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Foreword

Foresight is seldom a routine component of American public
policymaking. As in all democracies, the pressure on legisla-
tors to deal with immediate problems and the disincentives asso-
ciated with forcing hard choices on voters combine to validate
the old rule of thumb: never take on a problem today that can be
left to your successors. Even by the standards of other mature
democratic systems, however, recent U.S. experience with “short-
termism” is extreme. Experienced political observers tend to assert
that it is harder than ever to pursue policies that involve sacrifice
now for investment in the future. Statistically, it is apparent that
we now spend less on capital in the public sector than in the past.
This shortfall obviously will have long-term, negative conse-
guences on future budgets and economic growth.

In this context, the recent explosion of discussions about the
prospects of the Social Security system is remarkable. Of course,
the program is in many ways a special case—an issue that
demands and receives periodic long-term attention from elected
officials. The underlying reasons for this exception include the
fact that the relevant statute builds in a requirement for seventy-
five-year forecasts of the program’s economic viability, the shifts
in demographic patterns since the program’s inception, and the
unusually strong public support for continuation of a universal,
contributory social insurance program. As a result, there have
been numerous adjustments of the program’s benefits and rev-
enues over the years.
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Since World War Il, for example, payroll taxes have been
increased twenty times. As recently as 1983, a bipartisan com-
mission developed a set of changes that are today resulting in fair-
ly rapid accumulation of funds in the Social Security Trust Fund.
This process will continue for another fifteen to twenty years,
when the fund will peak, under certain assumptions, at a total of
$1.5 trillion. Then, with the baby boomers retired, the fund, along
with future revenues, will be used to meet obligations. After about
2029, assuming average annual economic growth of 1.5 percent
for the next century, the combination of the trust fund and payroll
taxes would begin to fall short of what would be needed to main-
tain inflation-adjusted levels of payment.

At some point, under this relatively low-growth scenario,
payments would have to be reduced to 75 percent of the cur-
rent levels (inflation adjusted), a percentage that could be sus-
tained more or less indefinitely. Obviously, under other growth
assumptions—for example, continuation of the pattern of modest
growth of the past twenty years—Social Security would have
quite a different prospect, with all current benefits viable for the
foreseeable future.

Given present trends in workforce growth, however, it makes
sense to develop strategies to meet the lower growth assumptions.
Indeed, there is no shortage of ideas about how to change Social
Security. Some proposals, in effect, would scrap the program as we
know it, substituting private investment accounts for the present
pooled risk and progressive payment system.

A number of these privatization proposals have attracted sig-
nificant political support. The financial community, in particular,
finds this approach attractive. It is not implausible that this is
because privatization would create billions of dollars of new rev-
enues for Wall Street and financial firms in general. Some of this
money would come out of the additional costs generated by pri-
vatization approaches. For example, the overhead cost of the Social
Security system is estimated at about 1 percent of contributions.
The American Insurance Institute estimates that overhead for
insurance companies in the United States is 12 to 14 percent (sim-
ilar and even higher numbers normally are associated with priva-
tized plans in other countries). Assuming similar overhead for
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private firms that managed and processed the new private
accounts, the potential for additional profits is immense.

On the other hand, there also are many proposals for reform
that simply modify the current system in order to meet the
changed demographics. The majority of the members of the bipar-
tisan Advisory Council on Social Security, for example, agreed
on a set of proposals that would have eliminated somewhat more
than half of the forecast gap through relatively modest adjust-
ments to the current program. Others recommended diversifying
the investment portfolio of the trust fund, seeking higher returns
through riskier instruments like equities, a strategy that, if it
worked out as predicted, could go a long way toward closing the
gap between benefits and revenues under the 1.5 percent annual
economic growth scenario.

A few experts see the present need to address Social Security
as an opportunity to improve the basic American system of assist-
ing the disabled, elderly, and others unable to work. The starting
point for this approach is the fact that the program is so vital to
the economic well-being of a large portion of the population. It
provides at least 50 percent of income for two-thirds of the elder-
ly; without it, almost half the elderly today would fall below the
poverty line.

Given the importance and complexity of the issues involved,
the Century Foundation/Twentieth Century Fund decided sever-
al years ago to support a series of studies on aspects of the aging
of the population in general, and the future of Social Security in
particular. We have published a number of pamphlets in our
Basics series on this issue—Social Security Reform as well as
Medicare Reform and Medicaid Reform; Malvin Schechter’s
book, Beyond Medicare; and Sylvester J. Schieber and John B.
Shoven’s edited volume, Public Policy Toward Pensions. In addi-
tion, we will soon be publishing Theda SkocpoPs book on old
and young in American social policy and Robert Butler’s edited
volume on life in an older America. Moreover, a few months ago,
we published another paper by Robert Eisner: The Great Deficit
Scares: The Federal Deficit, Trade, and Social Security.

In the pages that follow, Robert Eisner delves further into the
issues surrounding Social Security, outlining his personal proposal
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for a significant change in the program—one that goes beyond
meeting the forecasted financial needs to expand the program’s
value to many citizens. Eisner, professor emeritus of economics at
Northwestern University, past president of the American Economic
Association, and author of The Misunderstood Economy, as
always offers provocative ideas, combining his usual elegance of
economic thought with his routine boldness about policy. On
behalf of the Trustees of the Century Foundation/Twentieth
Century Fund, | thank him for his continuing, important contri-
butions to this debate.

Richard C. Leone, President
The Century Foundation/Twentieth Century Fund
February 1998
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If It Ain't Broke, Don't Fix It!
Build on It!

his is a proposal to preserve all current benefits of Social

Security and to extend them. It would add to the present sys-
tem, not subtract from it. It can increase the retirement benefits of
most Americans. It would encourage saving. It would contribute
to making the Social Security Trust Funds solvent indefinitely. It
would entail no new taxes yet by current measures would cut the
budget deficit or add to the surplus. And it would maintain our
system of social insurance, which has served the American people
so well for more than six decades.

Fear, Reality, and a Proposal

Social Security is not broke. It is not going bankrupt. It faces no
crisis. The only legitimate fear is that some of those who would
“reform” it would nibble away at it, if not destroy it.

But millions of elderly Americans live today in hardship, if not
poverty. And a vast majority of younger Americans are correctly con-
cerned that their retirement incomes will be inadequate. Confusion
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and unfounded fears for the “solvency” of Social Security have been
joined by the desire to provide better for those golden years.

These fears and desires have helped fuel a drive for “privati-
zation.” Yet Social Security is by far the most successful pension
and insurance system in the nation—and greater in size than all
the private arrangements combined. It can be made to offer, with
equity and security, larger benefits and comfortable living for the
elderly. | propose adding to the Social Security system a program
of voluntary, additional contributions. These would be invested in
passive, indexed stock or bond funds or in Treasury securities
and credited to participants’ existing Social Security accounts.
The Treasury securities would offer the same return as is credited
to fund balances in the current system. Investment in the index
funds would yield the market returns.

The contributions, like most of those to private retirement
plans such as 401 (k)s and IRAs, would be tax deductible, but the
eventual benefits would be taxable. Unlike private plans, the sup-
plementary Social Security program would provide actuarially
fair annuities and automatic cost-of-living adjustments. And none
of the potential benefits would be dissipated through the high
administrative costs or the commissions and profits that figure
in privatized programs.

