
2013
2014
2015
2016
2017
2018
2018
2020
2021
2022
2023
2024
2025
2026
2027
2028
2029
2030
2031
2032
2033
2034
2035
2036
2037
2038
2039
2040
2041
2042
2043
2044
2045
2046
2047
2048
2048
2050
2051
2052
2053
2054
2055
2056
2057
2058
2058
2080
2081
2082
2083
2084
2065
2066
2087
2068
2069
2070
2071
2072
2073
2074
2078
2078
2077
2078
2078

Individual Account Contribution Rate: 6.2%

Benefit Offset: 0.0%

Amount{%} Other Change in
Contributed to Recognition Changes Annual Debt Held Annual
1A by Fed Gov: Bond in GASDI Unified Budget by Public  Unified Budget
100 Distributions Cashfiow' Cashflow (EQY) Balance
[ @ ) ($=(3-{11(2) 53} ®
(Billions of Constant 2004 )
188.0 0.0 0.0 -188.0 1912 ~193.1
2115 00 00 -2115 4117 -227.4
2238 0.0 0.0 -223.6 849.4 -251.6
2347 0.0 0.0 -234.7 904.1 ~278.1
2459 0.0 0.0 -245.9 1,177.2 -301.9
2574 0.0 00 -257.1 1.468.8 -328.9
268.5 00 0.0 -268.5 1.782.% -357.5
2789 0.0 33 -275.8 2,108 -382.8
2885 0.0 45 -284.0 24578 -410.0
239.8 0.0 8.5 -293.3 28249 -440.0
3097 0.0 9.6 -300.2 32108 -468.0
320.0 402 18.3 -350.9 3,660.2 ~544.5
328.9 833 319 -381.4 4,165.4 $603.2
3387 120.0 480 -411.7 4,697.9 -664.8
348.6 158.0 67.0 -439.7 5.285.1 -725.1
3574 196.1 89.1 -464.5 58150 ~784.6
366.3 197.2 1116 -451.8 8,551.0 -808.2
374.8 2228 130.0 -458.5 72129 -852.0
3827 2469 169.3 -460.2 78954 -892.2
3904 266.3 2027 -454.0 8.594.0 -925.4
3978 2827 239.3 ~440.9 9,299.4 -952.5
404.9 301.8 2179 ~428.9 10.013.7 -981.1
4120 396.8 324.3 -484.5 10,805.8 ~1.079.7
418.7 4359 369.3 -485.3 11,6225 -1,126.4
4254 4615 4149 -472.0 12,450.2 -1,160.2
4319 484.0 463.2 -452.8 13,283.0 -1,188.3
4385 5121 5106 -440.0 14,128.1 -1,2238
445.0 482.0 561.3 -372.6 14.930.1 -1,203.3
4515 487.5 807.2 ST 156944 -1,187.2
458.1 445.2 652.1 -251.2 18,420.2 -1,168.3
465.0 4258 896.4 -194.3 17,1100 -1,152.9
4721 408.0 7382 -139.0 17.764.3 ~1.1359
478.2 3830 780.7 -81.8 18,380.0 -1.114.9
486.5 360.1 B206 -28.0 18,957.8 -1,093.4
4933 3348 859.0 311 18.484.9 -1,068.1
500.2 300.8 896.4 86.3 19,9921 -1,0425
5073 2842 8327 1413 20,4485 -1,014.8
5144 258.4 968.3 1954 20,8637 -985.6
5216 2347 10028 2483 21,2398 -957.4
5288 2108 1,035.3 2057 21,5767 -928.4
536.2 187.3 10755 3521 21,866.7 -889.9
5435 163.0 11071 400.8 22,116.2 . -B56.8
550.9 137.3 1.136.8 448.5 22,3245 -822.0
558.3 1112 1,1636 494.1 22,4928 -787.1
565.7 838 1.188.3 5388 226207 -750.9
§73.1 a2 1.216.8 8434 22,6463 -850.7
580.7 0.0 1.244.8 664.1 225518 -630.9
588.3 0.0 12725 684.2 22,836.9 -610.5
596.1 00 12999 703.8 226017 -589.5
603.9 00 1,326.9 723.0 22,5460 -567.7
611.8 00 13538 7420 22,4694 -544.9
619.8 0.0 1.380.7 760.9 223712 -521.0
627.8 00 14078 778.8 22,2508 -495.8
636.0 0.0 14342 798.2 22,108.4 -469.9
6443 0.0 1.460.5 B816.2 219432 -443.1
8526 0.0 1,489.1 836.4 21,7527 -412.8
661.1 0.0 15145 8534 21,538.2 -384.3
669.7 0.0 15405 8709 21,3015 -353.9
878.3 1R 1.587.3 889.0 210384 -321.5
687.1 0.0 1.583.7 906.6 20,7495 -288.1
£96.0 0.0 1.620.0 9239 20,4342 -253.4
705.0 0.0 1,647.1 942.0 20,0812 -216.5
7142 0.0 16749 960.7 18.718.8 ~177.4
7238 a0 1.703.5 979.9 19,316.1 -136.1
7331 0.0 1,7318 898.7 18.881.8 -93.3
7427 0.0 1.759.8 1017.1 18.416.2 ~49.2
7524 o0 1.788.2 10358 179174 -2.9
622 0.6 1817.0 1.054.7 17,3845 48.5
772.4 [eX¢] 1.846.1 1.074.0 16.816.0 96.3
782.1 0.0 18757 10936 16.210.6 149.4
792.2 00 1.905.8 11138 15.566.8 205.1
8025 0.0 1.936.4 11339 14,882.9 263.4
8128 0.0 1.967.5 1.154.7 14.157.5 3245
8233 0.0 1.999.2 1.176.9 13,3889 388.4
833.9 00 20314 1,197.8 12,575.2 455.2
Based on the intermediate Assumptions of the 2004 Trustees Reporl
With Ultimate Real Trust Fund Interest Rate of 3.0% Office of the Actuary

Ultimate Real 1A Yield Rate of 2.75%
Annuity Net Reat Yield Rate of 2.75%
' Excluding GF lransfers and reimbursement

Social Security Administration

February 11, 2005
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Table 2c OASDI Cash Flow to General Fund of the Treasury-— Proposal vs. Theoretical OASDI
Theoretical Social Security with PAYGO Transfers

Proposal

Net Amount of Cash-Flow from the OASDI
Trust Funds to the Generat Fund of the

Treasury During the Year'

Percent Bilions of Dollars
Year of Payrolt Curentd 112004 PV Const2004%
2004 14 65 63 65
2005 -2t -102 -94 ~101
2008 2.4 «122 ~106 -118
2007 -25 -132 -110 -125
2008 27 ~147 -115 ~135
2003 -3.0 -171 -127 -152
2010 =32 -183 -136 ~168
2011 -34 217 ~145 -183
2012 -3.7 -244 -154 -208
2013 -4.0 =277 -166 -221
2014 4.3 -312 -177 -243
2015 -4.8 -348 ~187 ~264
2016 57 -450 -228 -331
2017 -6.4 -529 -253 <378
2018 QA -613 =217 -az27
2018 -7.8 Bl -29% 474
2020 -8.8 -789 -318 -520
2021 -85 -824 -314 528
2022 -88 -891 -320 -555
2023 -9.0 -853 ~324 -578
2024 -9.1 -1.005 -323 -593
2025 -9.1 -1,048 317 -601
2026 -92 -1,092 -313 -810
2027 -10.2 -1,262 «341 -685
2028 -10.3 -1,335 -341 705
2028 -10.2 -1.381 -333 710
2030 -10.1 -1.415 -322 -707
2031 -10.0 -1.462 314 ~711
2032 -1 -1,394 ~283 -658
2033 -8.4 -1,331 -255 -612
2034 78 «1,260 -228 -564
2035 6.9 -1,191 -204 518
2036 8.2 -1,116 -189 -473
2037 -5.8 -1,028 -157 424
2638 -4.8 -838 138 -376
2039 -4.1 -835 -114 -325
2040 -3.4 -728 -84 -276
2041 -2.8 -617 -75 -227
2042 2.2 -500 -57 -179
2043 -18 -386 -42 -135
2044 -1t -268 27 -91
2045 0.5 ~123 -12 -41
2048 0.0 5 o 2
2047 a5 138 12z 43
2048 6.8 27 22 73
2049 13 405 31 120
2050 23 754 55 217
2051 24 818 56 228
2052 25 880 57 240
2053 28 841 58 249
2054 28 1.002 58 258
2085 27 1,062 58 286
2058 27 1,123 58 274
2057 28 1185 58 281
2058 28 1.247 57 238
205% 28 1,310 57 284
2080 29 1,385 57 302
2081 29 1.446 56 307
2082 28 1,507 55 311
2083 23 1571 54 316
2064 28 1,635 53 320
2065 29 1,703 52 324
2066 29 1,775 52 328
2067 29 1,851 51 333
2068 28 1934 50 339
2069 28 2018 49 344
2070 29 2.105 43 348
2071 29 2,185 48 354
2072 289 2,288 47 359
2073 29 2388 46 364
2074 29 2487 46 369
W75 29 2,593 45 374
2076 29 2703 44 379
2077 29 2,819 44 385
2078 29 2,940 43 350
2079 29 3,065 42 396
Total 2004-78 -5,878

" Equals net investment in special Treasury Bonds by the Trust Funds

less the Amount of General Fund transfers specified in the proposal or in the theoretical

plan (PAYGO Transfers)

Net Amount of Cash-Flow from the OASD!
Trust Funds fo the General Fund of the
Treasury During the Year'

Percent

Billions of Dollars

of Payroli
14
19
19
2.0
20
18
17
18
14
11
0g
0.8
03
0.0
-0.3
-06
-0.8
-1.2
«15
-1.8
~2.1

Current §

-119

-376
-418

-815

956
1,000
-1,045
1,001
-1,138
-1.189
-1,241
-1,287
-1,355
-1.417
-1,483
1,656
1634
177
-1.8058
1,899
1,999
2,104
2,214
2,328
2,447
2,574
2,709
-2,854
3,003
-3,157
-3,319
-3.489
-3,665
-3.847
4,037
4235
4,442
4,660
4,888
5,127
5,377
5,640
5,915
6,203

12004 PV Const2004 §
63 &
82 87
85 94
87 93
86 100
78 83
73 89
67 85
58 s
47 63
37 50
25 36
14 20

2 3
~10 15
-22 -35
-34 -55
-45 -76
-56 97
-66 -118
-76 -139
-85 ~180
-93 -181

-160 ~201
-106 -220
-112 ~238
-116 -255
-120 -271
-123 -287
-125 ~300
-127 313
-127 -324
-127 -334
-127 343
-126 -350
-124 <357
123 -363
~121 369
-120 =375
-118 -381
-t16 -387
-115 -393
-113 -399
-112 -405
110 412
~108 419
-108 427
-107 435
-106 -445
~105 -485
-154 465
~104 -476
-103 -487
~102 498
-102 -5t
-10% -522
-100 -534
-100 -547
-9 -580
-98 -574
-98 587
-87 -800
-96 814
-96 -628
-95 641
-84 -655
-93 -869
-82 -682
-92 896
81 -710
-90 -725
-89 -74G
-88 -755
-87 770
-87 785
-86 -801
5,225
Office of the Actuary

Sociat Security Administration
February 11, 2005
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Table 2d Change in Long-Range Trust Fund Assets / ded Obligati
L Individuat Account Contribution Rate: 8.2% __ Benefil Offset: 0.0% ]

Present Law OASD!
Trust Fund Assets Basic Amount(%) Proposal OASDI
or if Negative, Changes  Contributed to Recognifian Trust Fund Assets/
Unfunded Obligation in OASDI 1A by Fed Gow: Bond General Tolal Change Unfunded Obligation
Through EOY Cash fiow 160 Distributions Fund Transfers' Through EOY Through EOY
(8] 2) (3) 4 & (B34 5) o
Year (Billions of 8, Present Value on 1:1:2004)
2005 18745 0.0 1758 0.0 a0 ~175.8 1,408.9
2008 1,759.0 9.0 191.2 0.0 9.0 -367.0 1.392.1
2007 18455 0.0 196.5 o a0 -563.4 1.282.1
2008 1.930.8 8.0 2010 [eX4] 00 -764.4 1,166.4
2009 2,0084 0.0 205.2 04 0.0 -9689.6 1,038.8
2010 20808 0.0 208.9 g0 0.0 -1,178.5 902.3
20m 2,148.0 0.0 21285 [X] 0.0 -1,381.0 757.0
2012 2205.8 28 2148 08 0.0 -1803.2 6024
2013 22524 34 2161 4] 621 -1,753.8 498.6
2014 22890 4.7 2184 [ 180.0 -1,787.5 501.5
2018 23143 68 219.4 00 190.0 -1.810.1 504.2
2016 23278 128 2203 339 2236 -1,828.1 499.8
2017 2,3207 213 2207 557 2482 -1,835.0 494.7
2018 23197 311 2208 779 2718 -1,830.4 489.2
2018 22978 422 2198 99.6 290.9 -1.816.8 480.9
2020 2,2637 54.5 2188 128.1 309.2 -17918 4718
2021 22185 66.4 2177 117.2 3022 -1,758.2 460.2
2022 2,1628 80.2 2183 1288 3070 -1.715.8 4488
2023 20954 94.9 2144 1383 3128 -1,860.7 4357
2024 2,020.7 1103 2123 1449 3079 -1,599.8 420.9
2025 1.936.1 126.4 2100 1483 299.5 -1.533.2 402.9
2028 18433 1425 2076 154.8 2913 -1,461.8 3818
2027 17433 1614 205.1 197.5 3236 -1,379.4 363.9
2028 1,637.0 1785 2023 21086 3217 -1,292.1 344.9
2029 1,525.4 1947 1996 2185 3134 ~1.200.2 3252
2030 1,409.4 2110 196.7 2204 3020 -1,104.3 30581
2031 1.280.5 2258 1939 2285 2973 -1,001.6 2880
2032 1,166.5 2410 1910 2100 2648 -896.7 2608
2033 1,041.2 253.1 188.2 184.9 2378 -789.1 2522
2034 9146 263.9 185.4 180.2 2117 -879.0 2356
2035 787.2 2738 182.7 167.3 180.8 -564.5 2227
2036 658.9 2820 1806.1 154.9 1847 -452.8 2070
2037 533.0 289.1 1775 1418 1430 -340.0 193.0
2038 407.2 285.1 174.9 129.5 1232 -226.2 181.0
2039 2827 2099 1722 1168 1019 ~113.3 169.4
2040 158.8 3038 1885 105.0 830 -1t 158.7
2041 B4 3068 166.9 935 648 1102 148.6
2042 -814 3083 164.4 828 49.1 2218 1404
2043 -188.5 3110 1618 728 325 3307 1314
2044 -316.0 3118 159.3 83.5 177 4375 121.4
2045 -4308 314.4 156.8 54.7 439 5453 1145
2046 -544.1 3143 154.3 46.3 25 £61.6 1175
2047 -655.8 3132 1518 378 25 7877 131.8
2048 -766.0 3113 149.4 298 28 9225 156.6
2049 -874.8 308.7 146.3 218 27 1.086.2 190.4
2050 -982.4 3089 144.5 0.1 27 1.230.2 2478
2051 -1,089.0 3048 142.2 0.0 27 1.305.6 308.5
2052 -1,194.8 3025 1399 0.0 28 15610 366.3
2063 -1.209.7 3006 1376 [¢2¢] 28 17263 4266
2084 -1,403.9 2873 135.3 0.0 28 1,891.2 4873
2055 -1,507.4 2945 133.1 0.0 28 20555 548.1
2056 -1,810.3 2918 1309 0.0 28 2.219.1 8087
2057 -17127 2887 1287 0.0 28 23818 669.2
2058 ~1.8144 285.5 1266 0.0 28 25436 7293
2059 -1,915.3 2823 1245 00 28 27042 7889
2060 -2,0156 2794 1225 00 28 2,884.0 848.4
2061 2,151 2758 1204 9.0 27 3,022.2 907.1
2062 -2.214.% 2725 1185 00 27 3,179.0 9649
2063 -2.312.8 269.2 1165 0.0 28 33343 10217
2084 -2,410.5 2657 114.6 0.0 28 3,488.0 1077.5
2088 25077 2622 112.7 0.0 25 38401 11325
2066 -2,604.1 258.9 1108 Q.0 24 3,790.6 1,186.5
2067 -2,699.9 2556 109.0 o0 23 39306 1,233.8
2008 27849 2524 107.2 0.0 23 4,087.0 1,292.1
2068 -2,889.1 2491 1054 8.0 22 423238 13437
2070 -2,9825 2457 103.7 0.0 21 43769 1,394.4
2071 -3.075.0 2424 102.0 00 20 45194 14444
2072 -3,166.8 2392 1003 [eX] 19 4660.1 14835
2073 -3,257.4 2358 98.7 00 18 47932 15418
2074 -3.347.3 2327 970 0.0 1.7 4,836.6 1.589.3
2075 -3,436.4 2298 95.4 o0 18 5.072.4 16359
2076 -3,524.7 2285 93.8 0.8 15 52065 16819
217 -3,612.1 2234 923 0.9 15 5,339.1 1,727.0
2078 -3,698.7 2204 908 0.0 14 5,470.1 17714
Totai 2004-78 14.764.5 12,0239 4,184.9 89234
Based on lhe intermediate Assumptions of the 2004 Trustees Report
With Ultimate Real Trust Fund interest Rate of 3.0% Office of the Acluary
Ultimate Reat 1A Yield Rate of 2.75% Social Security Administration
Anmiity Net Rea Yield Rale of 2.75% February 11, 2005

! Include refmbursement for minimum benefit
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Finance Committee Hearing
“Proposals to Achieve Sustainable Solvency, with and without Personal Accounts”
Questions Submitted for the Record
Michael Tanner
April 27, 2005

Senator Smith

You each presented divergent views on how social security ought to be reformed to
resolve the solvency problem. For a moment, would you set aside your preferred
proposals and consider where the other panel participants are on this issue. And taking
this broader perspective, can you tell the committee where you perceive there to be the
common ground in resolving the issue?