The program of supplementary contributions would permit
and encourage the accumulation of significant additional retire-
ment income for its participants. It would help meet concerns
about Social Security fund balances far into the twenty-first cen-
tury. And it would facilitate increases—not decreases—in benefits
in the current program.
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W hat Social Security
Provides Now

he Old-Age and Survivors Insurance and Disability Insurance
(OASDI) program in the United States paid benefits of $347.1
billion in 1996, distributing monthly benefits to 43.7 million
people at the end of the year. The mean figure for benefits pro-
vided to retired workers was slightly less than $9,000 in 1997; it
is estimated to rise in 1998, on the basis of a 2.1 percent COLA
(cost-of-living adjustment), to $9,180.1 Among those receiving
monthly benefits, 3 million are children under eighteen, mostly
children of deceased workers, and 5 million are disabled adults.2
The present value of the prospective Social Security payments
of those over sixty-five constitutes more than half of all of their
assets. And Social Security provides more than $12 trillion in
life insurance protection, more than the amount of all private
life insurance in force. Social Security is also credited with keep-
ing 15 million people from falling below the poverty line and
with reducing the proportion of the elderly in poverty to about
12 percent, no higher than that for other adults.
Social Security is one of the three pillars of the system by
which Americans provide for their retirement years. The other
two are private pension plans3and the various ways in which

3
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Americans save on their own account, investing in stocks, bonds,
and, of chief importance for most, their own homes. About half
of those over sixty-five, however, have no claims to income other
than their Social Security. Average Social Security benefits for a
family with a retired worker total about $10,000.4 The bottom
fifth of Social Security households receive less than $6,000 a year,
and that constitutes 81 percent of their income on average.

The situation is much worse for many older women living
alone. The mean private pension for older women, as pointed
out in a recent Twentieth Century Fund publication,5 yields
$3,940 annually, compared to $7,468 for men; 37 percent of
older women living alone rely on their generally smaller Social
Security checks for at least 90 percent of their income.

Some of the shortcomings and inequities in Social Security
retirement benefits can—and should—be remedied within the
existing framework. For one thing, as recommended by the
1994-1996 Advisory Council on Social Security, the structure of
family benefits might be revised by guaranteeing aged survivors 75
percent of the couple’s combined benefits.6 Special attention
should be given to the large numbers of impoverished, elderly
women living alone. For another, all Social Security benefits not
based on contributions already levied might be included in taxable
income, but the gross benefits could then be increased so that
mean after-tax benefits would not be reduced. This would offer
some help to the poorest among the elderly. Finally, benefits might
better be tied to an index of wages rather than to any measure of
the cost of living, so that the elderly can share in the general
gains—and occasional losses—of their working children and
grandchildren. In general, benefits should be increased, not
reduced, in our mighty, surging economy.
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The Drive to "Reform"

Social Security

Trust Fund “Bankruptcy” Nonsense

he intermediate projection of the Social Security trustees would

have the Old-Age and Survivors Insurance and Disability
Insurance (OASDI) Trust Funds short of money in thirty-one
years (see Table 3.1, on page 6). “Disaster!” we are told. Our
retirees at that time will no longer get their full benefits. Public
opinion polls confirm the skepticism of many who say, “Social
Security will not be there for us.”

This is nonsense.1For one thing, projections three decades and
more ahead are, to use a gentle word, dubious. Even relatively
short-term forecasts can be notoriously inaccurate. The Con-
gressional Budget Office (CBO), for example, in December 1995
forecast a federal deficit for fiscal year 1997 of $182 billion. It low-
ered it to $165 billion2in May 1996 and to $124 billion3in January
of 1997. It finally revised its forecast of the 1997 federal deficit
from a figure of $115 billion as late as March, when the fiscal year
was already half over, to $23 billion, approximately the correct
figure, in August. For whatever any such forecasts are worth, the

5
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OASDI trustee “low-cost” Social Security projections, entailing
plausible but slightly more optimistic assumptions than their inter-
mediate forecasts about economic growth, birth rates, and immi-
gration, foresee no shortage in the funds, as shown in Table 3.1.
Some of the economic assumptions underlying the widely
cited intermediate forecasts4 are, interestingly, already wide of
the mark. Real GDP growth, for example, was forecast to be 2.5
percent in 1997 and 2.0 percent in 1998. Actual 1997 growth
was 3.7 percent, and the usually conservative forecast of the CBO5
now puts it at 2.7 percent in fiscal 1998. Unemployment was
assumed to be 5.4 percent in 1997 and 5.7 percent in 1998; it
actually averaged 4.9 percent in 1997 and has been forecast by the
CBO to be 4.8 percent in fiscal 1998. The trustees’ intermediate

Table 3.1. Intermediate- and Low-Cost Projections of OASDI
Current Surpluses and Balances, Billions of Dollars
Intermediate-Cost Projections Low-Cost Projections

Fund Balance Current Surplus  Fund Balance  Current Surplus
at Beginning (Net Increase in  at Beginning  (Net Increase in

Year of Year Fund Balance) of Year Fund Balance)
1997 567 81 567 83
1998 647 82 650 90
1999 729 86 740 100
2000 815 92 840 11
2005 1,335 124 1,535 185
2015 2,642 96 4,594 296
2018 2,869 24 — —
2019 2,892 -10 - -
2020 2,785 -49 5,487 289
2025 2,175 -310 6,873 253
2029 501 -613 — —
2030 -112 -701 8,047 216
2075 -374,643 -30,678 42,895 2,061

Source: 1997 Annual Report of the Board of Trustees of the Federal Old-Age and
Survivors Insurance and Disability Insurance Trust Funds, page 87, Table 1I.F3, and
page 182, Table I11.B3. Intermediate-cost projection data for years 2018, 2019, 2029,
and 2030 from computer files made available by Office of the Actuary of the Social
Security Administration.
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forecasts put growth in the labor force at 1.1 percent for 1997;
the twelve-month growth rate from December 1996 to De-
cember 1997 was actually 1.9 percent. They put the inflation
rate, based on the consumer price index (CPI), at 3.2 percent
through 1999, while the actual 1997 and CBO-forecast rates
through 1999 now average 2.4 percent. Altering the economic
assumptions to fit current realities would generally increase
forecast fund balances.

But, more fundamentally, the prospective “shortage” in the
Social Security Trust Funds is an accounting matter. It can be
eliminated by any one of a number of simple and reasonable
changes in accounting. Currently, for historical reasons and in
imitation of funded, private retirement plans, there are special
funds—actually government accounts—devoted to benefits with
the proceeds of a dedicated tax credited to them. Actually, all
“contributions for social insurance”—payroll taxes—go to the
Treasury, and all benefit checks are drawn on and paid by the
Treasury. As long as the payroll tax rates and the schedules of
benefits remained the same, it would make no economic difference
if the separate trust fund accounts were eliminated.

Some argue that it would make a political difference, that
benefits are somehow more secure if they are charged to these
special accounts, otherwise known as the Insurance OASDI Trust
Funds. Since much of the public probably believes this and would
be alarmed if the special accounts were eliminated, it is best to
keep them. And it is best to continue to finance them with clear-
ly earmarked taxes. There is no reason, though, to restrict them to
the proceeds from the current 12.4 percent payroll tax.

One eminently reasonable supplement to the funds would
be the portion of income tax that is currently paid on payroll tax
“contributions,” which are not tax deductible. The policy might
go further and credit the trust funds with a specified portion of
income taxes. It might make sense, for example, to dedicate to the
funds a portion of those taxes equal to 1.5 percent of taxable
corporate and individual income. This would correspond to the
estimated 2.23 percent of taxable payroll that the “intermediate-
cost” forecast of the Social Security trustees indicates would have
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to be added to keep the combined OASDI Trust Funds fully sol-
vent for at least another seventy-five years.

None of this would make any real difference to the measure of
the deficit, or the debt held by the public, or to the performance of
the economy. It would simply entail crediting to the Social Security
accounts some of what now goes to the general revenue account.
Some may ask, if more revenues are credited to special accounts,
will that not force the government to raise taxes or reduce outlays?
The clear answer, to anyone who thinks it through, is no. Since
changing the accounting would not alter total revenues or total
outlays, it would have no effect on the ability to spend, tax, or
borrow. No other government programs would be affected.

The trust funds are also credited with an “interest” return on
their accounting balances, which is recognized in the form of non-
negotiable Treasury securities. The average rate applying to the
portion of these balances that accrued in 1996 was 6.6 percent.
With that rate now linked to the interest rates on marketable
securities, which have been edging downward, that figure may
well be lower in the future. It would be appropriate to permit the
Treasury to break the link to the rate on marketable securities in
order to grant these balances a higher rate of return.

Privatizers are fond of saying how much more people could
earn if they did not have to pay into Social Security but instead
could invest in the stock market. But mandatory contributions
to Social Security are preventing the Treasury from having to bor-
row as much and hence permitting those who would otherwise be
lending to the Treasury to invest in the stock market. The
Treasury might thus reasonably bolster the trust fund balances
with at least a few percentage points more of “interest.” Again,
this would be merely a matter of bookkeeping, not affecting the
debt held by the public, or the deficit, or the benefits paid out by
Social Security. It would only change what the accountants are
crediting to the funds and hence their balances.

Since the trust fund accounts must apparently be maintained
for political reasons and in the interest of public confidence, it
would be useful to adopt one or several of the measures just indi-
cated to keep the accounts “solvent” into the indefinite future. But
any forecasts of future shortfalls in these accounts are in no way
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a justification and should not be an excuse for either reducing
benefits or raising taxes.

Suppose, for example, there were a separate account for
National Defense to which the corporate income tax was dedi-
cated. Note then that corporate income tax receipts are current-
ly about $210 billion while defense outlays run at more than a
$250 billion annual rate. There may well be good reasons to cut
defense expenditures, but the shortfall of revenues in a “National
Defense Trust Fund” would hardly be one of them.

The “Money’s Worth” Issue

A second bit of nonsense about Social Security is that beneficiaries
will not be getting their “money’s worth” for their contributions.
This refers to calculating the payroll taxes put in by contributors
and relating these to their ultimate benefits. This is not a mean-
ingful comparison to begin with, but it is frequently not even
done right. The measure of benefits should properly include not
merely retirement but disability and survivor payments as well.
The disability insurance in Social Security has been estimated to
be equivalent to a $207,000 policy in the private sector. And a
comparable dependent and survivor policy for a twenty-seven-
year-old, average-wage worker with two small children would
cost $307,000.6

But all payroll taxes, regardless of where the accountants
credit them, go into the general Treasury pot, along with all other
government revenues, and all benefits, along with all other pay-
ments, come out of that same pot.7 Relating benefits to payroll
taxes alone is thus a meaningless calculation.

One might properly undertake the complex task of relating all
of what each American receives from government to all that he or
she gives. This would include police and defense and education
and health services along with interest payments on the debt, and
Social Security and other “transfer payments.” If national defense
outlays were apportioned on the basis of the wealth and property
being “defended,” it might reveal some surprising results, showing
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that while the wealthy do pay more in taxes they also get much
more in the way of government services.

As far as Social Security goes, though, it is true that upper-
income groups receive much less in comparison to their earn-
ings—and their (irrelevant) payroll taxes—than do the poor. The
formula is stacked so that monthly benefits equal the total of 90
percent of the first $455 of “average indexed monthly earnings,”
32 percent of the amount between $455 and $2,471, and only 15
percent of the amount in excess of $2,471.

The wealthy and many in the upper middle class may well
complain that they are not getting that much out of Social Security.
If they could have back their payroll tax contributions and invest
them in the stock market, even leaving aside the boom of the past
several years, some of them argue, they would be better off.

But Social Security was not meant to be a get-rich scheme or
a competitor to go-go investment funds. It is social insurance. It is
meant to provide at least a minimum standard of support for all,
regardless of initial station or life’s vicissitudes. Those who have
good fortune will be able to say in hindsight that they did not
need it, just as does the individual who buys insurance on her
house and never sees it burn down, or one who buys life insurance
to benefit his young spouse and children and then lives to ninety.

Social Security in the United States is incredibly efficient, in
the sense that its administrative costs, amounting to some 0.8
percent of payouts,8are infinitesimal compared to those of private
insurance. And Social Security provides vital benefits such as cost-
of-living adjustments and actuarially fair annuities that private
insurance can hardly begin to offer.

Automatic cost-of-living adjustments are currently available
in only 3 percent of private pension plans.9 The failure to offer
such guarantees against erosion of benefits relates to the risk endem-
ic to private plans. Until the recent introduction of inflation-indexed
U.S. Treasury securities, private plans could not find assets offering
real returns that could finance inflation-protected benefits. Even
now, the real rate of interest offered on such securities, about 3.7
percent as of February 1998, would finance retirement annuities
considerably lower than those otherwise available from a broader
mix of investments, including corporate bonds and equities.
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Private, actuarially fair annuities are also not available for
reasons that are inherent in private markets. A careful and author-
itative study reported in a recent National Bureau of Economic
Research Working Paper finds: “The average sixty-five-year-old
contemplating the purchase of a life annuity, whose alternative is
a Treasury bond, receives payouts with a present value of 80 to 85
cents per dollar of premiums. The remaining premium dollars
must cover marketing costs, corporate overhead and income
taxes, additions to various company contingency reserves, and
profits, as well as the cost of adverse selection.” DThe study cal-
culates after-tax annuity values per premium dollar for a sixty-
five-year-old, on the basis of Treasury yield curves or higher
corporate yield curves, as shown in Table 3.2.

The authors point out, moreover; that “joint and survivor” figures
would be less if account were taken of the fact that life expectancies of
spouses are positively correlated. Clearly, as they put it, “a typical
retiree with average mortality prospects faces a significant ‘trans-
action cost’ if he purchases an individual annuity from a commer-
cial insurance carrier.” Similar costs apply to annuities that may
be offered by 401 (k) plan providers. The authors note further that
the values per dollar of premium vary widely among insurers, so
that the average sixty-five-year-old has a further cost of shopping to
avoid coming away with less than average returns.

Table 3*2* After-Tax Annuity Values per Premium Dollar
for a Sixty-Five-Year-Old

Treasury Yield Curve Corporate Yield Curve
Men 0.814 0.756
Women 0.854 0.785
Joint and Survivor 0.868 0.792

Source: Olivia S. Mitchell, James M. Poterba, and Mark J. Warshawsky, “New
Evidence on the Money’s Worth of Individual Annuities,” NBER Working Paper no.
6002, National Bureau of Economic Research, Cambridge, Mass., April 1997, p. 2.



12 Social Security: More, Not Less

As compared to private retirement plans, then, Social Security
is certainly overall the best buy in town.