RESPONSE: The currently promised level of Social Security benefits is unsustainable
without a significant tax increase. Faced with this, there has been a consensus going all
the way back to the Kerry-Danforth Commission in 1994, extending through President
Clinton’s Social Security Advisory Council in 1997 and finally to President Bush’s
Bipartisan Commission to Strengthen Social Security, that there would have to be some
effort to restrain future benefit growth. Current and near retirees would be held
harmless, their benefits would not change, but younger workers would not receive all the
benefits currently promised. The mechanism for adjusting benefits (wage-price indexing,
changes in retirement age, means-testing, etc) is debatable, but the need for benefit
restraint is not. Second, since the change in benefits will significantly reduce the rate of
return on Social Security for younger workers, there has been a general consensus that
those workers should be allowed to offset any such changes by having the option to
privately invest a portion of their Social Security taxes through personal accounts. The
details of personal account proposals aside, all reflect this general consensus.

Senator Rockefeller
Question #1:

How long would it take to fully transition from the current pay-as-you-go Social Security
program to a universally available private accounts system?

RESPONSE: Adding personal accounts to Social Security would create immediate short-
term deficits in the Social Security system. Depending on the proposal, it could take up
to 40 years before Social Security would move into permanent surplus, although it would
only be about 20 years before the deficits under personal account proposals are smaller
than deficits expected under the current system. It is also important to recognize that
once the current system goes into deficit, in 2017, those deficits are permanent and grow
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constantly larger. The present value of those deficits is roughly $12.8 trillion. On the
other hand, the present value of deficits under the personal account proposals range from
$1 to 8 trillion, significantly less, and once surpluses start they are permanent.

How much would it cost to continue to pay retiree benefits during this transition period?

RESPONSE: Depending on the proposal, from $1-8 trillion. Under the plan that [ prefer,
Johnson-Flake, the cost would be $6.8 trillion. This represents a considerable savings
compared to the current system’s $12.8 trillion unfunded lability.

Isn’t it true that young people in their 20s and 30s would pay twice? They would be
paying for the retirement of their parents and grandparents who participated in a pay-as-
you-go system, but then these young workers would also be expected to fund their own
private accounts?

RESPONSE: Yes, but no more than they will have to do so under the current system.
The current system is unfunded by $12.8 trillion. Without changes to the current system,
these younger workers will face enormous tax increases. There is no free lunch. But
moving to a system of personal accounts is less expensive over the long-term than
maintaining the current system.

Question #2:

Recently, President Bush traveled to Parkersburg, West Virginia to visit the office that
stores the paper certificates for the government bonds held by the Social Security trust
fund. He made fun of these bond certificates, saying essentially that there is “nothing” in
the Social Security trust fund. He implied that little slips of paper could not secure
Americans’ retirement.

And yet, the president has repeatedly assured people that one of their investment options
in a private account would be government bonds. He has said that people who are
uncomfortable with the risks associated with investing in stocks would still be able to
invest in safe federal bonds.

I would like to know if there is any real difference between the government bonds in the
Social Security trust fund that the president made fun of and the government bonds that
the president claims workers should feel confident purchasing for their private accounts?

RESPONSE: As President Clinton said in his FY2000 Budget:

These Trust Fund balances are available to finance future
benefit payments...but only in a bookkeeping
sense....They do not consist of real economic assets that
can be drawn down in the future to fund benefits. Instead,
they are claims on the Treasury that, when redeemed, will
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have to be financed by raising taxes, borrowing from the
public, or reducing benefits or other expenditures. The
existence of Trust Fund balances, therefore, does not by
itself have any impact on the government’s ability to pay
benefits.

Changing the bondholder from the government to individuals would not change
the government’s financial picture. It would still owe that money. However, it would
provide workers with a property right-based guarantee of benefits that they currently do
not have.

Question #3

The President has suggested that retirees would be protected from mismanaging their
retirement funds, because they would be required to purchase an annuity upon their
retirement. The annuity would provide a steady stream of income, at least at the poverty
level. However, the annuity market is very sensitive to market conditions.

Isn’t it true that workers with identical amounts in their accounts could receive very
different monthly benefits based on the level of the stock market on the day they bought
their annuities?

(Note: CRS examined two hypothetical workers who each had $200,000 in their
accounts and retired on different days in 2003. The report is attached. The worker who
retired and bought his annuity at the market peak on Dec. 31%, would get a $2,002
monthly annuity ($24,024 yearly), but the worker who bought his annuity on the lowest
day of the market , March 11, would only get $1,395 ( $16,740 yearly). Is this fair? How
would retirees know when to buy their annuities?)

RESPONSE: You are correct. Workers could receive very different levels of retirement
income depending on their date of retirement and investment choices. One solution
would be not to require full annuitization on the date of retirement.

Question #4:

When the United Kingdom gave workers the option of private accounts, there was a huge
problem with investors taking advantage of workers and selling them poor long term
investments. How should consumers be protected?

RESPONSE: Full regulatory safeguards should be put in place including criminal
penalties for fraud. It is worth noting that the British system was extremely poorly
designed and does not represent a good model for personal accounts.
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Senator Lincoln

Between the 1990 and the 2000 Census, the Hispanic population increased 337% in
Arkansas (faster than any other State in the nation). Ibelieve Hispanics will be more
affected by the proposals to reform Social Security because they will make up a greater
proportion of the people paying payroll taxes. Given the fact that Hispanics as a group,
tend to be younger and to have lower paying jobs, how will they benefit from private
accounts?

I'm sure you all have heard retirement referred to as a three-legged stool. One leg is
private savings, one leg is employee benefits/pensions, and the last leg is Social Security.
American workers bear the risk for the first two legs but Social Security is supposed to be
the one leg of the stool that is stable, without risk.

I believe that one of the key points in today’s discussion is who should bear the risk when
it comes to Social Security — the government or the American worker. It is my belief that
the leg of the stool representing Social Security should remain stable. It seems to me that
privatization would shift the risk of retirement savings to the American worker, leaving
raillions of workers no secure source of retirement income - with three shaky legs of the
proverbial stool.

This is especially concerning for our nation’s farmers. Farmers already subject
themselves to so much risk [the weather, trade pressures]. This is an additional burden
that will have a negative impact on them.

Do you advocate that Congress shift the risk associated with social security from the
Federal Government to the American worker?

RESPONSE: There are different types of risk. The current system exposes workers to
political risk: Retirees have no legal right to benefits and nothing prevents Congress
from changing the benefit levels at any time. And the system is unfunded by $12.8
trillion, meaning Congress cannot pay all promised future benefits. Thus the risk of
being in the stock market must be weighed against the political risk of a program that
provides no legal rights to participants.

[ believe that encouraging personal savings is a key component of this debate. [ am
extremely interested in looking at ways to encourage individuals to save more for their
retirement. We are at the lowest savings rate in our nation’s history and that is why
financial literacy must be a part of this discussion. We must cultivate a nation of savers,
not borrowers.



COMMUNICATIONS

Senate Committee on Finance May 10, 2005
Attn. Editorial and Document Section

Room SD-203

Dirksen Senate Office Building

Washington, DC 20510-6200

re: Social Security Reform / Private accounts

Gentlemen:

Per your instructions on the committee web site I wish to
take this opportunity to present my thoughts,opinions, and
suggestions to the committee on the referenced subject.
The accompanying documents had been developed over a
period of years and I personally feel them to be very sound
and constructive. They have been submitted to various
individuals and offices including the White House (see list
at end ). They are concise and have been vetted by
professionals in the field and have been deemed to be
fiscally and practically sound. I truly hope that this
information is reviewed for consideration by the committee
and not just inserted ““in the record”. I am already
collecting Social Security and have further reviewed this
with my children in their 30s early 40s. They are
enthusiastic for some kind of change in this vein, they see it
as something extremely beneficial to their children. Please
see that these thoughts get a proper review and
consideration.

oW TR PR

Daniel Victor Bienko

6121 Jamison P1

Canfield, Ohio 44406

Home phone 330.533.7425

Office phone 330.270.5020

Email ...dbienko@bbcdonline.com
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DANIEL VICTOR BIENKQO, A.LA.,, NCARB

OHIO, PENNSYLVANIA, NEW YORK, MICHIGAN, WEST VIRGINIA
6121 Jamison Place

Canfield, Ohio 44406

Tel: 330.270.5028

Fax: 330.270.5035

December 9, 2004

President George W. Bush
1600 Pennsylvania Ave., N.W.
Washington D.C., US 20500
202-456-1414 / Fax: 2461

E-Mail: president@whitehouse gov

Mr. President:

Hopefully the attached comments on Social Security privatization will be
reviewed and given in depth consideration for use in developing your Social
Security improvements. The below distribution list reflects others who have
been provided with similar material.

Good luck with this agenda item. 1 think it is very important and worthy of
implementation.

Sincerely,

@ui@“hw&

Daniel Victor Bienko
AlLA. NCARB.

/kak

Attachment
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PRIVATIZATION OF SOCIAL SECURITY

I am among the majority in the electorate that is glad you will have another four (4) years to
pursue your agenda for America. With that said, over the years I have been supportive of your
goal to improve Social Security and offer an opportunity to use “a portion” of the employee’s
Social Security Tax in a long term dedicated (401k type) Fund Account. I can assure you that
my three (3) children and my five (5) grandchildren would jump at the chance to opt out of
Social Security under the right conditions. With those comments, [ have developed some food
for thought that would go a long way toward accomplishing your goals, which I wish to share
with you. I believe they are well founded in fact and reality, as well as undergoing scrutiny by
the appropriate experts on your staff.

First:

Second:

Third:

To demonstrate the improved worth of steady, long-term investing, I include a chart of
growth and performance of a fund, which I am personally benefiting from (with far
superior results than Social Security).

This fund is Keystone K-2 (Evergreen Family) (A broad-based mutual fund not a
narrew sector fund, which is more vulnerable to market pressures).

The assets in the fund are not lost upon death as Social Security (particularly if death is
prior to retirement) is, but becomes inheritable by my wife/children.

All of this “Pro-forma” can be validated by your econemic experts and subject to
fine-tuning of results.

The key component to the success of this savings for retirement is faithful/regular
contributions.  Therefore, a mandatory requirement is that the employer
automatically make payroll deductions from weekly pay with the designated dollars
submitted monthly/quarterly to the Fund selected by owner from an approved list of
fiscally sound Funds under continuous Treasury Department scrutiny.

This insures against the human frailty of not making regular deposits to grow with the
economy.

The terms of the program should preclude draw downs from the fund until the owner
reaches at least 65. With long-term savings there is no need to age advance draw down
date beyond current level (67).

Current Social Security program needs support till it can be phased out over 3 or 4
generations, thus the following:

A.) Participants 50 years of age at time of enactment will not be included but
continue in current program with its yearly COLA adjustment component.
Both 7.5% contributions from employee/employer to continue into Social
Security Fund.

B.) Participants between 40 & 50 will commit to freezing_their benefits in light
of having nominally 15 to 25 years of growth/accumulation till 65 even
though their benefit under Social Security may not start till 67 plus by virtue
of current rules. They will continue to contribute a portion* of their 7.5%
to phase out current Social Security obligations along with employer 7.5%.



Fourth:

Fifth:

Sixth:
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C.) Participants between 30 & 40 will commit to reducing (to 75%) and
freezing their scheduled benefits in light of having nominally 25 to 35 years
of growth/accumulation to 65 thus reducing burden on Social Security
system till phase out.

They will continue to contribute a portion* of their 7.5% to phase out
current Social Security obligations along with employer 7.5%.

D.) Participants between 20 & 30 will commit to reducing (to 50%) and freezing
their scheduled benefits in light of having nominally 35 to 45 years of
growth/accumulation to 65 thus reducing burden on Social Security system
till phase out.

They will continue to contribute a portion* of their 7.5% to phase out
current Social Security obligations along with employer 7.5%.

E.) Participants under 20 will be allowed to opt eut only if committed to 5%
regular contributions through employer deduction till 65 into their (401k)
Fund. The employer will continue his 7.5% until such time as current
Social Security has no more obligations/participants (40 plus years).

The Pro-forma was based on a monthly contribution of $60.00 per month (obviously
more per month would yield a larger benefit at 65). Currently a $30,000 yearly salary

yields  7.5% employee = $ 2,250.00 Contribution
7.5% employer = 2.250.00 Contribution

4,500.00 Total
*Less 12 months x $60.00 = <__720.00> *
$ 3,780.00 Net Contribution . ..

.. . to current Social Security System per $30,000.00 thus supporting the phase out of
existing system, with reduced eligible participants per above phase out schedule.
* This amounts to 3% of employer’s 7.5%.

Participant can direct employer to deduct/invest in designated Fund additional dollars
beyond $60.00 minimum as his total income allows thus further emhancing his
retirement fund assets at 65 (more in / more out).

Based on current information from Social Security Administration since starting work

at age 15 to-date my employers and [ have contributed approximately $250,000 to the
Social Security Fund.

At the current rate, my wife and | are receiving benefits we will (disregarding COLA)
need to receive a check for the next 8-9 years to recapture our input.

Based on the above Pro-Forma, if we invested the full 7.5% or $125,000+ we could
be looking at a net retirement worth approximately $800,000.

If Fund growth was only 50% of their historical performance ($400,000 + 9 years
(108 months) yields $3,700= per month vs. $2,400.
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If Fund draw down were same $2,400 (Social Security) the Funds would last almost

14 years or to the age of 80, plus residue at death is passed on thru estate - all with no
burden on future generations.

Seventh: Current Social Welfare drags on Social Security need to be eliminated and/or
otherwise financed.



ACTUAL HISTORICAL PERFORMANCE PRO-FORMA
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. Year End

YR Date $in Units Dividend § New Units Run Units Net Worth

1 1967 1.410.00 126.958 138.38 19.791 154.420 1,207.57
2 1968 720.00 91.959 266.51 37.499 283.878 2,154.64
3 1969 760.00 128.638 39.21 8.601 409.17 2,356.82
4 1970 989.00 218.655 6178 12.688 630.511 3,070.59
5 1871 640.00 105.477 29.04 4.840 740.828 5,086.90
8 1972 660.00 83.589 ] 0 824.417 6,438.70
7 1973 660.00 105.398 27.52 48602 932.493 5,343.18
8 1974 762.00 162.136 108.00 25775 1120.404 4,582.46
] 1975 470.00 92.992 108.35 20.367 1233.763 6,431.02
10 1976 720.00 135.85 178.05 35.26 1404.873 7,136.768
i1 1877 720.00 142.86 278.60 56.29 1604.023 7.795.58
12 1978 720.00 133.34 434.34 86.01 1823.373 8,952.77
13 1978 720.00 125.00 526.06 98.33 2046703 11,358.21
14 1980 720.00 115.20 534,96 254.98 2416 883 14,839.67
15 1981 720.00 102.28 1,385.54 199.36 2718.523 19,953.96
16 1982 720.00 120.00 1,845.04 290.56 3129.083 20,339.04
17 1983 720.00 117.08 227232 363.58 3609.743 22,560.90
18 1984 720.00 117.84 2,832.97 469.04 4196.823 25,767.27
18 1985 720.00 98.63 2,362.39 32585 4621.03 33,918.80
20 1988 720.00 97.58 7,678.61 990.67 5709.333 44,361.52
21 1087 720.00 125.22 8,110.03 1329.52 7164.073 40,548 66
22 1988 720.00 117.08 1,674.67 269.68 7550.833 47,645.76
23 1989 720.00 101.41 3,290.47 44528 8087.503 59,840.55
24 1990 720.00 117.65 5422.00 871.71 9086.863 56,520.29
25 1991 720.00 110.94 9,105.83 1333.21 10,531.013 71,926.82
26 1992 720.00 96.81 4,570.10 615.08 11243.003 87.358.14
27 1993 720.00 94.24 8,753.11 1145.70 12482.943 98,989.74
28 1994 720.00 97.96 11.700.24 1561.87 14172.773 103,036.08
29 1985 720.00 93.88 13,838.66 1804.26 16070.913 127,603.05
30 1996 720.00 89.44 16,808.77 2087 80 18248.153 148,269.80
31 1997 720.00 82.29 24,379 49 2786.23 21116.673 196,385.08
32 1998 720.00 79.04 28,402.26 3117.71 24313.423 249,212 59
33 1998 720.00 65.04 10,482.92 910.77 25289.653 $ 291,083.91

Note also that if taxes are paid yearly, cashing out results in no tax exposure.

$ 24,351.00 Total cash out of pocket over 33 years.

Net worth of $291,083.81

V8.

ields growth of $266,732.91 based on $60 per mo.

Further, no pre-determined take down is required, i.e. flump sum or $2900/mo. for 100 mos. (8 yrs.)
Finally, should death occur before cash out, money reverts to estate not evaporating as with Social
Security. Residue after cash out also reverts to estate after death.
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HR 4895 REVIEW

I have just struggled through a review of the text of HR 4895 which is a step in the right
direction but has too much_governmental involvement which is counter productive and
wasteful.

A) Tt keeps the new system under government/bureaucratic control, which is
bad and invites “budget raiding” with the same Government Bonds/Notes
used to fund the current general/pork expenditures that have contributed to the
current deficit budgets.

B) The only government involvement should be limited to oversight on
employers to insure regular dedicated/enforced contribution to owner
dedicated/controlled 401k type retirement fund (i.e. owner sets up program
with all funds locked up until the age of 60-65 (starting at the age of 20 yields
40-45 years growth).

C) The governmental involvement in bulk investing for the “Tier” concept tends
to skew the markets by the magnitude of their input. With numerous funds
available the competition for investors would result in better/cost effective
growth/accumulation. Do not implement the Tier concept, use Direct
employer to fund monthly centributions and eliminate the heavy hand of
government. Funds report direct to owner not thru government bureaucracy.
Many employers are already geared up to making 401k contributions,
make it universal, in fact, allow converting (as an option) all IRA’s 10 401k.

D) Leave withdrawal (lump sum or periodic) to the discretion of the owner,
forget the complexities of Section 256, let the owner determine with fund
management most beneficial distribution monthly/yearly/lump sum/annuity.

The long and the short is that this privatization would be a mandatory 401k program with
mandatory and periodic (monthly) contributions effected as payroll deductions by
employers to insure adequate accumulation/growth/dividend (must be reinvested until
65).

Last minute observation the president needs the line item veto to allow for budget control
of “pork barrel” amendments added to a base bill that has merit and needs
implementation.  According to Senator McCain, those pork line items in the next
budget/pending bills amounts to 14,000 plus or minus pieces of wasteful congressional
pandering to special interest groups/voters. See attached Cal Thomas article.
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CAL THOMAS

Republican Congress must cut spending

Citizens Against Government Waste has compiled a list of near-
Iy 323 billion in pork projects it found in appropriations bills for

fiscal 2004.

The just concluded
“lame duck” session
of Congress should
have been labeled the
“goose that.laid the
golden egg session”
for the federal good-
ies it dispensed.

Sen. Mitch Mc-
Connell, Kentucky
Republican, told me
he is pleased that
Congress has reduced the “rate of the in~
crease in spending.” Is this why we have
a Republican congressional majority, so
that they can increase spending less than
Demaocrats? ’

While it is true that the massive $388
billion spending bill reduces spending in-
creases for'some things, like education
and the environment, there is still téo
much pork for healthy fiscal living. The
bill will be finetuned further early next
month before going to the president for
his signature, but no one expects any of
the wasteful spending to be curtailed.

Rep. Jeff Flake, Arizona Republican,
compared the lame duck session to the
movie “Groundhog: Day” where the
events of one day are repeated:the next
day and for days after that. “Every year,
it's the same thing,” said Flake. “Congress
passes spending bills loaded with pork
projects. in fact, this year ... Congress
spent $100,000 for the Punxsutawney
‘Weather Museum in Pennsylvania.”

Other “golden eggs” laid by the Con-

gressional geese include $450,000 for the |

Baseball Hall of Fame, $200,000 for the
Dennison Railroad Depot Museum in
Ohio, $350,000 for the Rock and Roll Hail
of Fame, $1.5 million for the Anchorage
Museum/Transit intermodal depot in
Alaska, $250,000 for the Country Music
Hall of Fame, $100,000 for the Municipal
Swimming Pool in Ottawa, Kan., $35,000
for the Alabama Sports Hall of Fame,
$300,000 to build the Great Falls parking
garage in Auburn, Maine, and $1.5 mil-
lion for departing Congressman Richard
Gephardt's archive at the Missouri His~
torical Society. .
Wasteful spending

There is no mandate in the Constitu-
tion, or anywhere else, for unnecessary
and wasteful spending at any time, much
less in a time of record deficits and debt.

President Bush has promised to spend
some of the political capital he believes
he’s earned following the election. He
should work to save some of the real cap-
ital forked over to government by tax-
payers. Federal Reserve Chairman Alan
Greenspan caused the stock market to
take a dive last week when he warned

that foreign investors might be reluctant
to continue financing American debt and
the widening trade gap.

Citizens Against Government Waste
{www.cagw.org) has compiled a list of
nearly $23 billion in pork projects it found
in appropriations bills for fiscal 2004.
CAGW has aiso recommended 592 ways to
reduce spending it estimates couid save
taxpayers $217 billion in fiscal 2005 and
$165 trillion over the next five years.
Among the recommendations are limiting
the terms of committee chairpersons, pass-
ing a Taxpayer Bill of Rights, enforcing pro~
cedural rules and passing a line-item veto,

CAGW believes the tax cuts should be
made permanent and the Internal Rev-
enue Service and indecipherable tax code
scrapped and replaced with a national
sales or flat tax, thus. closing large num-
bers of loopholes and ridding the system
of unfairness. Reforms in Sodial Security
and heaith care, along with tort reform,
would also reduce the cost and size of the
federal government.: - - |

The Bush Administration should make -
reform a halimark of its second term, sav~
ing taxpayers billions. It might resurrect
former Sen. William Proxmire's “Golden
Fleece Award,” embarrassing members
who waste our morney. '

One place to start might be the Siko-
rsky Aircraft Corporation. Sikorsky is bid~
ding for a $1.6 billion Pentagon contract
to replace the president’s aging helicopter
fleet. Sikorsky is the company that
promised, but failed to deliver, a previ~
ous fleet of helicopters known as the Co-
manche.

After taking 21 years and spending $8
billion on an aircraft that never took off —
Defense Secretary Donald Rumsfeld final-
ty axed it last February — Sikorsky wants to
make another run. It makes you pine for
the days of $600 toilet seats and $171 ham-
mers of former Pentagon budgets,

if it was their own money they were
spending, not ours, perhaps Congress
would be more frugal. The president
should use his veto and shame the Re-

: publican Congress into spending less and

guarding the taxpayer's purse. As the
president said during the 2000 campaign,
itisn't the government’s money, it's your
money.

Tribune Media Services




Bush privatization plan
faces tough opposition

Some reject plans to put ﬁmds
into pnvate mvestment
accounts. =+ -

WASHINGTON (AP) — President
Bush will confront formidable hur-
dles in Congress as he pursues an
overhaul of Social Security, the New
Deal program known as the un-
touchable third rail of politics. Add
soaring budget deficits to the debate,
-and his effort"’be'comes even more
difficuit.

Republicans, eyemg “the 2006

midterm elections, have made clear .- .1

they want a heavy political hand
from the White House on the'issue.
Democrats are tryin% tohold tightin
opposition,” aided by troubled fi-
nancing for the pro;ect.

“I fully recognize it's going to re-

uire'a 1pamsan effort to address .

the issue,” Bush said, ruling out pay-
roll tax increases to help pay for an
estimated 52 tnl[lon in start-up
costs...

Compoundm ‘Bush's’ effort isap-

position from the largest advocacy - -
group for seniors, AARP;.which 1si

gearing up for amajor fight... . %
“l don’t see ‘anything yet that

would indicate a bipartisan ap--

proach,” said John'Rother, legislation
and public policy director for AARP,
which has 35 million members.

Former Rep. Bill Frenzel, R-Minn.,
a member of Bush’s 2001 Social Se-
curity commission on partial priva-
tization, said Social Security remains
“the third rail” of U.S. politics.

That’s because older: geople vote.
Seniors age 60 and older were 24
gercent of the electorate in Novem-

r’s presidential election. Voters age
45 to 59 made up 30 percent. Bush
polled slightly ahead of Democratic
challenger John Kerry among these
age groups, according to Associated
Press exit polls.

Current benefits

Creatlng investment  accounts '
alone will not fix the future shortfall.-

Cuts in benefits are required, and in-
vestments are expected to-make up
the losses. AARP wants a wide-rang-
ing debate on improving the sys-
tem’s finances. -

“Private accounts are kind of a di-
version,” Rother said. “There are
many ways to fix the system. If all
this debate is about is private ac=

counts, then it’s going to deteriorate

with little chance of actual success
in meeting the problem.”

AARP, which was heavily criticized
by its members for backing Bush’s
Medicare prescription drugs plan,
opposes any partial-privatization -
proposal that diverts money from
the current system irito accounts.’

, That's what Bush wants to do
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SURPLUS OR DEFICIT |Lookmgahead}
Social Security’s annual cash surplus will begm arapid ‘decline in 2007 as the
baby boomer generation begins to retire; according to the Social Security: il
Administration. With current rates, deficits are expected to begm in 2018 |
Social Security rates through 2050 -

e ncome rate e Cost rate “EEE Benem.‘ %

{Money paid - “(Money “igapcanbe gap only

into Social . -paid outin . fully covered " .. - partially

Security). -+ %" benefits) " by trust fund covered
" 18% (percentage of taxable payroll i

LLCASM.
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.

12 18

1994 2000 06 240’30 3
 Source: Social Secumy Administration ) S
Th igh he hasn t offered specifics, ~rise to 590 000 next year ey

-he says younger workers should be’
allowed, if they choose, to divert.a
portion of their anrcll taxes.into ac-
counts. The problem? The 12.4 per-
cent in taxes deducted from pay-
. checks, split:-by workers and em-
loyers helps fund current retirees
enefits,
- Bush promises that benefits will
not be cut for retirees or those near-
ing retirement. But he must come up
with about $2 trillion, depending on
the size of the investment accounts,
to continue paying retiree benefits.

“If there’s one issue our members.
are united on, this is it,” Rother said,
adding that AARP will be “very visi-.
ble and very aggressive” on:the de-.
bate, expected to start when Con-_
gress returns in late January.

; Deficit concerns ... -,

Republican leaders hape to pass :
legislation by the end of next year..
But former House Ways and Means
Committee Chairman Bill Archer, R-
Texas, catitioned that a bill will take
time, especially with a growmg con-
cern about deficits.: -

“I don’t think Social Secunty w1ll
be as quick in the Congress; and will*~:
depend on when the presxdent sends.
up his recommendations” he said,
adding that some lawmakers were
politically skittish. “They want the
president to take the heat and the re-- -
sistance and the pushback before
»:they go to work.on it,” he said.

.Some Senate; Republicans. pro-
pased raising of:removing the limit.
on income subject to'the payrotl tax.i b

“The maximumevel of earnings that *
can be taxed now is: 587900 andwill -

But Bush’s opposition to ratsmg
payroll taxes leavest borrowing as the;
only real option.since furtherraisingy
the retirement age is not bemg con-
sidered; The administration is con=;
sidering some’ creative .accounting’
that will not courit borrowed funds |
in the budget as part of the skyrock="|
eting deficit. Supporters view bor-;
fowing as a prepayment, COMparing;
it to paying off a 30-year mortgage
loanearly.

But that could hurt effortsto get
moderate Democrats and some ‘Re-
publicans on-board..

Continued borrowing is a blg con-
cern to Sen. Ben'Nelson, D-Neb., who*
supported Bush's tax cut ackages ®
.which expanded the deficit, 'said
. spokesman David DiMartino.

“It would have to be a pretty. sol
glan of regayment to get back'to:a

alanced budget for the senator to
pugj that muc] at r|sk D1Ma1:t1
sai

‘Leadership needed !
. Though some: Democrats were’:
wnllmg to hold their fire to see what
Bush proposes; others were critica
‘A" “Ultimately, hiding the truthabout?
enefit cuts or fleecing the publicon
‘massive borrowin; would have-adis- 1
-astrous effect én the  economy, not to
mention betray the trust of the
«“American people,” said Rep.:Bob
Matsui of California, the top Democ-
rat on the Social Securlty subcom-
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2000 L Street, NW., Suite 700

Washington, D.C. 20036

Phone: (202) 296-5860 May 6, 2005
Fax: (202) 223-0776

The Honorable Charles E. Grassley
Chairman, Committec on Finance
United States Senate

219 Dirksen Senate Office Building
Washington, DC 20510-6200

Dear Chairman Grassley:

On behalf of the Committee for Economic Development (CED), we would like to submit a
statement for the record of the Committee’s hearing on “Proposals to Achieve Sustainable Solvency, With
and Without Personal Accounts,” held on April 26, 2005. CED is a non-profit, non-partisan, public
policy research institute Jed by 200 senior corporate executives and university presidents.

CED commends President Bush for making Social Security reform a priority and for leading the
national discussion on the need for reform. We also applaud your leadership in pursuing action on this
issue in a bipartisan manner. We agree that Social Security faces problems, and that reform must be
initiated now so that changes can be made gradually and so that workers have sufficient time to make
appropriate adjustments in their retirement planning.

In undertaking Social Security reform, policymakers must be cognizant of its effect on the federal
budget. Responsible reform would not only strengthen Social Security, but also could improve the long-
term prospects for the federal budget. On the other hand, “reform” that adds to an already unsustainable
budget deficit would be disastrous.

CED recommends creating a two-tier system that would both restore the fiscal solvency of Social
Security and convince young contributors who perceive a low and diminishing return on their
contributions that Social Security will provide a meaningful benefit to them. The first tier would return
the current basic system to long-term fiscal solvency through relatively modest adjustments. The second
tier would "add-on" a new systemn of individually controlied personal retirement accounts to increase the
rate of return for younger workers.

CED believes that adding personal accounts to the basic system is necessary to maintain the
relevance of the program to younger workers who are less risk-averse and more comfortable with
investing in the stock market. At the same time, we recognize that personal accounts alone cannot restore
solvency to Social Security. CED rejected a “carve-out” approach to personal accounts because it would
deplete the resources needed to maintain Social Security’s foundation for retirement security, and thus
would undermine the fundamental character of the program. Furthermore, the transition costs of a carve-
out program would significantly worsen the already bleak federal budget picture. CED’s approach would
boost the national savings rate, while a carve-out approach would not.

We welcome the current debate over the direction of Social Security and support responsible
efforts to strengthen the system for the challenges that lic ahead.

Sincerely,

—
Charles EM. Kolb Patrick W. Gross Bruce K. MacLaury
President Chairman, The Lovell Group President Emeritus, The Brookings Institution
CED Co-Chair, CED Research & Policy Co-Chair, CED Research & Policy

Committee Committee
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Social Security and the Emerging Budget Crisis

The latest federal budget projections indicate that the deficit is worsening, not improving, despite
continuing economic growth — at a time when the retirement of the baby-boom generation, with its adverse long-
range budget pressures, is just a few years away. Under current policies and proposals, there is a significant danger
that the nation’s debt will continue to grow faster than its income (that is, its gross domestic product, or GDP), and
that there will be no time for policymakers to right the budget before the rapid aging of the population cuts off our
best options,

Evidence continues to mount that sustained large budget deficits will erode U.S. investment, productivity
growth, and prosperity for years and even decades to come. Deficits will either increase U.S. interest rates, or they
will continue to increase U.S. indebtedness to foreigners, making our nation poorer and more beholden to our
overseas creditors. Deficits could also threaten economic stability. The severe decline in the value of the dollar
against major free-floating currencies around the world should sound a warning: A continuation of today’s large
deficits would be so corrosive of U.S. prosperity that no prudent public official would risk that outcome.

There is no silver bullet to stop the deficit. Each apparent opportunity for budget savings suggests other
needs for greater spending. There are hopes for obtaining efficiencies in health-care delivery; but there are also
obvious cases of under-use, there are under-served persons without health-insurance coverage, and there is the
march of new and valuable but often expensive technology. Some believe that there can be savings from the
standing military force; but against that, there is continuing high-intensity conflict in Iraq, there is organized
terrorism elsewhere around the world, and there are needs for homeland security. There are always hopes for
savings in domestic appropriations; but the total of domestic appropriations last year was less than the deficit; the
President has requested substantial increases for an international AIDS initiative; and such priorities as the No
Child Left Behind Act are now under-funded.

Nor can we assume that more-rapid economic growth will rescue us. Tax revenucs have not responded
sufficiently to past efforts to stimulate faster growth through tax cuts, and the adverse consequences of a failure of
further experiments now would be far too great.

Two overriding conclusions follow from these facts: first, we will need every tool in the budget to
bring the deficit under control; and second, it would be irresponsible in the extreme to engage in deficit-
increasing policies now, in the vain hope that as-yet unspecified substantial savings will be found later to
erase the problem, The deficit is already far too large, and there is far too little time to correct our course before
the demographic tidal wave breaks upon us.

Thus, budget policymaking this year will be important if not critical to our future prosperity. And by all
accounts, the major item on the policy agenda this year will be Social Security reform.

Social Security is of vital importance in its own right, but also this year because it can have a critical impact
on the nation’s overall fiscal policy. So beyond maintaining the main safety net for the elderly, the disabled, and
survivors of deceased younger workers, Social Security legislation could make or break the budget.