The Burden of the Aging Baby Boomers

There is a third issue, this one a legitimate concern, regarding the
impact on Social Security of the aging generation of baby
boomers. The ratio of the population that is past retirement age
to those of working age—twenty to sixty-four—will be growing.
In this regard, there are now almost five people of working age for
every potential dependent aged sixty-five and over, but by the
year 2030 that ratio will fall to less than three-to-one.

The relevant numbers, though, relate to all potential depen-
dents, the young—under twenty years of age—as well as the old.
In 1995, for every 1,000 people of working age there were 710
young and old potential dependents. The intermediate projection
puts the number of potential dependents in the year 2030 at 788.11
This means that those 1,000 people of working age would have to
support 1,788 people—themselves and their dependents—instead
of 1,710, a 4.56 percent increase in their burden.

But if productivity per worker grows at a modest 1 percent
per year, well within historical experience, the growth in total
output per worker will have come to more than 40 percent by
the year 2030. This would increase income per capita by more
than a third, ample to improve vastly the lot of all—the elderly,
the young, and those in their working prime.

An increase in the aged dependency ratio—putting aside for the
moment a decrease in the under-twenty dependency ratio—wiill
require those in the twenty-to-sixty-four age group, the working
population, to devote a greater share of their increasing incomes to
supporting those sixty-five and over. But this support must be cur-
rent. The only way to provide for the future is to provide physical
or, more important, human capital that will be productive in the
future. That means more productive investment, public and pri-
vate, and more and better educated and trained workers in the
future. Of course, more births and more immigration would help.



The Drive to "Reform" Social Security 13

But neither putting more money in Social Security nor increasing
financial investment in the stockmarket or elsewhere in themselves
put any food on future tables. The frequent characterization of
pay-as-you-go financing in Social Security, as a Ponzi scheme, in
which each generation is borrowing from the succeeding generation,
which will in turn borrow from its successors, is inaccurate. One
generation takes from its successors only by consuming or not pro-
viding the capital, physical and human, that will provide for future
production. While we can save and invest now in more ovens that
will be useful at a future time, the bread dependents eat at any time
must be baked by those working then. Retirees cannot eat balances
in Social Security Trust Funds, or stocks and bonds, or cash. In a
real sense, for the economy as a whole, retirement benefits are thus
always supplied on a pay-as-you-go basis.

That is why it makes perfect sense to finance Social Security
on a pay-as-you-go basis, raising taxes on the working population
to finance benefits for the increasing proportions of the aged as
those increases occur. But then it must be recognized that this rel-
ative aging about which there has been so much comment is still
well off in the future. The aged dependency ratio, 21.4 percent in
1995, will, according to the intermediate forecast of the Social
Security trustees, actually decline to 21.1 percent in 2000 and to
20.7 percent in 2005 before finally returning to 21.4 percent in
2010. There is hence no need whatsoever to raise taxes or cut
benefits to the elderly over the next twelve years. If there is a
problem with rising dependency ratios, it is not a short-run or
even an intermediate-run difficulty.

What proportions of increasing incomes and output must go to
support the growing ranks of the elderly when those numbers do
swell—assuming we want to maintain both the working and the
elderly populations in the same relative position? With an elder
dependency ratio of 0.214 in 1995, each 1,000 people of working
age needed to support 1,214—themselves and 214 elderly. If the
dependency ratio rises to 0.239 in the year 2015, as is forecast,
each 1,000 people of working age will have to support 1,239 adults
in all. Their burden will thus have increased by roughly 2 percent.

It follows that the real per capita incomes of, or the goods
and services available to, both the working population and the
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elderly will be reduced by 2 percent from what they would have
been if the elder dependency ratio had not risen. To avoid inflation
in this circumstance, purchasing power overall should be reduced
by 2 percent. For the working population, this may be accom-
plished by increasing their taxes by 2 percent of their incomes; for
the elderly, we may cut retirement benefits by a corresponding
amount or, in order to keep matters fully symmetrical, increase
their income taxes by 2 percent of their total incomes as well.

By the year 2020, when the aged dependency ratio is up to
0.275 and the burden per 1,000 workers thus is up to 1,275, or
4.98 percent above the burden in 1995, net incomes per capita of
the working population and the elderly will be 4.7 percent less
than they would have been without the increase in the depen-
dency ratio, as shown in Table 3.3.21In 2025, net incomes will be
7.9 percent less. In 2030, the year of the alleged apocalypse when
the trust funds will no longer be able to finance all currently leg-
islated benefits, net incomes will be 10.4 percent less. If the fore-
casts are correct, by 2075, seventy-seven years from now, net
incomes per capita will be 14.2 percent less.

But these cuts in net income per capita are all relative. If the
average income per worker increases at even a very modest 1 per-
cent a year, then even with the reductions in net income per capi-
ta, everybody—the young, the working population, and the
aged—uwill still be able to enjoy higher absolute incomes and be
far better off than today. In 2030, per capita income would be
26.9 percent more, and in 2075 it would be 90.2 percent more, as
Table 3.3 clearly shows. There is no reason why retirees should
not be permitted to share proportionately in these gains.

With increasing proportions of income appearing in forms
other than wages, it makes more sense than ever to finance Social
Security, if it is to have a dedicated tax, with a portion of income
taxes. Policymakers could drop all of the 12.4 percent tax on pay-
rolls and substitute an increase of about 8.3 percentage points in the
average taxation of individual and corporate income, specifically
earmarked, as are payroll taxes now, for the Social Security Trust
Funds. It is appropriate for those who earn income without work-
ing, as well as those who earn from working, both to contribute to
and to receive benefits from Social Security.13
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Table 3.3. Changes in Aged Dependency Ratios and
Net Incomes Per Capita

Percent Change Percentage

Burden per in Net Income Increase in

Worker (1 + per Capita Net Income

Dependency  Because of per Worker  Percentage

Aged De- Ratio) as Increase in  from 1 Percent Net Change

pendency Percentage Dependency per Annum in Income

Year Ratio* of 1995 Ratio Growth per Capita
1995 0.214 100.0 — — —
2000 0.211 99.8 +0.2 51 +5.4
2005 0.207 99.4 +0.5 10.5 +11.0
2010 0.214 100.0 - 16.1 +16.1
2015 0.239 102.05 -2.0 22.0 +19.6
2020 0.275 104.98 -4.7 28.2 +22.2
2025 0.319 108.61 -7.9 34.8 +24.1
2030 0.355 111.61 -10.4 417 +26.9
2075 0.415 116.56 -14.2 121.7 +90.2

* From 1997 Annual Report of the Board of Trustees of the Federal Old-Age and
Survivors Insurance and Disability Insurance Trust Funds, Table I1.H1, p. 148.

N ibbling Away at Social Security

Recent arguments that the consumer price index is overstating
inflation have generated new suggestions that cost-of-living adjust-
ments for those on Social Security be reduced to correspond to a
new, corrected CPI. The widely mentioned 1.1 percent per year
correction¥would result in trimming benefits by some 10 per-
cent (relative to the arrangement now in place) over the average
twenty-year period in which retirees enjoy benefits.
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I would go the other way and end the squabble about the
cost-of-living adjustment by indexing benefits to wages rather
than prices. Retirees would share in growing productivity and
the rising real wages of those working but would also share in any
sacrifice if higher prices of imports, such as those sparked in the
past by drastic increases in oil prices, leave everyone with less
output for domestic needs. This would mean that retirees would
share in the gains—and occasional losses—of their working sons
and daughters. With real wages rising by 0.9 percent per year, as
projected in the OASDI intermediate forecast, shifting the index
of adjustment after retirement from prices to wages would
increase benefits by that amount, or some 10 percent over the
life of the average retiree.

I would also remedy the situation by which second income
earners add little to a couple’s prospective retirement benefits over
and above the 50 percent spousal benefits already provided. Under
current law, if that second wage earner, usually a woman, is entitled
on the basis of her own earnings to benefits worth less than 50
percent of the benefits that would be received by her husband if he
were single, the couple will get no more than if she had not worked
at all. All of her payroll tax contributions will have been for naught.
But | would not use “reform” as a pretext to nibble away at Social
Security or to destroy it. Even some of its defenders seem all too
ready to accept “minor” cuts in benefits to achieve prospective
fund balance. One of the more insidious and drastic “solutions” is
to postpone further the “normal retirement age,” already slated to
rise gradually in future years from sixty-five to sixty-seven.

Actually, this has nothing to do with encouraging people to
work longer. They already have that encouragement since benefits
increase if those over sixty-five work longer (up to the age of sev-
enty) and are cut if they retire earlier. Currently, retirement at
sixty-five provides 100 percent of benefits; 4.5 percentage points
are added for each year retirement is delayed, up to age seventy, at
which point annual benefits would be 122.5 percent of the norm.

Early retirement, at age sixty-two, by contrast, results in
annual benefits only 80 percent of the standard retirement level.
A higher “normal retirement age” would merely lower the entire
scale of benefits. If, for example, this were raised to age seventy,
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those retiring subsequently would get the same annual benefits
that people now claim at age sixty-five, that is, some 18 percent
less than a newly retired seventy-year-old currently receives. Those
retiring at age sixty-two would get still less, perhaps 70 percent
instead of 80 percent of the benefits that people now get at age
sixty-five. 5

W hat’'s Wrong with "Privatization"

Some “reformers” would move to partial or complete “privati-
zation.” They would have all or part of current contributions
diverted from the trust funds and used instead to buy stocks and
bonds. These would be owned by the individual investors and
would be a substitute for Social Security. Those whose incomes
are high enough for them to have much to invest and those who
are fortunate in their investments will do well. But the social
insurance aspect of Social Security would be lost. Those lower
on the income scale or whose earning power was damaged by
mishap would be major losers, unless added benefits were pro-
vided by the Treasury. Clearly, those who do not know how to
invest wisely would suffer as well.

Private investment is generally unable to provide guaranteed
protection against inflation. As indicated above, the new indexed
Treasury bonds would do so only at low returns. And private
investment or insurance does not, and cannot because of the risks
involved, offer anywhere near actuarially fair annuities. Even if an
elderly retiree has managed to make substantial and fortunate
investment with a significant nest egg over his career, that lump
sum cannot be converted to secure and adequate real returns for
himself and his spouse over the rest of their lives.

Full privatization of all or any part of Social Security would
entail costs that would significantly reduce net returns and bene-
fits. Mean payroll tax contributions to Social Security were about
$220 per month in 1996. If 5 percentage points of the 12.4 per-
cent payroll tax were diverted to private investment, as advocat-
ed in the “personal security account” proposal put forth by five
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members of the twelve-person Advisory Council on Social Security,
that would come to an average of around $100. Imagine brokers or
mutual funds handling monthly investments in amounts that would
be this small (and for many of the 150 million covered workers
much less still) and then making monthly payments to as many as 50
million retirees. For those that would be willing to handle such small
accounts, service charges would have to be large.T7

Privatization would also create major transition problems. The
substantial annual surplus in the trust funds notwithstanding, in the
present pay-as-you-go system, current contributors in effect pay for
current benefits. If current contributions are used instead to buy
stocks and bonds for the contributors, the shortfall for covering
current retirees’ benefits has to be made up somehow. This could be
done by more explicit borrowing from the public, thus raising the
nation’s budget deficit. Or it could be made up by increased taxes,
which would weaken purchasing power and slow the economy.

Underlying the current debate about Social Security are real
issues about the distribution of income and wealth, between
rich and poor, between the young and the elderly, and between
those working and those not working. And there is much ideo-
logically driven passion regarding the part government plays in
the resolution of these issues. Some believe that all should be left
to private decisions and private markets, whatever the conse-
guences. Others look for a greater role for government in pro-
viding the social insurance that is beyond the capacity of
individuals or corporations. In the last analysis it is hard for
most to contemplate a society in which people, whether through
their own mistakes or inadequacies or societally inflicted mis-
fortunes, are starving in the street.

Most of us, therefore, recognize the wisdom of mandating
contributions toward providing at least a minimum set of benefits
sufficient to insure all against destitution. That is what the current
Social Security system has sought to achieve—and it has, to a
considerable extent, succeeded. It also is widely recognized,
though, that the system should facilitate individuals’ free, private
decisions to reach beyond these minimum benefits when they can.
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A Change for the Better

Voluntary Supplementary
Contributions to Social Security

Il current benefits of Social Security should be preserved and
A extended. Rather than diminishing Social Security by priva-
tizing it, |1 propose greater public provision of benefits on the
basis of voluntary, supplementary contributions to the trust funds.
I would add to our present public system, not subtract from it.
For those concerned about the trust funds, implementation of my
proposal can contribute to making them solvent indefinitely but
will entail no new taxes. It will offer additional inducements to
save. Most important, it can increase the retirement benefits of
most Americans.

Millions of workers do not have access to 401 (k)s or private
pension funds at work. Those who contribute to individual retire-
ment accounts (IRAs) are generally limited to $2,000 per year
per person. Many would at various times, if not steadily, con-
tribute more to retirement were an appropriate vehicle, particu-
larly a tax-exempt one, available.

But millions of Americans—and it is easy to underestimate
their number—are unsophisticated in the ways of private investment
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and uncertain and fearful about the risks. Despite all the unfortu-
nate doubts and cynicism about its reliability, Social Security is the
best game in town in the eyes of millions of Americans who have
seen their parents and grandparents saved from poverty.

If a voluntary, supplementary Social Security program with a
few simple options were put into operation, and if it were ade-
guately publicized, it seems reasonable to believe that it would
become enormously popular. For those anxious to minimize risk, an
option of investment in Treasury securities would be attractive. For
the more ambitious, looking for somewhat higher returns, a bond
index fund could be made available. For those still more adven-
turous, hoping for even higher returns, there could be a passive
stock index fund. And all could have the actuarially fair annuities
and cost-of-living adjustments not available in the private market.

My basic proposal is simple, although there can be various
useful elaborations and corollaries. All participants in the Social
Security system—which should be as universal as possiblet—should
be offered the opportunity, but not compelled, to make supple-
mentary contributions to the trust funds, and those contributions
would be credited to their own individual accounts. Unlike cur-
rent, required employee payroll contributions, but like most con-
tributions to private pension plans, they would be tax deductible.
Interest or other income earned on the supplemental balances
would also be tax-exempt, but the resulting additions to retirement
income, as with most private pensions,2would be taxable.