Social Security is a significant underpinning of the nation’s now-crumbling fiscal structure; it must
not be weakened, but rather its reform should contribute to the strengthening of our budgetary standing,
For at Jeast the next 13 years, Social Security will be an important source of support for the otherwise deteriorating
remainder of the federal budget. After that time, Social Security itself will begin to drag the total budget down.
Policies to strengthen Secial Security’s long-run balance could make an important, and possibly essential,
contribution to the overall budget picture for the next three to four decades, and could increase the insufficient flow
of total savings for the prosperity of the nation as a whole. On the other hand, policies that hope to strengthen
Social Security in the still more distant long run, but in the meantime weaken its finances for the foresecable future,
could cause fiscal collapse before the future savings could ever materialize.

-More-



229

We believe that the nation must not worsen the budget by borrowing still more money today, in the name
of saving Secial Security in the far-distant future. The federal budget is in dire straits alreaéy, adding to the
public debt faster than the growth of the nation’s income; there are inestimable risks to allowing the budget to grow
even worse. We cannot argue too strongly against policies that supposedly make Social Security solvent when

ed over an unrealistically long or even infinite time horizon. Substantial net budgetary costs for several
decades must not be sanctioned in the hope of far-distant savings. We find such an approach extraordinarily risky —
especially when world financial markets already have begun to question the nation’s ability and will to control a
public debt that already is growing faster than the economy.

Such policies — which generally would divert payroll taxes to fund personal retirement accounts, with the
Tost revenues replaced through increased public debt — would impose a substantial burden on young workers, who
would be required simuitaneously to fund both their own retirements and the retirements of current retirees (and
older workers who would remain under the current program). It is no favor to those younger workers that the
transition costs are postponed; the resulting deficits and debt would burden them for the rest of their lives. The
transition costs would continue to mount for decades, and they would bear interest into the even more distant
future.

The inescapable reality is that federal deficits place a burden on young — and even future —~ workers.
In fact, it would be entirely fair to say that additional large deficits are tant t to a delayed tax increase.
There are no accounting devices that would negate these very fundamental il effects of mounting debt. The issue
is not what different budget measures are called. Debt is debt; the federal government must pay interest on all new
debt, whatever the motivation of its underlying costs. Furthermore, debt incurred today reduces the federal
government’s flexibility to address other contingencies that might arise tomorrow — including war and other threats
to the national security. In our judgment, debt-financed Social Security restructuring would be irresponsible, with
potentially catastrophic consequences, and a risk of failure that is far too high.

Nor would such an approach increase the nation’s pool of saving. 1f the federal government borrows a
dollar, and gives it to an individual who saves every cent of that dollar, then the nation’s total saving does not
increase at all; it is precisely unchanged. 1f the individual spends any of that dollar — perhaps because receiving the
dollar makes him or her feel wealthier - then the nation’s total saving is decreased, not increased. Thus, a Social
Security restructuring plan financed by debt would miss a rare opportunity to increase the nation’s deficient
savings; it would most likely actually wersen the savings rate,

Finally, such a substantial increase in the public debt would threaten financial stability, It is unclear that
the financial markets would accept a further ballooning of the federal debt, even if it would be numerically offset
by millions of small increases in holdings of equities and bonds in personal accounts, The risks to financial
stability are focused on the creditworthiness of the largest borrower, the federal government,

In sum, borrowing to establish personal retirement accounts, especially with the budget already in
serious deficit, is extraordinarily risky. Success would require that the financial markets accept planned,
substantial and sustained increases in the federal debt with an air more relaxed than in any episode on record. On
top of the existing budgetary problems, and fiscal uncertainties ranging from life expectancies through retirement
chaices; to advances in health care technology and utilization; to productivity growth, inflation, and energy prices;
to war, terrorism, and the aftermath of the 1990s stock market bubble and revenue boorm, the nation cannot afford
an outlook of decades of financial uncertainty of our own creation. Markets cannot wait that long for confirmation
of the success of a Social Security reform; there would always be the risk of a sudden adverse reaction and a rush
for the financial exits hanging over every business decision, no matter how large or how small. No responsible
public official should accept such a risk.

America stands at a fiscal crossroad. As businessmen and wormen with a concern for the prosperity and
security of our customers, employees and shareholders, we urge policymakers to begin now, working across the
entire range of the budget, to turn the deficit around so that we do not enter the retirement of the baby boom witha
public debt already growing faster than our ability to repay it. And viewing the budget agenda for this year, our
most urgent message is that we must avoid a borrow-now-pay-later approach to Social Security restructuring that
puts 2 fragile financial outlook even further at risk.

it
Committee for Economic Development
www.ced.org
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INTRODUCTION

ike most Americans, we believe that Social

Security, more formally known as Federal Old-

Age, Survivors and Disability Insurance
(OASDI), is one of the most successful social programs
in U.S. history. The basic objective of Social Security—
to protect the economic security of retirees—is sound,
and the nation must not falter in its commitment to it.
Social Security also provides an important safety net
for survivors of younger workers, and for the disabled,
saving their families from severe financial distress. 1t

provides financial security for those who live very long

lives, with inflation protection that is virtually impos-
sible to obtain from the private sector. The decline in
poverty rates for the elderly is strong evidence of the
overall beneficial effects of this program. Social
Security fulfills all of these functions at minuscule
administrative cost. These virtues must be preserved
through any proposed reform.

Still, because of the challenge posed by the aging of
the U.S. population, substantial change in the Social

CRITERIA FOR REFORM

iven the Social Security funding shortfall,

reform will be a collection of unpleasant

steps, chosen to minimize the overall pain.
Even in instances where the goal of reform is to
improve some aspect (such as the balance of relative
benefits across generations) of the current system,
progress will be constrained by the actuarial deficit in
the system. Agreement on the fundamental objectives
of Social Security and its relation to the broader issue
of national retirement policy would help the nation to
spread the discomfort fairly across the population.

Considering the important role that Social Security
plays in our society, CED recommends the following
criteria for evaluating proposed changes in the syster.

® Social Security should provide a minimumn retire-
ment income—that is, a satety net—for all workers
and their families. The lack of an adequate retire-
ment foundation would result in hardship among
the population (especially those with persistent low
incomes or who suffer economic setbacks), and
persuasive demands for relief through other federal,

Fixing Social Security: A CED Policy Update 3

Security system is inevitable. When the baby-boom
generation begins to retire, the system’s current oper-
ating surplus will begin to decline, after which the
trust fund balances will be drawn down at a rapid
rate. If no action is taken, the system will be forced to
impose a very large, inequitable and economically
inefficient increase in the tax burden on future work-
ers, and/or sharp and disruptive cuts in benefits, in an
approximate range of from 2018 (the time when
Social Security tax revenues fall short of benefits,
according to the Social Security actuary) to 2052
{when the Social Security Trust Fund is exhausted,
according to the Congressional Budget Office). But the
problems of the system should not be exaggerated;
under current economic and demographic assump-
tions, and with no additional sources of revenue,
Social Security can continue to pay somewhere in an
estimated range of from about 73 percent {according
to the Social Security actuary) to about 78 percent
(according to the Congressional Budget Office) of cur-
rently promised benefits in perpetuity.

state, and local programs, which would be less
equitable, more administratively costly, and
demeaning to the elderly.

@ The Social Security benefit structure should retain
an element of progressivity, whereby the ratio of
benefits to contributions is higher for lower-income
workers.

B Participation in the Social Security system by work-
ers should be universal, because the burden of
supporting the redistribution and insurance ele-
ments of Social Security should be shared as
broadly as possible.

# Social Security reform should strive for greater
equity between generations and for better returns
on contributions than the present system will pro-
vide for future retirees. When the program’s
funding runs short a few decades from now, future
workers and retirees will face higher taxes or lower
benefits, or both; and some privatization plans
would in effect burden those workers with funding
both their own retirements and those of the baby-
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boom generation. Hiding such burdens through
massive borrowing would do those younger and
future workers no favor. Timely reform should aim
0 minimize this inequity through increased saving
and investment, and also through higher returns for
younger and future workers.

Reform should also seek greater equity among cur-
rent participants, particularly between workers with
nonworking spouses and other retirees.

A fundamental objective of Social Security reform is
to increase national saving, so that the burden of
supporting rising numbers of elderly is made less
onerous by more rapid capital accumulation and
economic growth.

Social Security reform should not derail the critical
economic objective of eliminating deficits in the
federal budget. With deficits far too large and with
prospects for sufficient improvement dim, Social
Security reforms should reduce, not increase,
delicits and borrowing in the coming years. (CED
also advocated improvements in the federal budget
process to ensure that these budget savings are pro-
tected, and not immediately spent. See Exploding
Deficits, Declining Growth: The Federal Budget and the
Aging of America, Committee for Economic
Development, March 2003.)

Reform measures should minimize disincentives for
labor force participation by the eldetly, and encour-
age private saving.

Changes that have a continuing positive effect on
the systemss actuarial balance and provide auto-
matic responses to changed circumstances (such as

a larger-than-anticipated increase in life expectancy)
are preferable to one-time changes that merely
postpone insolvency.

& Reform measures should be administratively feasible,
should not raise administrative costs significantly,
and every effort should be made to minimize costs
arising from investments in private assets.

Changes in Social Security benefits should be
enacted promptly and phased in gradually. Those in
or close to retirement must be protected. Current
workers need reasonably accurate information con-
cerning expected Social Security income in order 1o
make informed decisions about retirement saving
and retitement age, and they require adequate lead
time to plan and adjust their behavior to any
changes in the system.

Of course, no reform proposal can fully satisfy all
these criteria, because there are unavoidable tradeoffs.
For example, cuts in benefits would be likely to
increase both public and private saving, but would
also reduce the economic security of retirees.

To balance these tradeoffs, CED believes that Social
Security should be divided into two components: (1) a
defined benefit that includes both a safety net for low-
income and disabled workers and survivors, and
insurance against the loss of retirement income; and
(2} a mandatory personal retirement account (PRA),
which provides retirement benefits from contributions
accumulated in the account. Such a dual system
would satisfy most of the reform criteria favored by
CED, as explained below.
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SUMMARY OF POLICY RECOMMENDATIONS

Reforming the Existing System

ith respect to the existing defined benefit,

the CED reform program would gradu-

ally phase in changes in the Social
Security system and thereby avoid serious disruptions
in labor markets and in the lives of retirees. It would
protect the economic security of lower-income
retirees, and over time further reduce poverty among
the elderly. It would achieve the fairest possible bal-
ance of burdens across generations. Present retirees
and older workers would experience little or no
change in benefits from the existing system {though
the portion of benefits subject to taxation would rise
for some). The particular policy steps enumerated
below would both eliminate Social Security’s 75-year
actuarial shortfall, and reduce inequities between
retired married couples with non-working spouses
and other retirees.

# Reduce the Growth in Initial Benefits. CEDs
plan would reduce the systems costs by gradually
reducing initial benefits for new upper- and mid-
dle-income retirees, but not for low-wage workers.
(This step would have no effect on current retirees).
Technically speaking, the most direct and equitable
way gradually to trim the growth of prospective
benefits is to reduce the growth in the primary
insurance amount (P1A), which is the first-year
benefit received by an individual who retires at the
normal retirement age (NRA). CED3 plan would
gradually reduce replacement rates for the two
higher-wage brackets in the PIA formula, thereby
reducing the growth of future benefits in the exist-
ing defined benefit program for middle- and
upper-income participants, but not for low-wage
workers.

The growth of initial benefits would be reduced
further by increasing the number of years of wages
included in the PIA formula from 35 to 40 years.
Currently, those who contribute for only 35 years
are eligible for benefits as high as for those who
contribute for a longer period.

® Reduce the Growth in Lifetime Benefits by
Raising the Normal Retirement Age. The nor-
mal retirement age long remained at 65, without
adjustment to compensate for the large increase in

life spans in the last half century. This raised the
cost of Social Security dramatically. In 1983,
Congress enacted legislation providing for a gradual
increase in the NRA to 67, which only partially off-
sets the rise in average life spans. To further
compensate for past and expected increases in life
expectancy, CED’s plan would raise the normal
retirement age by two months per year until it
reaches 70 years. Thereafter, the NRA would rise in
line with increases in life expectancy. The earliest
eligibility age, currently 62 years, would be
increased to 65 over the same period and subse-
quently similarly indexed.

Tax Social Security Benefits. CED recommends
that the income tax apply to all Social Security ben-
efits in excess of the contributions made by the
worker. (This result would be approximated by tax-
ing 85 percent of benefits for all workers. Taxation
of benefits derived from a workers own contribu-
tions would constitute double taxation.) With this
change, Social Security would be taxed like other
contributory programs. Low-income recipients
would not be affected because they are exempted
from income taxation through the personal exemp-
tion that is available to all potential taxpayers, and
a special higher standard deduction for the elderly.

Reduce Spousal Benefits. At present, a spouse
is entitled to a retirement benefit equal to his or her
own benefit or 50 percent of the other spouse’s
benefit, whichever is higher. Consequently, the rate
of return on contributions is much higher for cou-
ples with a nonworking spouse than for others. To
reduce costs and to improve equity between work-
ing and nonworking spouses, CED recommends
that retirement benefits for the nonworking partner
of a retired couple be reduced gradually until they
reach 33 percent of the workers PIA. CED does not
recommend any reduction in the non-workers sur-
vivor benefits, which may be as high as 100 percent
of the workers PIA.

Expand Coverage to Include State and Local
Empioyees. The Social Security system redistrib-
utes income from high-income retirees to
low-income retirees, CED favors continuation of a
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redistribution element in the Social Security pro-
gram. However, CED believes that as a matter of
equity, the burden of redistribution must be widely
shared, and therefore that coverage should be uni-
versal, Consequently, CED recommends that all
niew state and local eraployees be required 1o
become participants in the Social Security system,
and that current employees be permitted to join
Social Security on a voluntary basis.

The CED proposal builds in a margin for projection
error. The policy proposals were selected in 1997 to
aver-achieve 75-year solvency for the program, with a
safety margin of more than one third of the then-
measured deficit. Thus, enactment of the CED reforms
could result in a substantial long-run surplus in the
retirement program, Consequently, if experience con-
firms this projection, it may eventually be possible to
terminate the phase-in of further cuts in benefits, or to
reduce payroll tax contributions.

The Second Tier: Personal Retirement Accounts

ED believes that all employees and employers

should be required to contribute to personal

retirement accounts (PRAs). CED believes that
the PRA system should be an “add-on” 10 the current
system. Payroll tax revenues should not be “carved
out” and contributed 1o private accounts, because
existing payroll taxes are needed to finance benefits
even under the reformed and newly solvent Social
Security program, which would maintain the basic
safety net. W believe that so-called “carve owt” pro-
posals, which divert payroll taxes to private accounts,
would increase the budget deficit dangerously.

The PRAs favored by CED would have the following
characteristics:

& PRAs would be funded by mandatory contributions
totaling 3.0 percent of covered payroll, with pay-
ments split equally between employees and
employers. (The sell-employed would contribute
the entire 3.0 percert of covered payroll.)

PRAs would be owned by individuals and directed
by them. Contributions could be invested only in a
fimited number of broad-based funds that hold pri-
vate-sector financial securities

Contributions to PRAs would receive tax-preferred
treatment similar to that accorded to 401(k)s.
Individual and employer contributions would be
made from before-tax incorne, and earnings would
accumulate on a tax-deferred basis, Individuals would
pay taxes only on future benefits derived from PRAs.

The accumulated balances in PRAs would be part
of the estates of deceased workers in the event of
death before retirement.

® We recognize that some mandated business partici-
pants and their employees, as well as many
self-employed, do not have hands-on experience
with retirement saving accounts. Therefore, 10 pro-
tect these groups, special rules for PRAs will be
needed to assure appropriate communications, pru-
dent investment alternatives, reasonable fees, and
preservation of funds for retirement. In providing
appropriate safegnards for PRAs, maximum use
should be made of existing regulations governing
private pensions and 401(k) and IRA saving plans
(revised as needed) to minimize the need for new
regulatory or supervisory bodies.

To assure that PRAs would be used for their specific
ntended purpose—to provide retirement income
for the full lifetimes of the participant and spouse—
CED favors rules applicable to PRAs that (1)
prohibit withdrawals or borrowing of PRA funds
before retirement, and (2) ensure that funds are
withdrawn gradually over the life of the participant
after retirement. (This would occur, for example, if
PRA fund balances were annuitized at retirement.)
Employers that already manage pension funds for
their employees may find it necessary to create sep-
arate “side-car” accounts for PRA conuibutions 1o
comply with the additional restrictions applicable
only to PRAs.

The PRAs would also generate a sizable increase in
private (and national) saving. Of course, some individ-
uals and businesses will finance contributions to PRAs
by reducing present contributions to private pensions,
401(k)s, etc. To the extent that this form of substitu-
tion oceurs, there will be less increase in private
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saving, labor costs will be unaffected by PRA contribu-
tions, and retirement saving created by PRAs will be
partially offset. Moreover, if tax-sheltered PRAs are
substituted for saving that is not entitled to tax prefer-
ence, federal revenues would be reduced, thereby
offsetting some of the improvement in private saving.
However, a large number of workers, including most
contingent and part-time workers, are not currently
covered by discretionary employer retirement plans,
and many workers have little or no personal savings to
shift into the new PRAs. For those with little or no
saving, the creation of mandatory PRAs will undoubt-
edly generate a large increase in saving, Furthermore,
for some, the experience of owning such assets may
encourage additional saving.