Unlike many private pension arrangements, however, while
there would be benefits for the survivors of those who die before
retirement and, to some extent, for survivors of those who die
early in their retirement years, contributors would not be per-
mitted to cash out their investments. This is important to keep the
program focused on supplementing retirement benefits rather
than merely offering new channels of investment. It is also impor-
tant to minimize the role of adverse selection, which would com-
plicate the provision of actuarially fair benefits.3

Contributors to supplementary accounts would have a choice
of the following investments: 1) a fully passive stock index fund;
2) a fully passive bond index fund; 3) Treasury securities; 4) any
combination of the above. The returns on these investments
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would be credited to the OASDI Trust Funds but earmarked to
the individual accounts of the investors. The new accounts would
represent public counterparts of private Keogh plans, IRAs, arid
401 (K)s, 403(b)s, and 457s.4They would have significant advan-
tages over what is provided in existing private plans.

The consolidation of investments in a minimum number of
funds or securities and of supplemental accounts in the already
existing Social Security system would offer major savings as com-
pared with the administrative costs, commissions, and profits that
eat into net private returns. The public system would offer actu-
arially fair benefits from the accumulations available at retirement;
it would offer automatic cost-of-living adjustments; and it would
offer appealing new opportunities to millions of Americans unso-
phisticated in the ways of Wall Street and fearful, often justifiably
so, of the siren songs of those who would take their money.

The public investments would thus be highly desirable to
many, both as supplements to and, if need be, substitutes for
employer pension plans5and individual retirement accounts. They
would also draw in funds from those who have tried to provide
for their retirement by way of uncertain individual investments
that do not offer annuities. And they might attract entirely new
saving from many who would find these new options sufficient-
ly attractive to warrant the sacrifice of present consumption in the
interest of more for their golden years.

It might be deemed judicious to put an upper limit on the
amount of tax-deductible contributions to prevent the very rich
from using these contributions to make a mockery of the pro-
gressivity of the income tax. If so, however, | would urge that the
ceiling should be high—perhaps identical to the $9,500 of 401 (k)
contributions—so that the new investments offer opportunities
for higher-income participants to do substantially more than move
savings from existing pension and retirement plans.

While the increased tax deductions would cause some initial
loss in income tax revenues, the Treasury and the trust funds would
eventually gain much more through the inflow of the supplemen-
tary contributions or the income they generate and through the
taxes on benefits. The initial loss to the Treasury might be made
less by restricting the tax deductibility of these contributions to
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$2,000 per person, the current upper limit on IRA contributions,
rather than the higher 401 (k) limit suggested above. The limit
might then rise over time with an index for inflation.

I would predict that, with sufficient publicity, many millions
of participants in the Social Security system would make major
voluntary, additional contributions and would significantly raise
their prospective retirement income. Just how much they would
gain clearly would depend upon how much they contribute and
how well their investments perform.

T he Specifics

How all this would work may be shown with projections derived
from elementary assumptions that, however simple, capture the
essence of my proposal.

1. All covered workers in Social Security will be given the oppor-
tunity to make additional contributions that they can designate
to be invested in Treasury securities or in a bond or stock index
fund to be bought by the Old-Age and Survivors Insurance
(OASI) Trust Fund. These extra contributions will be tax
deductible, but ultimately the benefits received from them will
be taxable. | assume an average marginal tax rate of 20 percent.

2. Participants in this Supplementary Social Security program who
choose to invest in Treasury securities would have their bal-
ances credited at the same rates as the basic Social Security bal-
ances.6 To the extent they select indexed stock or bond funds
they will be credited with whatever return those funds earn.

3. I will assume that the program begins in 1998. To facilitate
projections of results, | shall present a model built on a num-
ber of simplifying assumptions. First, all cohorts from the age
of thirty-five to sixty-four shall be eligible to contribute, and all
benefits will begin at age sixty-five and be paid for twenty
years. Those born in 1934 will thus be the oldest to participate.
They will be able to contribute for only one year and will then
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begin to receive benefits. The 1963 cohort will be the first one
with the opportunity to contribute for a full thirty years.

I shall assume further, to make the calculations easy, that
each cohort’s size remains the same after it enters the pro-
gram; this could be taken to mean that everybody lives eighty-
five years and that death comes on one’s eighty-fifth birthday,
with no survivor benefits. Alternatively, it can be taken to
mean that the assumption of no change in cohort size, at least
after retirement, reflects the benefits received by survivors.
And I shall assume that the cohorts aged thirty-five to sixty-
four account for all of the projected taxable payroll of $3,350
billion and the 147 million covered workers in 1998.

These assumptions and parameters, while arbitrary, facil-
itate the illustrations. Results should not be expected to dif-
fer fundamentally if contributions could be made at any age
and if ages of death and retirement varied from individual to
individual and from cohort to cohort.

4. In my first illustration, the mean supplementary contribu-
tion will be 3.1 percent of taxable payroll, thus adding 50
percent to the current mandatory employee contribution of
6.2 percent of taxable wages. This additional contribution
in 1998 would average $706 per person, and with about 147
million contributors in the program, it would come to a total
of $103.85 billion. Each individual’s contributions will
increase by 3.96 percent per year thereafter, slightly less than
the forecast mean per annum rate of increase of 4.39 per-
cent from 1998 to 2075 of the Social Security Administration
average wage index. Taking into account a projected rate of
growth of cohort size of 1 percent per year, the forecast rate
of increase of aggregate wages—and | presume GDP as
well—is then 5 percent per year,7 very close to the OASDI
projection of 4.87 percent.

In alternate simulations I will assume that each individ-
ual’s contribution will increase by only the amount of the
OASDI intermediate forecast of a 0.9 percent per annum
increase in real wages, adjusted for the rate of inflation, and
that the growth in cohort size will follow the OASDI pro-
jections for the population aged twenty to sixty-four. Since
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this growth is expected to slow markedly from about 1 per-
cent per annum over the next two decades, approximating
zero after thirty years, the growth in contributions will slow
as well, from an initial 4.79 percent to 4.20 percent by 2025
and to 4.13 percent by 2047.

While the OASDI intermediate forecast sets the long-range
inflation rate at 3.5 percent,81assume initially yearly inflation
of 2.5 percent, closer to the rate implied by the difference
between interest rates on conventional bonds and on the new,
inflation-indexed Treasury securities9(and still above the 2.1
percent rate registered over the past year). | shall also, how-
ever, demonstrate the effects of rates of inflation held con-
stant at both 2.1 percent and 3.5 percent.

The OASDI intermediate forecast, as indicated above, sets
the per annum, long-run increase in real wages at 0.9 per-
cent. | hope and believe that this forecast is unduly pessimistic.
But total wages covered in payrolls will also increase as a con-
sequence of the rising upper limit on taxable wages per work-
er. The assumptions of 2.5 percent price inflation and a 3.96
percent increase in contributions based on wages do not there-
fore necessarily imply an increase in real hourly wage rates of
1.4 percent per year, which would conflict with the OASDI
assumption as to real wage growth. | shall, however, model
some alternative assumptions, particularly on the premise that
the increase in total wages is slowed in future years by decel-
erating growth in the size of the working-age population.

I shall assume initially that the indexed funds actually earn 8
percent per year, which is credited to the individual accounts. |
shall then note the implications of different rates of return on
these funds, and | will give consideration to those that put their
supplementary contributions into Treasury securities as well.