CONCLUSION

hus, the CED plan would create a two-tier sys-

tem: (1) a fiscally balanced basic benefit—that

is, the present “defined benefit” program with
spending growth cut sufficiently to make the system
sustainable; and (2) a new “defined contribution” pro-
gram that would involve mandatory contributions to
PRAs. If this two-tier system is enacted promptly, the
economic safety net now provided by Social Security
can be preserved without overburdening future work-
ers. The economic well being of low-income retirees
would be protected because most of the benefit reduc-
tions in the current system (though not the increase in
the retirerent age) would be limited to middle- and
upper-income participants. PRAs, which would pro-
vide an additional source of retirement income for all
retirees, would be particularly valuable for thase whose
benefits from the defined benefit system are cut.
Intergenerational equity would be improved by
increasing the importance of benefits derived from a
funded system, and by offering an opportunity for
younger people to receive adequate investment returns
on their contributions. This CED plan provides a
retirement saving program for workers not covered by
a retirement plan, including part-time and contingent
workers who frequently do not have access to private
retirement programs.
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The creation of PRAs will help to restore the confi-
dence of young people in the Social Security system
by offering an opportunity for a higher return on con-
tributions and giving workers a sense of ownership.
Although contributions to PRAs would be mandatory
and, in many cases, would raise business costs, these
contributions should not be considered taxes because
no revenue is received by any government agency and
the funds are personally owned and privately invested.

CED acknowledges that the requirement for compul-
sory savings will be difficult for workers at the lowest
income levels. However, the alternatives of increased
payroll tax rates while still employed or inadequate
benefits while retired would be totally unacceptable.

Finally, and importantly, the CED program would gen-
erate a substantial increase in national saving that
would help to boost long-term economic growth and
thereby make it easier for the nation to support the
growing elderly population. Without such reform, the
nation will confront the very unpleasant choice of a
substantial reduction in the economic status of the eld-
erly or an economically damaging and unfair burden
on future generations of workers. In contrast, most of
the proposals for converting Social Security to a priva-
tized pension pay for at least a part of the transition
costs by increased federal borrowing. With deficits
already too large and the beginning of the retirement of
the baby-boom generation just three years away, such a
strategy would seem risky in the extreme.

In sum, CEDS approach to Social Security reform
would seem more in tune with widely accepted princi-
ples of social cohesion and fiscal prudence. We urge
policymakers to consider this alternative.
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Senate Committee on Finance

Attn. Editorial and Document Section
Rm. SD-203

Dirksen Senate Office Bldg.
Washington, DC 20510-6200

Statements for the Record concerning Proposals to Achieve Sustainable Solvency, With
and Without Personal Accounts hearings held on April 26, 2005, at 10:00 a.m. in 628
Dirksen Senate Office Building.

Statements submitted by: Houston Young Republicans, P.O. Box 130621, Houston,
Texas 77219, Will Hickman — Policy Director:

Houston Young Republicans (HYR) would like to thank the Senate Committee on
Finance for the opportunity to submit our comments regarding this critical subject. We
are now at the point in the process where everyone agrees that Social Security has
serious long term financing problems, and those in the legislative process are beginning
to craft solutions.

We feel that possible approaches could be to:

1. Deny there is a problem and do nothing. This approach would lead to bankruptcy of
the system in the near future and serious benefit cuts starting in 2041.

2. Kick the can down the road. Such an approach would postpone the problem, and
allow a future generation in Congress to have this debate again,

3. Fix the problem. A permanent solution to the problem seems like the only common
sense alternative. While each of the proposed solutions has costs and drawbacks, we
need to make short term sacrifices so that the system can survive.

We will first make comments regarding each of the panelist’'s proposals, and then
suggest some slight changes.

Mr. Robert Pozen, Chairman, MFS Investment Management:

Pozen suggested a progressive indexing approach for wage indexing for those whose
average career earnings are $25,000 or less, price indexing for those whose average
career earnings are $113,000 or more, and a combined approach for those in the
middle.

Pozen stated that the * ... debate needs to focus first on solvency, and only then on
personal accounts.” However, he later states that a personat account is intimately
intertwined with solvency, as a retiree’s burden on the system is reduced as the size of
her personal account grows. His example of “a combination of progressive indexing
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and a carve-out PRA with a 2% allocation would make Social Security solvent by the
end of the standard 75-year period.”

Pozen's progressive indexing strategy alone would take the second approach of kicking
the can, as he states that some changes to Social Security, “ ... may be politically
acceptable if instituted in distant time periods.” While such an approach is politically
appealing, it merely shifts the burden to the backs of future laborers and does not fix the
problem. However, a combined progressive indexing strategy with a “carve-out” PRA
does solve the solvency problem.

Mr. Michael Tanner, Director, Project on Social Security Choice, Cato Institute:

Tanner first recognized the problem and stated that the “do nothing” approach is the
same as a 27% benefit cut. He stated that PRA’s provide ownership, control,
inheritability, and choice, providing workers “ ... a nest egg of real, inheritable wealth.”

Tanner’s proposal is an option of diverting half of taxes (6.2%) to a PRA, and the
remaining employer’s portion (6.2%) going to the Social Security “trust fund” to pay
benefits for survivor's, retirees, and the disabled.

Tanner set forth a new minimum Social Security benefit, realizing that younger workers
who chose an individual account option would be able to realize higher benefits than
under traditional Social Security.

Mr. Peter Ferrara, Senior Fellow, Institute for Policy Innovation, Director of the Social
Security Project, Free Enterprise Fund

Ferrara recognized that the solvency problem can be solved with large personal
retirement accounts, which at the same time allow all workers to accumulate personal
savings and large investments. Ferrara’s proposal would shift from a pay as you go
system to an individual worker ownership system. All this could be achieved with no
benefit cuts or tax increases.

The basic premise is to shift the retirement obligations of the system from the current
trust fund to private accounts, with a minimum benefit guaranteed by the trust fund if the
individual accounts are not large enough. This is accomplished through a 6.4%
investment into a personal account. Over time, as existing obligations of the trust fund
are reduced, payroll taxes are reduced.

Ferrara finances the transition with a national spending limitation measure, additional
taxes resulting from increased business activities financed by the personal account
investments, and borrowing a portion of the personal accounts in the form of
government bonds.

Mr. Peter R. Orszag, Joseph A. Pechman Senior Fellow, Economic Studies, The
Brookings Institution
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First, Orszag's logic of comparing personal accounts to a loan from the government is
completely backwards. In reality, workers would pay less of their money inio the
system, and put a portion into their own personal account, rather than fund the trust
fund. We were confused as to how the government could loan us our own money. He
did state that stock ownership for all earners is desirable, but not by borrowing against
or “morntgaging” future benefits. Instead, we contend that the personal accounts replace
traditional benefits.

Second, Orszag'’s statement that “the accounts do nothing to improve solvency within
Social Security” is also logically flawed. To make that statement, Orszag assumes that
at best, the personal accounts will only earn the government’s borrowing rate. In
contrast, every proposal regarding personal accounts includes a mix of bonds and
equities that would far outperform the government’s borrowing rate.

To solve the financing problem, Orszag proposes increasing the estate tax. Thisis
actually the opposite of other proposals with personal accounts which create ownership,
as the death tax destroys ownership between generations. We would encourage
Orszag to raise income taxes and corporate taxes as well, as there is no logical
connection to funding social security with an increase in the estate tax.

Orszag does recognize the benefits of ownership and control in the context of 401(k)
and IRA’s. He also extols the benefits of an automatic 401(k), such as enroliment,
escalation, investment, and rollover, which would be beneficial to apply to the Social
Security system.

Ms. Joan Entmacher, Vice President for Family Economic Security, National Women's
Law Center

Entmacher argues against price indexing, as it would provide substantial benefit cuts.
Next, she argues that personal accounts would do nothing to restore solvency. To
solve social security’s mere “financing shortfall,” she proposes increasing payroll taxes
for those making over $90,000, increasing income taxes, and increasing the estate tax.
This approach of punishing successful workers is the opposite of the reward provided
by a personal account.

Houston Young Republicans’ Proposal

Rather than reinventing the wheel, HYR proposes taking pieces of the above proposals
to achieve a workable solution to the current problems faced by Social Security,

Some parameters we applied to our analysis are to maintain existing benefit levels for
current retirees and those soon to retire, have no increase in payroll taxes, provide a
minimum benefit for younger workers and future generations of at least the current
benefit levels, and investigate the use of personal retirement accounts.
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We found that Social Security has a ratio problem, where the ratio of workers to
beneficiaries is bad and getting worse. The ratio was above 40 in 1945, is currently 3.3
in 2005, and will drop to less than 2 in 2060. This decreasing ratio causes costs to
increase faster than income, such that by 2017, costs will exceed income and Social
Security will be heading for a deficit, and by 2041, the trust fund will be exhausted, and
benefits will have to be substantially reduced.

Several approaches are available to fix the ratio problem: Increase payroll taxes;
decrease benefits; or “fix" the ratio by increasing the number of workers - or -
decreasing the number of beneficiaries.

We think the best approach is to decrease the number of beneficiaries by replacing
young worker's traditional benefits with a self-funded personal account. These workers’
Social Security benefits will be self-funded, and they will not need benefits paid from the
trust fund. We propose that all workers be allowed the option to participate in the
personal account option.

A minimum benefit level for survivors, disabled, and retirees would remain, based on
the current benefit amounts adjusted by wage and not price indexing, although the
proposal could easily be adjusted by incorporating Pozen's progressive indexing to the
minimum benefit level.

The proposal is very similar to Tanner’s and Ferrara’s discussed above, with slight
modifications. We propose keeping taxes at 12.4% of payroll, while gradually
increasing the portion going into a personal account over the next 50 years, such that
during the years:

2005 — 2015 — workers invest 3% into a personal account;
2015 — 2025 — workers invest 4% into a personal account;
2025 - 2035 —~ workers invest 5% into a personal account;
2035 — 2045 — workers invest 6% into a personal account;

2045 — 2055 — workers invest 7% into a personal account;

2055 and on — workers invest 8% into a personal account, with the remaining portions
of payroll taxes paid into the Social Security trust fund.

Our preliminary analysis suggests that, starting in 2030, as workers born after 1965
start to refire, benefit costs begin to decrease to a manageable level. Social Security
retirement benefits are eventually entirely self-funded out of personal accounts, with a
minimum benefit remaining for disability, survivor, and low-income beneficiaries.



241

in the personal accounts, each worker will invest a minimum of 10% into each of the five
funds government bond, private bond, large cap equities, small cap equities, and
foreign equities (based on Thrift Savings Plan). A default allocation of 60% Government
bond, and 10% each in private bond, large cap equities, small cap equities, and foreign
equities will be created for each work. Workers will have an annual opportunity to
readjust their personal account portfolio. By 2040 over $20 trillion will have been
invested in personal accounts, with over $12 triflion in government bonds (based on the
default portfolio), which is more than enough to fund the transition from traditional trust
fund benefits to personal accounts.

We agree with Tanner and Ferrara that large personal accounts can solve the solvency
problem by replacing traditional benefits with self-funded accounts. We prefer a gradual
phase in of the personal accounts, and in lieu of a tax reduction, prefer increasing the
size of the personal accounts after the baby boomers have retired.

Pozen’s progressive indexing strategy could be incorporated into our proposal, by
creating a smaller minimum benefit for higher income individuals.

We disagree with Orszag’s proposals to increase the estate tax, and his assertion that
personal accounts would actually worsen Social Security’s solvency. We feel that his
proposals for an automatic 401(k), such as enroliment, escalation, investment, and
roliover, would be beneficial to apply to the Social Security system

Similarly, we disagree with Entmacher’s proposal to increase payrofi taxes for those
making over $90,000, increase income taxes, and increase the estate tax. In order to
address Entmacher’s concerns about security, we have proposed a minimum benefit
level based on current benefits as a safety net for all retirees, disabled, and survivors.
In addition, Entmacher recognized that more women are now working. Under the
current system, they could receive either their own benefits or survivor benefits if their
spouse died. With personal accounts, they could receive their own benefits and inherit
their spouse’s personal account.
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David C. Humes

211 Painters Crossing

Chadds Ford, PA 19317
£mail humesdc@hotmail.com

April 28, 2005

Senate Committee on Finance

Attn. Editorial and Documentation Section
Rm. SD-203

Dirksen Senate Office Building
Washington, D.C. 20510-6200

Subject: Social Security
Dear Senators:

I am an independent voter who votes for individual candidates based on all issues, not
any single issue. Enclosed is a copy of a letter that was somewhat recently written to
the President.

| am appalled at the fact that the President traveled to sixty cities to promote his ideas on
Social Security under the guise of appearing at “town hall” type meetings. The only
people who were allowed to attend these “town hall” type meetings were hand selected
by the local Republican Party. The local Republican Party should reimburse the Federal
Treasury. Until that occurs, the President and the local Republican Party have stolen my
tax dollars. Hand selecting individual citizens to attend these “town hall” type meetings
is not my idea of democracy. it may not be illegal but it is morally wrong and goes
against my values of fair play.

If there is a problem with Social Security as presently structured, by all means you
should be looking at ways to making it secure for all generations. However, private
accounts have absolutely nothing to do with fixing Social Security. They are two entirely
and separate issues and should be treated as such.

| offer some suggestions for your consideration.

All citizens should be under one system. There should not be separate systems for
federal employees, nor for the “elite”,

Money that is coliected for Social Security should be untouchable and used strictly for
benefit payouts. The fund should not be aliowed to be borrowed against for any
purposes with the possible exception a written declaration of war.

There should be no cut off of withholding at any salary level.
Those weaithy Americans who do not need Social Security should be asked to

voluntarily to waive their rights to those funds. Shouid their financial situation change,
their waiver may be withdrawn.
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David C. Humes

211 Painters Crossing

Chadds Ford, PA 19317
£-mai humesdc@hotmail.com

Social Security should be applied to items that are not a compiete necessity to
conducting business, yet have value and worth. Such items could include but not be
limited to; luxury companies cars, limousines, first class air travel, and corporate aircraft.
1t should also be applied to such items as meetings heid away from corporate
headquarters, stock options. There are employees who derive benefits from these
luxury items.

| am sure that all of you as individuals are both nice and intelligent men and women. |
am sure that you sought life in public service to help people. | hope that you all will
remember the reasons that you sought your current position. From where | stand, all too
often, | see two Parties that are interested in either the “credit game” or the “blame
game”. Your first, and only, loyalty should be to your constituencies. All too often | see
Parties that have become more interested in power for power's sake.

The sooner that you can take money out of the equation, the sooner you can do the jobs
that you wish to do. Eliminate all PACs. Eliminate ali lobbyists. Make it ilflegal for any
Congressperson to have any charitable fund. Make it illegal to make campaign
contribution from one candidate’s election fund to that of ancther. Contributions to such
funds corrupt the process .
| hope that you will do the right thing, for the right reason.
Respectfully,

Laviel . MNewmos
David C. Humes

Enc.
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David C. Humes

211 Painters Crossing

Chadds Ford, PA 19317
E-mall: humesdc@hotmail.com

March 8, 2005

Mr. George W. Bush
President

1600 Pennsylvania Ave, NW
Washington, D.C. 20205

Dear Mr. President;

There has been much talk about proposals regarding Social Secunty Personally, | will
keep an open mind and not rule anything out.

As best | can understand, there is a "broad concept” for ;’:riva deccounts. The
Republicans are getting after the Democratic for criticism an g othmg has been
finalized. (I don't know why the Democrats g for supporting
something that doesn’t yet exist. That be the fig” side.) All this tells:me is that
the same old partisan politics is envelopmg the matter and nothing will get done.

If | am to believe that anyone is serious.
a logical first step. If Social Secunty is not

; S __step istoput ALL cmzens inthe
same program. Unless everyone is in the e program it will be hard for me to believe

that anyone is really seridus

legislation | ask myself the questions, “Who benefits?”
2king minimum wage benefit from privatized accounts? |
find that hard to: ‘When | think about the median income of $ 33,000, | don't
believe individuals orﬁfarnmes eaming that amount will benefit. As far as | can see, the
majority, the average citizen, is not really benefiting. If the majority is not benefiting
either the plan is wrong or it is time to find another plan.

Respectfully submitted,

David C. Humes
C: Sen. Arten Specter, Sen. Rick Santorum, Rep. Curt Weldon, Party Leadership
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April 26, 2005

Mr. Kolan Davis

Majority Staff Director

Senate Finance Committee
Room 219

Dirksen Senate Office Building
Washington, D.C. 20510

Dear Mr. Davis:

As the debate in Congress begins to address workable solutions on Social Security, 1
thought you might be interested in a two part series of articles I wrote for Investment
News. Most of the articles discuss how the debate will unfold.

As you deliberate the solution phase, review my suggestions at the end of the second
article where I’ve highlighted an approach. I point out that taxpayers have had a form of
personal savings accounts for thirty years (they’re IRAs) but only 40% of households use
them. Going further, I suggest an effective approach to funded savings accounts would be
to allow all taxpayers to have an account with an optional checkoff of 1%, 3% or 5% of
annual income, with a default set at 3%.

1 hope the articles are helpful; if you consider my suggestions for savings accounts, you
may have a way to resolve an important part of the overall debate.