Benefits will be paid on an actuarially fair basis over the
twenty-year retirement period,with the assumed rate of return
credited on the remaining balance throughout the span.
Initial payments will be scaled down to accommodate the
cost-of-living adjustment. The balance at the end of the twen-
ty-year period will thus be zero.
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Some of the Results

Benefits to Retirees

With an actual rate of return of 8 percent on the indexed fund
investments, those making the mean contribution over their
working lives would enjoy substantial additional pension benefits.
Members of the 1963 cohort, the first to contribute for the full
thirty years, beginning with the mean contribution of $706 in
1998, would be credited with mean supplementary fund balances
of $124,699 in 2027. In 2028, their first year of retirement, they
would receive supplements to their Social Security checks of
$10,170, or $4,848 in 1998 dollars, as shown in Table 5.1 on
page 26. This would add almost exactly one-third to the OASDI
projection of mean benefits of $14,497 for those with “average
earnings.” 1The supplementary benefits would carry annual cost-
of-living adjustments of 2.5 percent over the next nineteen years,
bringing the current-dollar amount to $16,258 in 2047. Benefits
for older cohorts, who do not have the opportunity to contribute
for the full thirty years, will be less (unless they make up for it
with contributions of more than 3.1 percent). Investors in the
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indexed funds may indeed earn more or less than an 8 percent
return, as illustrated in Table 5.1.

The mean figure of $706 for initial contributions used in the
calculations hides, of course, a wide variation among contribu-
tors. Lower-income workers would be likely to contribute much
less, many not at all. Since the three-tiered benefit calculations
in the current Social Security system offer much higher “replace-
ment ratios,” or benefits relative to previous earnings, for those
with low incomes, the supplementary program would redress the
balance to an extent. Its benefits would be exactly proportion-
ate to contributions. But the basic social insurance and favoring
of low-income workers built into the mandatory contributions
of current Social Security would be fully maintained.

In the aggregate, the additional benefits will of course start
low for new retirees but will rise continuously as more cohorts
retire and as successive cohorts have been contributing for longer
and longer periods. The OASDI intermediate-cost projections
put benefits (“outgo”) in 2025 at 6.27 percent of GDP. The
supplementary benefits in that year would come to 1.22 per-
cent of GDP, as shown in Table 5.2, and would thus be adding
19.45 percent to the projected benefits under the current pro-
gram. At equilibrium in 2047 the supplementary benefits will

Table 5*1 «Annual Retirement Benefits at Selected Rates of Return
for Supplementary Contributions (in 1998 Dollars)

Years of Rates of Return
Contribution 5% 5.5% 6% 6.5% 8% 10%
1 $45 $47 $49 $52 $58 $68
5 243 257 271 286 334 406
10 535 573 612 654 793 1,014
20 1,298 1,424 1,562 1,713 2,251 3,223
30 2,362 2,661 2,998 3,379 4,848 7,875

Source: Author’s calculations based on indicated assumptions.



Table 5.2. Effects of Supplementary Contributions on Fund Balances, Income Taxes Paid,
Budget Surpluses, and Benefits*

Investing in Index

OASDI Int.
End-of-Year Budget Budget Benefits Fund Projection
Year Contributions Fund Balance Income Taxes Surplus** Surplus** GDP Paid Balance Balance***
$Billions $Billions $Billions $Billions % of GDP $Billions % of GDP % of GDP $Billions
1998 103.9 108.0 -20.8 -16.4 -0.190567 8,632.1 0.0000 1.251 729
2000 114.5 366.4 -22.7 0.3 0.003231 9,516.8 0.0084 3.850 907
2002 126.2 688.7 -24.7 20.7 0.197091 10,492.3 0.0284 6.564 1,109
2025 387.7 12,287.7 11 554.7 1.721188 32,227.4 1.2202 38.128 1,866
2029 471.3 16,289.8 31.3 664.5 1.696236 39,172.6 1.6026 41.585 -112
2030 494.8 17,383.7 40.3 691.1 1.680161 41,131.2 1.6925 42.264 -812
2047 1,134.2 43,450.3 238.7 1,304.1 1.383346 94,273.5 2.4693 46.090 -32,870
2052 1,447.5 55,454.8 304.7 1,664.4 1.383346 120,319.5 2.4693 46.090 -55,086
2053 1,519.9 58,227.5 319.9 1,747.7 1.383346 126,335.5 2.4693 46.090 -60,754
2070 3,483.7 133,458.6 733.3 4,005.7 1.383346 289,563.3 2.4693 46.090 -272,035
2075 4,446.1 170,330.7 935.9 5,112.4 1.383346 369,564.3 2.4693 46.090 -405,321

* Contributions of $706.46 in 1998 by members of each cohort aged thirty-five to sixty-four, constituting 3.1 percent of taxable payroll, increas-
ing for up to thirty years at 3.96 percent rate of nominal wage growth; rate of return of 8 percent credited each year to average fund balances;
retirement benefits paid for twenty years; benefits scaled down by 0.8007382749 to accommodate COLA of 2.5 percent; size of cohorts
increasing at 1 percent rate per year.

** Budget surplus calculations assume all of 8 percent return is in cash or converted to cash that goes to the Treasury.

*** Projections provided by the Office of the Actuary of the Social Security Administration.

Source: Author’s calculations based on indicated assumptions.
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have mounted to 2.47 percent of GDP. Benefits paid by OASDI,
according to the intermediate forecast, will be 6.5 percent of
GDP at that time.2

Once in full flower, then, the supplementary program would
be raising Social Security payments to beneficiaries by about 38
percent. If mean supplementary contributions came instead to
6.2 percent, equal to the amount currently paid by employees
alone, total Social Security payouts would increase by more than
three-quarters. Net gains in total retirement income will be less,
however, to the extent that the investments via Social Security
prove substitutes for other money set aside for retirement.

The amount of real benefits to retirees is affected by both
the rate of price inflation and the rate of increase of real wages. In
Table 5.3,1compare the effects of different rates of inflation on
the (pessimistic) assumption that real wages grow at the 0.9 per-
cent per annum pace projected by the OASDI trustees. Note that
slower price inflation increases real benefits while faster inflation
reduces them. My assumption is that benefits remain actuarially
fair. The need to make higher cost-of-living adjustments after

Table 5.3. Retirement Benefits at Selected Rates of Return, Real
Wage Increases, and Price Inflation* (in 1998 Dollars)

Scenario 1 Scenario 2 Scenario 3 Scenario 4 Scenario 5
W/P =0.9 W/P =09 W/P=1425 W/P=09 W/P =0.9
W =3.019 W=3422 W = 3.960 W =4.431 W =4.431

Years of P=21 P=25 P=25 P=35 P=35
Contributions r=8 r=8 r=8 r=8 r=9.054

10 818 776 793 679 772

20 2,330 2,158 2,251 1,782 2,146

30 5,066 4,567 4,848 3,539 4,544

* W/P = per annum changes in real wages; W= annual increase in hominal wages;
P - annual change in prices; and r= the anticipated rate of return, all in percentage
amounts.

Source: Author’s calculations based on indicated assumptions.
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retirement thus necessitates a reduction in real benefits. For those
contributing for the full thirty years, benefits in 1998 dollars of
$4,567, with my originally assumed inflation rate of 2.5 percent,
are reduced to $3,539 if the OASDI projection of a 3.5 percent
inflation rate in the future turns out to be correct. Real benefits
would be raised to $5,066 if the current 2.1 percent cost-of-living
adjustment for 1998 were repeated indefinitely into the future.
The reduction in real benefits associated with greater rates of
inflation could be avoided if the Social Security system—in effect,
the U.S. Treasury—were to undertake to finance whatever cost-of-
living adjustment is indicated by the consumer price index, as it
does with current benefits. My proposal might well be modified
to encompass this.