Best regards and good luck on this important legislative initiative.

ince ours,

Christopher L. Davis
President
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Reprinted with permission from—

[nvestmentNews

The Weekly Newspaper for Financial Advisers

February 28, 2005

The political sparring over Social Security

By Christopher L. Davis

First of two parts

In his quest for historic
reform of the Social Security
system, President Bush has |
set his sights on a goal with enormous
political risk. Members of Congress re-
fer to Social Security as “the third rail of
American politics” for good reason:
Even the suggestion that you might
touch it has been enough to end a po-
litical career.

So the reward for success for Mr.
Bush will be equally significant: a place
in history as the first president since
Franklin D. Roosevelt to structurally
change this most trusted of American
institutions.

The coming political fight may well
be won ar lost in Round 1: determining
who controls public perceptions of the
issue. Most modern American political
fights are essentially over semantics, so
the side coining the catchphrase that
indelibly defines the issue in the minds
of the public scores beavily.

For Republicans, the debate is all
about the building of an “ownership
society” that moves citizens away from
dependence on the federal govern-
ment and gives them more control
over their economic destiny.

According to their argument, Social
Security reform is a necessity because
of the impending “crisis” brought
about by the system’s inherent insta-
bility and looming “bankruptcy.” And
a key part of the solution is “personal
savings accounts,” financial instru-
ments that will transform workers into

The Publisher’s sale of this reprint does not constitute or imply any endorsement or sponsorship of any product, sci

shareholders, shaping their own
destinies.

The Democratic side has already
countered with its own glossary of
terms:  “gambling” ‘“roulette,”
“scheme,” “risk,” “privatization,” “$2
trillion cost” and “benefit cuts,” to name
afew. Driving its opposition is the effort
to preserve the most successful social
program in the country’s history — a
program that is at the heart of the par-
ty's identity.

And the Democrats seem 10 have
the momentum. The president’s opp-
onents have the edge early in Round 1
simply because it is easier to argue
against change in the absence of a de-
tailed plan as to how that change would
be accomplished.

The “unknown” and its conse-
quences are easy targets.

Also shaping the battle are differ-
ences in how Social Security is viewed.
Is it a malfunctioning “retirement sys-
tem,” as Mr. Bush and his supporters
seeit, oralifeline, extended by FDR toa
desperate populace, that has survived
for 70 years with periodic shoring up?

The outcome of Round 2 will be de-
termined by who will provide the de-
tails of a viable reform plan.

In deciding to stick with generali-
ties in his State of the Union address,
Mr. Bush sought to give GOP congres-
sional leaders considerable flexibility
in filling in the details. We know from
the president that his plan is volun-
tary, involves personal savings ac-
counts, is directed at the young, will
have built-in safety measures, won't
increase payroll taxes, will allow the

transfer of wealth to one's heirs and
won't affect anyone 55 or older.

Now it is a race to fill in the blanks.

There are a number of GOP propos-
als circulating on Capitol Hill that
would reform the system, almost all
with personal savings accounts at the
foundation but with other planks rang-
ing from changing the way we finance
all benefit programs, to converting ben-
efit formulas based on the relationship
of the wage index to the price index, to
cutting benefits and raising the maxi-
mum level of income subject to Social
Security taxes.

In the absence of a White House
plan, GOP leaders can cherry-pick what
works and drop what is mast problem-
atic.

And let's not forget the Democrats.
While their minority status would sure-
ly doom any of their reform plans, the
party will indeed have a plan that they
say will fix what they term the "chal-
lenges” to the system. That will provide
the party with cover from the coming
GOP allegations that in the Democrat-
ic party’s opposition to the president, it
has become the “do nothing party.”

But whatever the details, the GOP
plan’s first measure of success will be
whether it gives a sense of unity to the
Republicans in Congress, and silences
internal critics. In short, a detailed plan
will finally allow Mr. Bush to get his GOP
ducks in a row.

In the absence of such a plan, there
has been enough grumbling from GOP
Senate voices alone to signal the mag-
nitude of this task.

Of course, the future of any plan will
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likely meet its fate in Round 3 Whatev-
erthe content of the proposed reforms,
it will come down to this simple equa-
tion: 55 Republican votes plus five oth-
ers equals the magic 60 necessary to
overcome a Democratic filibuster and
bring any plan to a vote in the Senate.

At this advanced stage of the politi-
cal fight, there will be numerous factors
at play.

Those include: How much of his
“political capital” is the president will-
ing to expend on this one issue? What
sort of “political cover” can he offer a
GOP-controlled Congress that must
face its own elections next year? Will the
president’s second-term status em-
bolden GOP senators with their own as-
pirations for 2008 to become political
“free agents” in the debate?Will any “red
state” Democratic senators up for re-
election next year decide to support the
president! And most importanty:
‘Where and how does he get those five
votes?

The answers will help bring a reso-
iution to this grand debate.

History teaches that on epic legisla-
tion, compromise produces a support-
able resolution with neither side deliv-
ering nor suffering a knockout punch.
By offering merely an options list from
which Congress may assemble a plan,
M. Bush should be able to claim a win
in the end, saying that Congress acted
to address the problem, and 1ake cred-
it for the good parts of whatever legisla-
tive pact is reached.

Building a better nest egg

InWashington, walking away with a
partial victory can be just as good as the
real thing. The politics of the next few
weeks will likely decide the politics of
the next few years.

The current thinking among the re-
form movement embodied by Mr. Bush
and some GOP leaders in Congress is
that Soctal Security is a “retirement sys-
tem” that isnt functioning properly.
Once that assumption is made, it is
quite logical that these reformers will
set off down a path that seeks to build a
better retirement plan.

Thus, the argument becomes one of
how a personal savings account will
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“build a better nest egg” for a beneficia-
Ty’s retirement years. And it fogically fol-
lows that once yout favor the “nest egg”
approach, you begin to talk about struc-
tuwral changes to the system (e.g., a move
from wage indexing to price indexing)
that will in turn place even more re-
liance on the “nest egg” solution as the
key to resolving the problem.

Moving from “reform” to “change,”
then to “structural change” is an enor-
mous leap in Washington.

Before we set off down that path, |
am suggesting that we pause to re-
member what brought Social Security
into being in the first place. The De-
pression decimated whole families, tak-
ing jobs and pensions, wiping out sav-
ings and throwing seniors in particular
into a desperate poverty they had nev-
er known.

The voices of desperate people
reached outin vast numbers to the fed-
eral government for a lifeline, That had
never happened before.

In devising a solution to that prob-
lem, the Roosevelt administration fol-
lowed the president’s wishes: Create a
program that functions like a private
insurance plan; keep it “simple”; make
sure it isn't a “welfare” program; and
above all, ensure that the elderly can
be assured of a safety net that will pro-
tect them from poverty in their retire-
ment years. The system created to an-
swer the original “crisis” wasn't about
building a nest egg, passing wealthon
to one’s heirs or encouraging citizens
to “save.”

Given the context in which it was
born and the original intent of its au-
thors, itisn't hard to see why Social Secu-
rity has essentially remained un-
changed, except for some minor
tinkering, over the past 70 years. In fact,
adjustments to the system in the 1970s
and early '80s suggest a course of action
today.

Many economists are now arguing
that a conservative approach, such as
raising the Social Security tax to 12.6%,
from 12.4%, raising the cap on taxable
income above the current $90,000 and
stowly extending the age of full retire-
ment to 67 years, would take care of the
system’s problerns well beyond the fore-

seeable future — in effect “tinkering” as
opposed to “structural change.”

Today, Democrats stand publicly
united in their opposition to at-
tempts to make structural changes to
the Social Security system.

But privately, there are a number of
Democrats who would be open not
only to the “tinkering” approach to fix
Social Security but also to establishing
some form of co-existing personal sav-
ings accounts, as long as their creation
didn't interfere with the svstem's
promised benefits.

Just a few years ago, moderate Sen-
ate Democrats such as Bob Kerrey of
Nebraska and the late Daniel Patrick
Moynihan of New York were making
much the same argument. The chal-
lenge for the Bush administration is to
get from the "here” of the current dead-
lock to the “there” of a working com-
promise that will at once secure the sys-
tem and take it into a new era.

In politics, being able to “pivot” an
argument takes a lot of skill. It requires
a mastery of the terms of that argu-
ment and the ability to manipulate
them in order to change public per-
ceptions.

But first must come the realization
that furthering the current argument s
a losing proposition. In other words,
the first step is coming to grips with the
fact that it is time to use the lemons
you are stuck with to make lemonade.

Perhaps a first move for Mr. Bushis
a step back from the path that takes
him to defining Social Security as
something that it isn't. A reiteration of
the system's basic purpose might be-
gin to bring both sides back to the
table.

Next: Reforming the system and pro-
viding for increased savings

Christopher L Davits is executive di-
rector of The Money Management -
stitite i Washington, which repre-
sents the separately managed account
cnd wealh management industries
He served i the White House as spe-
cial assistant (o the president during
the Curter administration and bas
heen a participant in public-policy de
hettes for jnore than 30 veons
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Bush’s best bet on Social
Security: Strategic retreat

By Chistopher L. Davis

Second of two parts

Members of Congress, par-
ticularly House Republicans,
have one eye on the Social Se-
curity reform debate unfolding
this year and the other on next
year's midterm elections.

Such elections, coming as they do
at the end of the second year of a pres-
ident’s term, are not only a contest for
control of Congress but also a barom-
eter of how the administration is per-
ceived. In the current situation, with
the same political party in control of
both the White House and Congress,
their political fates are inexorably tied.
If the president begins to lose much
popular support, voters could send a
message by taking it out on the GOP in
Novernber 2006. If the GOP loses con-
trol of Congress or sees its numbers re-
duced significantly, it will make it that
much harder to move what'sleft of the
president’s agenda through the legisla-
ture in 2007 and 2008, when, for all po-
litical purposes, the president will like-
Iy be viewed as a lame duck.

This brings us to the reality of the
political time frame available to this
administration to do something as
radical as its proposal to change struc-
turally the Social Security system.
While most Americans would say that
President Bush's second term in the
White House “just got started,” we in

Washington see it a bit differ-
ently. It really started long be-
fore the inauguration in late
January — in late November
when the White House intimat-
ed what would likely be the is-
sue focus of a second term.

Time running out

Now as Washington welcomes
spring, the term is at fast gallop, at least
from a domestic-policy standpoint, to-
ward a window that will likely close
sometime by early fall. That's pretty
much the cutoff date for a Congress
that operates under that oldest of
Washington maxims: f you're going to
take on any controversial issues, you
do it in the odd year. The premise is
that with the electorate’s notoriously
short-term political memory, any pub-
lic upset will be deadened with the
passage of time. Given the time frame
between now and the fall of this year,
Congress’ political nerves will only get
more, not less, frayed.

Pardon the political-science lesson,
but I bring all this up to put the curent
situation concerning Social Security re-
form in context. Whatever your feelings
about the wisdom or merits of the pres-
ident’s proposal, the stark political real-
ity is that as things now stand, it's not go-
ing to happen — at least not in the way
the president imagined in his State of

the Union speech just a few weeks ago.

‘Why? Number one, the president is
still looking for that most elusive of po-
litical animals, a Senate Democrat (or a
handful of them) willing to break ranks
and prevent the reform question from
getting stalled in filibuster gridlock,
There are still no signs that even one of
the Democrats targeted by the White
House (i.e., a moderate Democratic sen-
ator up for re-election next year in a “red
state” that the president carried this past
November) is considering breaking par-
ty ranks. Democrats, positioned as the
protectors of the most successful gov-
ernment program ever, are in the cat-
bird seat. Second, there are a number of
prominent GOP senators uncomfort-
able with the possible effects of the pres-
ident’s plan both in terms of the Social
Security system and in terms of what it
could mean for already-bulging budget
deficits. And third, most GOP insiders
recognize that for this to be a bipartisan
effort, public opinion will have to take a
huge shift toward supporting the presi-
dent s plan.

Those party insiders are frank in
their estimation that the only way for
that to happen is to wage a huge pub-
lic-information campaign that would
take many months. They also know that
the campaign currently being under-
taken by the White House, GOP con-
gressional leaders and third-party sur-
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rogates is justnot long enough or strong
enough to do the job.

So what’s to be done? In Washing-
ton, there are two ways to win: the tra-
ditional way (actually beating the oth-
er party) and the Washington way
(walking away to avoid being per-
ceived as having lost). Through these
past months of debate on the prob-
lems of Social Security and possible
solutions, there is an undercurrent of
consensus that the current system
could be fixed without imposing any
new structural change such as “private
savings accounts.” At the same time,
there’s a desire for taking the system
forward, if only it could be done with-
out setting off alarms among current
and future beneficiaries.

Fixing the current system without
permanently changing its structure
would please Democrats. Offering an
innovation such as private savings ac-
counts on top of the current system,
while not thrilling the administration
and GOP leaders in Congress, is proba-
bly a scenario they could live with, par-
ticularly if it would allow them to por-
tray the outcome as at least one
cautious step toward their vision of an|
“ownership society.” And more impor-
tant, it would be non-threatening to De-
mocrats, who could position their sup-
port of the innovation as proof that they,
are notstuck in the past and are open to
new approaches to getting Americans to
save. Such a solution could get us to a
win-win scenario for both sides.

I propose that we save the current
system through some combination of
steps that a host of economists from
both sides say will stabilize Social Se-
curity for the foreseeable future. Those
steps could include some combina-
tion of raising the cap on taxable in-
come from the current $90,000 (the
president has already suggested this
possibility, and Sen. Lindsay Graham,
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R-S.C., isfloating a plan to raise the cap
to $200,000), raising the payroll tax by
less than 2 percentage points, cutting
rates of future benefits for future re-
tirees and cutting some benefits to
wealthy retirees. These steps would
solve the system’s
ormula for the above has
been agreed upon, Iwould introduce an
innovation that should be acceptable to
sides, the check-off plan. This would
nable citizens to have private savings
ccounts dedicated to their retirement
ears that they would use in addition to
their traditional Social Security benefits.
Just as each taxpayer has the ability to
designate the number of withholding al-
lowances on theirW-4 form, a new space
would be added for them to check off the
amount of after-tax dollars they wanted
to be placed into their new private sav-
ings account. Each would be given the
choice of checking off 1%, 3% or 5% of

after-tax dollars, with a minimum of 1% 1
going into the account, and a default of §

3% for those failing to make the choice.

The check-off money would be in- |
vested in stable portfolios, and the |
program would be managed by the So-

cial Security Administration in Balti-
more. A structure would be put in
place to ensure that workers had the

option of investment styles suitable to |
their age at the start of the program — |
more aggressive investing for those |
under 50, more conservative for those

50 and over. The money held in this ac-
count would accumulate tax free and
be accessible on that basis to each in-
dividual at retirement.

This solution would accomplish sev-
eral things at once. First, Social Security
would be stabilized. Would we have to
address the system’s problems again in
another 20 years? Quite possibly. But as
with the adjustments made in 1977 and
1983 to tweak the system, the above so-
lutions would bring stability for many

| years to come. Second, the new savings

accounts would not only encourage in-
dividuals to save, they would also go a
long way toward providing a real retire-
ment nest egg for many people who oth-
erwise would not have one. It would of-
fer the individual an opportunity to
make areal choice about their future re-
tirement planning, an option that the
current Social Security system does not,
and should not, provide. Finally, itwould
ensure actual funding. For 30 years now,
American workers have had something }
akin to private savings accounts — the
individual retirement account — but
only 40% of U.S. households use them.
Under my proposal, every worker would
have such an account, and these ac-
counts would be funded.

“Face saver

What's in it for both sides of the
current debate? Two words: saving
face. There are many well-inten-
tioned people on both sides of this is-
sue who sincerely believe that their
way is best for the American people.
But it’s also a public-policy debate
that has become boxed in by the po-
litical interests at stake for both sides.
When this happens in Washington,
the best way out is a compromise so-
lution allowing both sides to declare
victory. My check-off plan fits that
bill, is relatively painiess, would en-
sure funded personal accounts, and
moves the entire debate to a work-
able resolution.

Christopher L. Davis is executive director of
The Money Management Institute in Wash-
ington, which represents the separately man-
aged account and wealth management in-
dustries. He served in the White House as
spectal assistant to the president during the
Carter administration and has been a partic-

ipant in public-policy debates for more than

30 years.
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National Committee to
Preserve Social Security
and Medicare

Senate Committee on Finance
Hearing on
Proposals to Achieve Sustainable Solvency,
With and Without Personal Accounts

Barbara B. Kennelly Statement of Barbara Kennelly, President
President & National Committee to Preserve Social Security and Medicare
Chief Executive Officer Apl‘ﬂ 26, 2005

Mr. Chairman and Members of the Committee:

Earlier this month, the Senate engaged in an extended debate on an issue of
great concern to millions of Americans: the privatization of Social Security. During
that debate on the Senate Floor, it was stated: *“this isn’t a debate about Social
Security’s solvency; it’s a debate about Social Security’s legitimacy”.

I believe this statement accurately describes both the nature of the policy
debate before us as well as its importance to the American people. For many of us,
the drive toward privatizing Social Security is not, at its core, a question of the
program’s finances. This debate is actually about what kind of society we believe
in.

The National Committee to Preserve Social Security and Medicare represents
over 4 million members and supporters who are united in their opposition to the
privatization of Social Security and Medicare. The members of the National
Committee understand better than anyone the importance of Social Security. Every
day, over 47 million Americans — one out of every four households — experience the
success of Social Security firsthand. This great program is the single largest source
of retirement income in the United States, and each year it keeps 12 million seniors
out of poverty. Social Security, unlike virtually any other financial instrument,
provides a sound, basic income that is adjusted for inflation and that lasts as long as
you live.

The members of the National Committee are seniors who have long
experience with the unpredictability of life. They understand the true value of Social
Security not just for themselves, but for their children and grandchildren.

My members fervently believe in Social Security. They have experienced
firsthand the “hazards and vicissitudes” of life, and believe in a collective societal
sharing of risk to guard against them. They also truly believe carving private
accounts out of Social Security will ultimately result in the dismantling of Social
Security as we know it.

The problems with replacing Social Security with a system that incorporates

private accounts are many. First and foremost is the issue of cost. Because any
projection of the program’s solvency necessarily requires uncertain predictions of
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economic growth, experts can disagree about the financial strength of Social Security
over the long term. While there may be long-term demographic issues Congress
should address to strengthen the program, it is by no means facing a financial crisis.
Any system that is dependent on economic projections decades into the future will
inevitably require adjustments from time to time, because no one can accurately
predict that far in advance.

Completely apart from the reliability of long-term estimates, it is clear that
diverting payroll taxes out of the Social Security program and into private accounts
accelerates insolvency. How quickly the revenue flows go negative and the Trust
Funds are unable to pay 100 percent of benefits depends on a number of factors,
most significantly the amount allowed to be diverted and the number of workers who
opt into the accounts. For example, allowing 4 percent of payroll taxes to be
diverted into private accounts can drain the Trust Funds so quickly that today’s
surpluses are converted to deficits almost immediately, and the Trust Funds are
unable to pay full benefits by 2030, a full decade earlier than the current Trustees’
estimates.

In addition to the direct impact on Social Security, the creation of private
accounts requires a massive infusion of resources spanning multiple generations.
These costs are often obscured but are unavoidable in such a vast systemic change.
Today, Social Security is a pay-as-you-go program, which means the payroll taxes
paid by today’s workers go to pay the benefits of today’s retirees. Under
privatization, however, today’s workers must also fund their own accounts.

The result of privatization is that most workers end up paying twice — once to
pay the benefits that have already been earned by current retirees, and then again to
fund their own benefits, whether through borrowing, tax increases, cuts in future
benefits, or some combination. A study conducted for the National Committee in
1997 concluded that every single generation living at the time of privatization would
end up worse off financially than if nothing had been done to strengthen Social
Security at all. More recent projections by other organizations, including the
Congressional Budget Office, have reached similar conclusions.

The magnitude of the cost of privatization is evident in any private account
plan. Those plans will necessarily incorporate deeper benefit cuts and/or
dramatically larger borrowing to compensate for the money being diverted. These
benefit cuts and the amount borrowed will be substantially larger than the amounts
that would be needed to simply restore solvency to the existing program.

Plans that purport to create private accounts without benefit cuts or
borrowing rely on unsubstantiated projections of economic growth that are unlikely
to materialize. Minimum benefit levels guaranteed by some plans without also
providing funding for these benefits cannot be relied upon to deliver these promises,
particularly after the additional borrowing required to set up the private accounts.
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Two such examples are the plans before you today presented by Michael Tanner
and Peter Ferrara. In order to achieve solvency, these plans envision massive transfers of
general revenues, the sources of which Social Security’s actuaries accept without question
or further analysis. The Ferrara plan, for example, would require transfers of more than $68
trillion over 75 years — funds which would be generated by a combination of implausibly
large cuts in federal spending and unsubstantiated increases in corporate revenues. If these
revenues fail to materialize, Mr. Ferrara simply reverts to additional federal borrowing to
cover the shortfall. This system of financing private accounts was labeled by a senior
advisor to the Concord Coalition as “the most wondrous perpetual-motion discovery in
financial history”.

The specific cost of the conversion will differ with the details of the plan, but clearly
trillions of dollars will be required over time, much of it borrowed. Some proponents of
private accounts describe these trillions of dollars of additional borrowing as nothing more
than pre-paying a mortgage that is already owed. What they forget is what happens when
you pre-pay the mortgage by borrowing money, which is what our current deficit situation
will require. You end up paying a whole lot more by the time you are done.

The borrowing required to privatize Social Security is also the reason privatization
is so bad for our younger generation. Proponents of privatization have spent the last decade
trying to convince young people that Social Security will not be there for them when they
retire, as a way of persuading them that they should not care about the dramatic benefit cuts
that will necessarily be part of any plan that includes private accounts. For those who have
been convinced they will not receive a benefit at all, a 50 percent cut in benefits does not
seem like such a bad deal.

In reality, however, the younger generation is the one that will be hurt the most by
privatizing Social Security. Because they are destined to spend the most time in the
workforce under a privatized system, they will bear the brunt of the double costs. These
costs are popularly described as “transition costs”. We would argue that label is misleading
because transition costs imply something that lasts a short time and then is gone. In
contrast, the costs of this borrowing will last for generations. My twin 3-year-old
granddaughters will still be paying off this debt when they reach middle age, as will the
grandchildren of millions of the National Committee’s members.

The impact of trillions of dollars in additional borrowing on financial markets is
also unclear, with miscalculation potentially resulting in catastrophic consequences.
Acceptance of the additional borrowing requires lenders to rely on assurances by current
legislators that their successors 50 years in the future will follow through on the dramatic
benefit cuts privatization plans will require.

Creating private accounts is so expensive, the trillions of dollars of borrowing must
also be supplemented with deep benefit cuts. This aspect of privatization is only now
becoming understood by the public. Most plans, including Plan 2 proposed by the
President’s Social Security Commission, anticipate two different layers of benefit cuts. The
first one — a change in the indexation formula from wages to prices — is mandatory for
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everyone eligible for a private account, whether they opt into an account or not. Over time,
economists project this change alone will cut benefits by almost one-half,

Those who try to recoup some of these losses through investing in private accounts
will then face a second round of cuts in addition to the first one. Though the mechanics
differ from plan to plan, in effect the amounts invested in the private accounts are treated as
though they were borrowed from the government in order to be invested, much like
charging an IRA contribution to a credit card. When a worker retires, he is expected to pay
all of that money back to the government, plus 3% interest above inflation, irrespective of
his actual account balances. Even a low-inflation environment like today’s still generates
about 3% inflation, so in order to come out ahead, accounts today would have to earn over
6%. That is a pretty steep earning curve for accounts that are going to be limited to index
funds, particularly if the Trustees’ projections of dramatically lower economic growth in
the future prove to be accurate. Again, economists project that over time, this so-called
“clawback” or “offset”, will eliminate the remaining half of a retiree’s guaranteed benefit.

To summarize the benefit cuts, the indexation change takes away about one-half of
the guaranteed benefit for everyone under the age threshold, and the “clawback” takes away
the remaining half of the benefit for those who opt into private accounts — leaving those
retirees entirely at the mercy of the stock market in retirement. Charts used by proponents
of privatization in the recent Senate Floor debate show exactly the same outcome.

The Congressional Research Service confirmed this impact in a recent report,
According to their analysis, today’s 41-year-old would experience a cut in benefits of about
30 percent. A child born this year with lifetime earnings of about $35,000 a year (in 2004
dollars) — which represents an average worker — would face a 91 percent cut in benefits. If
that same child earned $56,000 a year or more, he or she would have his or her Social
Security benefit reduced to zero.

The indexation plan proposed by Robert Pozen presents a similarly difficult set of
issues. While his proposal shields the lowest income retirees from cuts, middle-income
workers will see their Social Security benefits cut drastically. Over 75 percent of Social
Security’s funding shortfall is closed through this single indexation change, much of which
will fall on workers with annual incomes under $60,000. By breaking the link between
earnings and benefits, blended indexation ultimately results in a single, flat benefit for all
workers that is unrelated to their earnings or contributions. And because benefit levels are
compressed down to the lowest earnings levels, over time the benefit will provide little
more than a poverty-level income of little value to the average worker.

An additional issue to consider is that of risk. At a time when everyone’s 401(k)
accounts are still recovering from the bursting of the technology bubble, those who support
privatization have found it prudent to adjust their proposals in ways that minimize risk,
even though such accounts necessarily provide lower rates of return. Most of these plans
envision a system of accounts that mirror the Thrift Savings Plan available to federal
employees. There are a number of points that need to be made in this context. First, it must
be mentioned that the Thrift Savings Pian does not replace Social Security for federal
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workers; it is a supplement to a full Social Security benefit, in addition to a modest defined
benefit plan. The result, a reasonable balance of Social Security, employer-sponsored
pension, and individual savings, mirrors the traditional “three-legged stool” that makes up
the ideal retirement funding mix.

It is my experience that most Americans do not understand this important
distinction. Federal workers are not required to give up a single penny of their Social
Security benefit as a trade-off to money in their Thrift Savings Plan account when they
retire. This allows Members of Congress and other federal employees to receive both a full
Social Security benefit as well as the full amounts accumulated in their Thrift Savings
accounts when they retire. Most privatization plans do not operate in this way. Non-
federal workers who opt into TSP-like private accounts will be required to “offset” their
contributions into the private accounts by accepting dramatically lower Social Security
benefits.

In effect, they will be subject to a tax on retirement collected from their Social
Security benefit — a tax that is imposed simply because they have retired. Instead of being
given the opportunity to fully participate in both retirement plans like Members of Congress
and other federal employees, average Americans will only receive half a loaf - they will be
allowed to take on the risks of a private account without the same backstop of full Social
Security that protects the federal workforce.

The second point to remember is that the Thrift Savings Plan is essentially a
collection of index funds in which workers can invest. While investing in index funds can
be less risky than investing in the stock of a single company, there is nothing magical that
shields them from risk entirely. When the market goes down, by definition so do index
funds, and any federal worker who was relying on a specific balance in their Thrift Savings
Plan account in order to retire 5 years ago has yet to reach their target.

Any system based on private accounts will necessarily place a tremendous burden of
timing on future retirees. Looking at markets averaged out over the long-term masks the
dramatic fluctuations accounts experience on a daily basis, and the imposition of a
requirement to annuitize adds an additional variable to an already complex calculation. As
a result, workers with exactly the same salary histories will inevitably be subject to
dramatically different incomes from their private accounts based entirely on their date of
retirement.

A third point relating to the Thrift Savings Plan is related to the issue of costs and
how much they will impact rates of return. In order to make private accounts look
attractive, proponents use projected future rates of return that are completely inconsistent
with the assumptions about economic growth incorporated into the Trustees Report. To
further pump up that return number, they also assume extremely low administrative costs.

This question of the administrative burdens of private accounts is a “sleeper issue”
that is absolutely critical to how much money workers can expect to have with which to
retire. In example after example of foreign countries that have experimented with
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privatized retirement systems, the administrative costs ballooned out of control. Retirees in
Chile and Great Britain, for example, saw costs in the 20% range decimate their account
balances, leaving them without enough money to stay out of poverty. Some proponents of
privatization claim they can avoid this problem by designing private accounts that mimic
the Thrift Savings Plan. But Francis X. Cavanaugh, the person who designed the Thrift
Savings Plan, has explained the many reasons the model will not work in the Social
Security context, leaving the government, employers, or retirees with significantly higher
COSts.

The last issue I would bring to the Committee’s attention is the impact of private
accounts on current retirees. Many proponents of private accounts seem to believe that
seniors are mostly motivated by self-interest and, if they can simply be convinced their own
checks are not at risk, they would sit this battle out.

In my conversations with seniors, I find two schools of thought. First, there are a
number of seniors who do not believe the Administration’s assurances that they will not be
impacted by private accounts. These seniors look at the long-term impact of the required
borrowing and reach the conclusion that even if they are “held harmless” initially, carrying
that amount of debt simply is not sustainable over time. They believe once budgetary
pressures build high enough, budget cutters will necessarily look for deeper cuts in
programs such as Social Security, Medicare and Medicaid. The current budget debate in
Congress only serves to confirm their suspicions. Few seniors have other sources of
income, so any reductions in these programs would have a dramatic impact on them.

But even those who believe they will be protected are not heading for the sidelines.
That is because they truly believe in this program ~ in its guaranteed benefits, in its
progressivity, in its insurance elements. And they believe in the program so passionately,
they want to preserve it for their children and grandchildren. [ have seen this passion to
protect Social Security at every town hall meeting in which [ have participated. Senior’s
opposition to privatization is not dissipating — if anything, it is growing stronger.

Private accounts that replace Social Security’s guaranteed benefits do not
supplement Social Security, they undermine it. The more people realize the trade-offs
required to restructure Social Security, the more their support for privatization drops.
Through their opposition, the American people are stating loud and clear they prefer
strengthening the current system to entrusting their retirement security to the uncertainties
of the investment markets. Because of this, Congress should renounce private accounts and
focus instead on strengthening the current program for future generations,

Thank you, Mr. Chairman.
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Chairman Grassley and Members of the Committee:

The National Education Association (NEA) respectfully submits the following comments for
inclusion in the record of the Finance Committee hearing on Social Security privatization.

NEA represents 2.7 million educators working in America’s public schools. Many of our
members, along with millions of other public employees, rely on Social Security to help ensure a
secure retirement. Teachers and education support professionals, like the majority of middle
class Americans, rely on Social Security for their future. Educators are particularly vulnerable in
their retirement security, both because of their comparatively low salaries and increasing attacks
on their pension plans.

NEA has three priorities for any Social Security legislation moving through Congress:

* Opposing any efforts to privatize Social Security;

¢ Ensuring that public employees who are enrolled in and have paid into other retirement
security plans are not mandated to participate in Social Security; and

¢ Repealing unfair offsets — the Government Pension Offset and Windfall Elimination
Provision — that deny earned Social Security benefits to many public employees.

THE CASE AGAINST PRIVATIZATION

NEA strongly opposes any privatization of Social Security. Social Security is the comerstone of
the social safety net for America's retired workers and should not be subject to risky, unproven
schemes. Privatization carries great risk and will jeopardize the secure retirement of many
Americans.

Private Accounts Lack the Important Social Insurance Properties of Social Security

Social Security adjusts for inflation; is guaranteed to last an entire lifetime, no matter how long;
is shielded from stock market losses; and is payable to multiple beneficiaries across generations
(e.g., to surviving family members for their lifetime). Private accounts and defined contribution
pension plans have none of these protections. Workers investing in private accounts will assume
responsibility for the risks that are currently covered by Social Security protections. This could
lead to many retired employees needing extra support in their elderly years — a time when they
should live with a sense of peace and security.

Private Accounts Would Turn Social Security into an “Individual Insecurity” Program
Rather than just shifting “ownership” of retirement assets from the government to workers,
Social Security privatization shifts an inordinate amount of risk away from the government and
onto American workers. The United States' experience with defined contribution pensions and
401(k) plans shows that many people fail to understand even the most basic aspects of
investment and that many make bad investment decisions (e.g., failing to diversity their
investments). Unfortunately, many people simply do not have adequate financial experience,
training, or time to do a good job managing their own accounts.
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THE IMPACT OF PRIVATIZATION

Impact on Women

Women comprise over three-quarters of NEA’s membership. Therefore, NEA has a particular
concern about the impact of Social Security privatization on women., Women traditionally have
lower lifetime earnings than their male counterparts, and women in the education profession face
comparatively lower salaries than many other professionals.

Although privatization proposals say that participation in private accounts would be voluntary,
the benefit cuts in the plan would be mandatory for everyone. These cuts would be devastating
for women, who rely more on Social Security than men do. Nationally, 20 percent of adults
receive Social Security benefits, including 22 percent of women and 18 percent of men. About
24 million women, 18 million men, and 3 million children rely on Social Security benefits.
‘Women comprise 58 percent of all Social Security beneficiaries aged 65 and older.

According to the National Women’s Law Center, without Social Security, more than half of women
over 65 would be poor. Social Security helps level the playing field for women, who on average earn
less then men and have fewer years in the workforce. In contrast, privatization would provide benefits
based only on worker contributions, disproportionately penalizing women for time spent out of the
workforce for childcare and care of the sick and elderly.

Social Security pays benefits that cannot be outlived, with annual cost-of-living adjustments.
These features are particularly important to women because they tend to live longer than men but
have fewer assets when they reach retirement. Savings in individual accounts could be drained
by health costs, bad luck, or misjudgment in investments, or simply outliving one’s savings.

Finally, women are much more likely than men to receive Social Security benefits as family
members when a worker dies, retires, or becomes disabled. For a young family, Social Security
provides the equivalent of a life insurance policy worth over $400,000 and a disability insurance
policy worth over $350,000, according to the Social Security actuaries.

Impact on Ethnic Minority Communities

NEA has a diverse membership serving an increasingly diverse population. Some ten percent of
NEA members are African Americans. Representation in the education profession of Hispanics
is also growing. Ethnic minority students in our nation’s schools have risen from 30 percent in
the late 1980s to almost 40 percent today. Over the next twenty years that percentage may well
reach 50 percent.

Given the diversity of our membership and the students and communities they serve, NEA has a
strong interest in the impact of policy decisions on minority communities. In fact, NEA is
currently engaged in an outreach project designed to strengthen partnerships with minority
communities in support of public education. We are, therefore, deeply concerned about the
impact of privatizing Social Security on populations such as African Americans and Hispanics.
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Impact on African Americans

Proponents of Social Security privatization have claimed that the current program is unfair to
African Americans. For example, President Bush has asserted that "African-American males die
sooner than other males do, which means the system is inherently unfair to a certain group of
people.” However, while it is true that the current life expectancy for African American males at
birth is only 68.8 years, this does not mean that an African American man who has worked all
his life can expect to die after collecting only a few years' worth of Social Security benefits.
African Americans’ low life expectancy is largely due to high death rates in childhood and
young adulthood. African American men who make it to age 65 can expect to live, and collect
benefits, for an additional 14.6 years.

Due to certain demographic trends, African American communities benefit from the Social
Security program in several ways:

» Social Security is the only source of retirement income for 40 percent of African American
seniors. In 2002, the average monthly benefit for African American men receiving retired
worker benefits was $850, and for women was $683. The Social Security Administration
estimates the poverty rate for elderly blacks would more than double — from 24 percent to 65
percent — without Social Security.

® Social Security survivors insurance provides significant help to African American children
who would otherwise find themselves poor because of a parent’s death. African Americans
make up approximately 13 percent of the American population. Twenty three percent of all
children receiving Social Security survivor benefits in 2002 were African American. A
recent study by the National Urban League Institute for Opportunity and Equality showed
that the benefit lifted one million children out of poverty and helped another one million
avoid extreme poverty (living below half the poverty line). The National Urban League
study also found that an African-American man dying in his thirties would only have enough
in his private account to cover less than two percent of the survivors’ benefits now provided
by Social Security to his widow and children.

¢ African American families benefit from disability insurance. In 2002, 13 percent of the
population was African American; however, 17 percent of disabled workers receiving
benefits were African American.

* African American women in particular rely disproportionately on the non-retirement aspects
of the program because they have a higher rate of disability than whites of either sex.
African American women often survive deceased husbands. While African Americans make
up 9 percent of all female beneficiaries, African American women constitute 18 percent of
female disabled worker beneficiaries.

Impact on Hispanics
Like African Americans, Hispanics benefit from Social Security in a number of ways;

* Soctal Security is the only source of retirement income for 41 percent of elderly Hispanics.
In 2002, the average monthly benefit for Hispanic men receiving retired worker benefits was
$859, and for women was $619.
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¢ The guaranteed benefit and cost-of-living adjustments of Social Security are important to
Hispanics. An important feature of the Social Security system is its provision of a
guaranteed benefit for workers and their spouses, which continues until death, with a cost-of-
living adjustment (COLA) each year to index for inflation. Social Security beneficiaries
cannot outlive the income, and their purchasing power does not erode over time. Because
Hispanics tend to have higher life expectancies at age 65 than the majority of the population,
elderly Hispanics will live more years in retirement and benefit from Social Security's cost-
of-living protections. Hispanic men who were age 65 in 2004 can expect to live to age 85,
compared to age 81 for all men. Hispanic women who were age 65 in 2004 can expect to
live to age 88, compared to age 85 for all women.

e Social Security disability benefits are important to Hispanics. Hispanics have a higher work
disability rate than other Americans. While disability data from the Census show that the
overall work disability rate was 11.9 percent in 2000, the work disability rate for Latinos was
16.7 percent. Thus, Hispanics are more likely to be in need of the disability benefits that the
Social Security system provides. Private accounts would not provide disability protection.

THE CASE AGAINST MANDATORY COVERAGE

NEA opposes mandating participation of all public employees in the Social Security system.
Educators in twelve states (Alaska, California, Colorado, Connecticut, Illinois, Kentucky,
Louisiana, Maine, Massachusetts, Missouri, Nevada, and Ohio) as well as selected districts in
three additional states (Georgia, Rhode Island, and Texas) do not pay into Social Security.
Instead, these states maintain separate retirement systems for educators. Some Social Security
reform proponents have suggested requiring Social Security participation for all public
employees as a means of strengthening the system.

A federal mandate for public employee participation in the social security system would be
detrimental to teachers and other public employees and would create financial burdens for states
and city governments. Mandatory coverage would weaken existing state and local retirement
plans that often offer benefits superior to Social Security. Mandatory coverage would also
increase the tax burden on public-sector employers, eventually leading to reductions in the
number of new hires, limits on employee wage increases, reduced cost-of-living increases for
retirees, and reductions in other benefits such as health care. Mandating coverage of public
employees will not solve the social security system’s financial difficulties. In fact, the amount of
money gained by mandating coverage would be relatively small and would not solve the long-
term Social Security crisis.

REPEAL OF SOCIAL SECURITY OFFSETS

NEA strongly supports full repeal of both the Government Pension Offset (GPO) and the
Windfall Elimination Provision (WEP), both of which unfairly reduce eamed Social Security
benefits of some public employees. The GPO reduces public employees’ Social Security spousal
or survivor benefits by two-thirds of their public pension. The WEP reduces the earned Social
Security benefits of an individual who also receives a public pension from a job not covered by
Social Security.



261

The offsets penalize people who have dedicated their lives to public service by taking away
benefits they have earned. Nine out of ten public employees affected by the GPO lose their
entire spousal benefit, even though their spouse paid Social Security taxes for many years. The
‘WEP causes hard-working people to lose a significant portion of the benefits they earned
themselves. The loss of income forces some people into poverty. Some 300,000 individuals lose
an average of $3,600 a year due to the GPO — an amount that can make the difference between
self-sufficiency and poverty. Impacted people have less money to spend locally and sometimes
have to turn to expensive government programs like food stamps to make ends meet.

The impact of the GPO and WEP is not just felt in those states in which public employees are not
covered by Social Security. Because people move from state to state, there are affected
individuals everywhere. The number of people impacted across the country is growing every
day as more and more people reach retirement age.

Finally, the GPO and WEP discourage people from entering/staying in the profession.
Individuals who worked in other careers are less likely to want to become teachers if doing so
will mean a loss of earned Social Security benefits. The GPO and WEP are also causing current
educators to leave the profession, and students to choose courses of study other than education.
Non-Social Security states are going to find it increasingly difficult to attract quality educators as
more folks learn about the GPO and WEP.

NEA supports the Social Security Fairness Act (S. 619), introduced by Senators Feinstein and
Collins. This bipartisan legislation would correct the inequities in the current system by fully
repealing both the GPO and the WEP.

CONCLUSION

NEA urges Congress to:

s Reject efforts to privatize Social Security;
* Oppose mandatory Social Security coverage for public employees; and
® Repeal the Government Pension Offset and Windfall Elimination Provision.

Thank you for the opportunity to submit these comments,
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John L. Smith
930 Cox Road
Moorestown NJ. 08057-3938
May 24, 2005
856-234-9227

Senate Committee on Finance

Attn: Editorial & Document Section
Room SD - 203

Dirksen Senate Office Building
Washington, D.C. 20510- 6200

Dear Senators:

I consider the problem of the future of Social Security so important I am taking
this opportunity to send a copy of my very simple and effective solution to this complex
problem to you, members of the pivotal Senate Finance Committee.

As a professor of Economics, still teaching at the age of seventy-six and a social
security recipient, I am writing to you on behalf of my son, thousands of my past, present

and future students and millions of my fellow Americans.

This cover letter is purposefully very brief to allow you to devote your valuable
time to digesting the attached suggestion.

Should you be intrigued by my suggestion or if you have any questions and want
more input, please contact me. Thank you.

/A4

ohn L. Smith

Associate Professor, Economics.
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A Novel Way for the Future Financing
Of the

United States Social Security System

By & ©

John Leslie Smith
~ Associate Pr fessor 7Economlcs

jsmithpoet@aol.com

May 22, 2005



264

Introduction

The.original, ill-conceived plan of providing continuing income to the citizens of the
United States upon retirement is beginning to show its weakness in that future cash receipts of the
fund will not cover the promised cash disbursements. This is because the future social security
recipients will fiscally greatly outnumber the number of future, concurrent contributors.

Current administration proposals for addressing this national catastrophe involve
changing the social security pension format from the present guaranteed pay-out o a guaranteed
pay-in, in which the prospective pensioner is held responsible for devoting much time to
manipulating her or his individual social security contributions in a personal account to provide
for the retirement years. The latter system does not guarantee any level of retirement income
and, as such, is not a realistic alternative to the current system.

As a professional economics and business educator, with considerable knowledge of
stock markets, I can vouch that a decision I made over thirty years ago to
apportion my input dollars partially into bonds, partially into stocks,
has resulted in the fact that a dollar invested in bonds has barely
maintained its purchasing power over that period when judged against
the inflation over that period of time, while a dollar invested in stocks
has earned a four to six-fold increase in purchasing power. This clearly
indicates the danger of an unsophisticated investor faces when making
the most important decision of her or his life. ] have devoted very little time to
policing my portfolio, yet I have been successful. Happily, I chose to be stock heavy, as
compared to being bond light.

Proposal:

My suggestion is that the employer/employee contributions of each social security participant
be invested into a National Mutual Stock Fund on the collective behalf of the nation’s social
security contributors and recipients. The process would be as follows:

1. An Administrative Agency, held at two arms lengths from the Federal Government,
called the National Mutual Stock Fund Administration, be established by an Act of
Congress, whose single purpose would be the sole trustee of the Social Security
contributions and payments; that is to be the fiduciary guardian of these funds as received
and described in the following paragraphs to create the Mutual Fund as described below.

2. The National Mutual Stock Fund Administration [NMSFA] would become the
non-tradable, holding corporation whose stockholders are contributors and recipients, for
a private, mutual fund owned, by the citizens of the United States and by other
contributors/recipients, held at double [yes, double!] arm’s length from the Federal
Government, with the sole purpose is to provide the funds for the purposes envisaged in
the original Social Security Act. Significant actions by the Trustees of the NMSFA could
only be authorized by a national referendum of the citizenry.

3. The Management of the NMSFA would be by a revolving consortinm of three or four,
qualified and vetted financial management institutions whose members do not serve
concurrent terms, and are chosen by competitive bidding. The service terms of the
consortium would not coincide with the presidential election office cycle
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Corporations: Each corporation would pay its social security contributions in the form of
its authorized, but undistributed, preferred or common stock, based upon the mean of the
close-of-trading stock prices, of that stock, on the first and third Wednesday of the
month, when the payment contribution is due.

The National Mutual Fund, owned collectively by the social security participants,
would be created from these stocks and would reflect the corporate structure of all
corporations [domestic and international] doing business in the United States and
employing Americans overseas.

Non-corporate, non-profit and public sector employers, to pay their social security
contributions by electronic cash, to the National Mutual Stock Fund Administration -
Mutual Fund [NMSFA-MF], which each month would buy from the open market [in
such diverse, random daily amounts so as not to grossly and predictably affect the
market], a selection or basket of corporate stocks proportionally representative of the
stocks paid in by corporations; see # 4, above and deposit such stock acquisitions into the
National Mutual Stock Fund Administration’s — Mutual Fund.

The employees’ contributions [or a part thereof] could continue to be directed to meet
the current social security fund payment obligations, until such time as the NMSFA-MF
is able to pick up that burden, at which time these employee payments would be invested
as in # 6, see above.

‘When the fund has sufficient strength, through ongoing stock contributions, stock
value enhancement, stock splits and retained dividends, to sustain future foreseecable
payout commitments, consideration would gradually be made to participants who are
deceased after, or before, starting to collect from the fund. Such participants who have
surviving children and/or spouses would receive, through her/his estate, ongoing
payments or a one-time, lump-sum payment whichever is deemed best for the survivors.

Significant actions by the Trustees of the NMSFA could only be authorized by a
national referendum of the citizenry through a voting of shares held by each participant.

Fiscal misdemeanors, or worse, on the part of corporate and non-corporate officers that
substantially and negatively affect their corporate stock in the Mutual Fund, would be
elevated to the Federal Courts jurisdiction and be subject to penalties commensurate with
the levels of fiduciary misbehaviors.

. The daily activity and status of the Mutual Fund would become public property via

the media and the Internet, thus creating a much greater public awareness and interest in
its financial future.

Advantages of the proposal:

1

The positive synergism of every sector and individual working and investing in the entire
United States and global economy.

Ease of collecting and disbursing funds for, from and within the system.

The legislated isofation of social security assets from use for other purposes.

The most efficient use of such large financial assets and cost-effectiveness in maintaining
and expanding the social security system,
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The diffuse nature of the mutual fund portfolio would cushion failures in a corporation’s
or an industry’s poor showing.

A sense of ownership/stakeholdership in the national economy by every citizen

No investor/social security member would be left behind.

Federal level social security support will obviate the need for states to pick up the short-
fall at the federal level.

Given a base-line expectation from the system, the more financially ambitious social
security members would seck out the private services of the management consortium for
additional private retirement investments.

Proof positive of our nation’s belief in collective and compassionate capitalism.
Provide a model for the developed, developing and lesser-developed countries to address
their growing social welfare problems.

Disadvantage of the proposal:

1

If the economy goes belly-up, we would all be in trouble. But so would most individual,
self-directed investors and all levels of government; with state and local governments
bearing additional well-fare costs disproportionately.

P.S. Should you have any questions, please contact the author and originator at:

jsmithpoet@aol.com

P.P.S. Should you wish to learn more about the author of this proposal, a lad born into the
English working—class and an American resident/citizen from the fifties, you could visit his
poetry website:

hup:/fwww.authorhouse.com/BookStore/ItemDetail .aspx?q3=kKnSju67d00%253d
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Tom Zimmerman

141 William St

Portland ME 04103-4840
(207)774-0844

May 24, 2005
Senate Committee on Finance
Attn, Editorial and Document Section
Rm. SD-203
Dirksen Senate Office Bldg.
Washington, DC 20510-6200

My Uncle Henry is crazy. We keep him in the cellar when anyone visits, but otherwise he
has a pretty nice lifestyle. Nice clothes, good car, travels a lot. Surprising, because he
doesn't make a lot of money. What really amazed me, though, was to find out he had a
great retirement plan. "Yep", he told me, "been putting lots of money away regularly for
over forty years.” Wow, [ said, how could you do that and live so well at the same time?
"Promise not to tell anyone?", he asked. Turns out he borrows from his retirement funds.
Gives himself interest bearing promissory notes. "Good as gold"”, he says. "When it's time
to retire, I'll just redeem those notes and keep on living the good life. Tell me, is that a
good plan or what?”

Uncle Henry figured if it's a good plan for our Social Security system, it's a good plan for
him.

You know, he’s got a point. We send all that payroll tax money to Washington every
payday. They use some of it to pay our retirees and "borrow" the rest to help pay for all
the other stuff they buy: bombers, foreign aid, homeland security, free heer for
congressmen (just kidding). But, we’re told, we have notes for all that money. "They"
have to pay it back.

Well, to paraphrase Pogo: "We have met the folks who have to pay it back to us, and they
are us.”

Has Social Security been a good program, and is it still? Yes and yes. Is there a real
problem and is our debate excluding a discussion of that real problem? Unequivocally
and unequivocally. Is there an easy and fair solution to the problem. Yes. Is there a "trust
fund"? Not really, but the good news is that there doesn’t have to be one.

We hear a lot about the "trust fund" being depleted by 2041 or so. True, but not very
meaningful. Since the early '80s, annual payroli taxes have exceeded the payouts by
increasing amounts. As has been well publicized, starting in about 2018, the payouts will
be larger than the payroll taxes received.

What's not being discussed is that in just three years from now (2008) the annual surplus
will peak at about $108 billion and then start getting smaller. For a federal spending
machine that's totally and absolutely running amok (up 7% this year through February),
that's when things start to get even scarier. Starting in 2009, after the retirees are paid, our
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president and congress will have less money available from payroll taxes each year than
they had the year before. So each year, they'll have to cut spending more, raise taxes
more, borrow more, or more of some combination. I mean, other than borrowing, are they
good at any of these things?

There's never been a real "trust fund", Virginia, unless you believe in the tooth fairy or
Andy Rooney's file drawer that President Bush recently visited. The Supreme Court ruled
in 1937, and again in 1960, that there is no real connection between payroll taxes and
Social Security benefits. Payroll taxes are no different than income taxes once they reach
the Treasury. It all goes into the same pot. Social Security benefit payments come out of
that one pot, as do purchases of battleships, federal aid to education, and congressional
inspections of beach erosion in Hawaii.

We're all taught in school that our income tax system is progressive, that the more one
earns, the higher percentage our taxes. As a citizenry, however, we've allowed ourselves
to buy into a genuine sham regarding payroll taxes. Not only are they regressive
(everyone pays the same percentage), worse yet, the high earners stop paying after they
reach $90 thousand. The person earning $200 thousand, or $2 million, pays the same
amount as someone earning $90 thousand. About $1.5 trillion of such above-the-cap
annual wages are not taxed. I mean, is this a great country for high earners or what?

Further, as many as six million workers (mostly state and local employees) do not pay
this tax. That’s another $240 billion of earnings that get a free payroll tax ride each year.

Solution? Apply the 12.4% payroll tax rate to all earnings, just as we do with the
Medicare payroll tax. There’s absolutely no reason anyone should pay less in SSI payroll
tax percentage than anyone else. This action alone would more than cover the forecast
"gap". Let's not even begin to tinker with retirement ages, benefits, or other tax rates until
this major unfairness is corrected.

I mean, who's crazier, Uncle Henry or us?