The reduction in real benefits accompanying greater infla-
tion rates in my simulations follows as well, however, from the
assumption that nominal rates of return are not affected. This
implies that real rates of return are reduced proportionately by
higher rates of inflation. It would seem more reasonable to
assume that over the long run real rates of return are not affect-
ed by inflation. This would mean that if a 3.5 percent inflation
rate is assumed, for example, instead of 2.5 percent, it would be
appropriate to expect a nominal stock index return of 9.05 per-
cent3instead of 8 percent and have the Treasury credit fund bal-
ances at 9.05 percent for investment in Treasury securities. Such
a nominal rate of return is of course still far below what has
been enjoyed on average in the stockmarket in recent years.4

As shown in Table 5.3, crediting the higher rate of return
would restore the real benefits lost to inflation. The Treasury
might, alternatively, each year adjust the rate of interest cred-
ited to the funds by the difference between the actual rate of
inflation and the 2.5 percent that | have assumed in my main
simulations.

It must also be noted in Table 5.3, however, that the faster
rate of growth of real wages of 1.425 percent assumed in Table
5.1 generates higher real benefits. These would be $4,848 for
those contributing for thirty years as against the $4,567 for the
slower real wage growth of 0.9 percent and the same 2.5 percent
rate of inflation.
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O ther Consequences: The Trust Fund

Improved Social Security retirement benefits are the most signif-
icant result of the supplementary contributions. Implementation
of this proposal will have other, salutary effects on the various
(real or more typically imagined) problems popularly perceived
with regard to the Social Security Trust Funds, the federal budget
deficit, the federal debt held by the public, and national saving.
These effects are largely matters of accounting, of doubtful or
nonexistent consequence. But since so many would base policy on
these bookkeeping measures, they are worth noting.

These other, broad-scale implications will depend upon the
rate of growth of aggregate contributions. This, in turn, will
depend upon the growth in the nominal wage base for each
cohort and on the rate of increase in cohort size. With my initial
assumptions of a 3.96 percent per annum increase in wage base
within each cohort and a 1 percent per annum increase in cohort
size, aggregate contributions expand by 5 percent per year.
Assume that GDP grows at this same 5 percent rate.

As shown in Table 5.2, which is built on these assumptions,
fund assets immediately begin growing. By the year 2002 they
will have added $689 billion to Social Security assets, equivalent
to some 6.6 percent of GDP (Appendix Table A1l on pages 45-47
provides projections for all of the years from 1998 to 2058 and
for 2070 and 2075). By the critical year 2029, when the inter-
mediate-cost projection would have the OASDI combined assets
on current policies exhausted, the supplementary accounts would
have put $16,290 billion, or 41.6 percent of GDP, into the coffers.
When equilibrium is reached in 2047, the additional fund assets
of $43,450 billion will constitute 46.1 percent of GDP, and they
will continue to grow in step with GDP thereafter.

What does this do to the overall shortage in the OASDI Trust
Funds? The current intermediate-cost forecast for 2047 is a nega-
tive $36,605 billion. The additional assets from the supplementary
contributions and the return on them will turn that negative figure
to a positive $6,845 billion. The year 2052 would, however, be the
last year of “solvency,” even with the supplementary contribu-
tions added in. The total assets by that year would have fallen to
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minus $55,086 billion plus $55,455 billion supplementary, or
$369 billion. In 2053 the total will have turned to a negative
$2,527 billion.

For those concerned with the matter of trust fund assets, it is
worth noting that, without any other corrective measure, these
supplementary contributions averaging 3.1 percent of taxable
wages would have put off the day of reckoning twenty-three
years, from 2029 to 2052. And if supplementary contributions
came to 7.3768 percent of wages, the funds would remain solvent
until 2075, the end of the period of long-run forecasts.

How can larger contributions add so much to OASDI assets
when they must be used to pay out increased benefits? The explana-
tion is simple. The contributions come first while the payouts come
later. There is a fifty-year transition period, until all those making
the supplementary contributions are matched by those receiving ben-
efits. Until 2047, then, it is clear that OASDI assets deriving from the
supplementary contribution program will be mounting.

What may not be so obvious, though, is that even after 2047,
for the indefinite future those assets will keep increasing, actual-
ly at the rate of increase of taxable payrolls. This increase occurs
despite the fact that retirement annuities are actuarially fair—the
individual gets back exactly what he or she has put in plus the 8
percent annual return. In the aggregate, the funds keep growing
because in a growing population and expanding economy cur-
rent benefits are tied to the lesser per person prior contributions
of less numerous cohorts. There are more current contributors
per cohort in each year than there are beneficiaries, and they are
earning more, thanks to the increase in nominal wages. Only in
the event that cohort size stopped growing, and in the more
unlikely event that the average nominal wage base per worker
stopped increasing, would the fund balances stop growing.5

The Federal Budget

As for the overall federal budget, as it is currently reported, the
initial effect of indexed fund investment will be to increase the



32 Social Security: More, Not Less

deficit—or reduce the surplus. These results, however, will quick-
ly be reversed as the funds swell. The deficit rises at first because
the tax-deductible supplementary contributions will go not to the
Treasury but to buy the indexed stock and bond fund securities.
Owing to the loss of tax receipts, with contributions of 3.1 per-
cent of taxable payrolls the deficit will be increased by $16.4 bil-
lion or 0.19 percent of GDP in 1998. This deficit will soon be
wiped out, though, as balances accumulate, assuming the returns
on the indexed funds are actually 8 percent.6The initially very
small new benefits paid out will add to the deficit but will be
compensated for in minor part by the taxes paid on these benefits.
By 2000 the additional income from the securities investments
will be sufficient to compensate for the losses to the Treasury,
and the net effect on the budget will be approximately nil.

Thereafter, the contributions to reducing the budget deficit or
increasing the surplus rise rapidly. In 2002, with $48 billion in
income from the investments, the net effect on the budget is $21
billion on the positive side of the ledger, or 0.20 percent of GDP.
In 2010 it is $145 billion or 0.94 percent of GDP. In 2025, when
the net impact on income tax payments has just turned positive,
since taxable current benefits begin to exceed tax-deductible cur-
rent contributions, the budget deficit is reduced or surplus
increased by $555 billion or 1.72 percent of GDP.7While benefit
payments as a percentage of GDP continue to increase, the deficit
reduction or surplus enhancement as a percentage of GDP begins
to fall from its maximum of 1.73 percent attained in 2026. It
reaches an equilibrium value of 1.38 percent in 2047, and the
dollar amount of that deficit reduction or surplus increase, then
$1,304 billion, continues to grow at the 5 percent rate assumed
for the growth in taxable payrolls.

To the extent that the Treasury collects the cash dividends
or interest payments earned on the indexed funds, in effect bor-
rowing from the trust funds as it does currently, it reduces its
borrowing from the public. This then keeps down the most sig-
nificant measure of the federal debt, that held by the public, cur-
rently some $3.8 trillion.

All of these effects on deficits and debt may indeed seem
strange. One must start, however, from the strange ways in which
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federal government accounts are reckoned. Washington’s mea-
sures are often arbitrary and not infrequently foolish. Sales of
assets are netted against outlays and hence reduce the deficit.8
When a government agency buys financial assets, such as those
related to failed savings and loan institutions a few years ago,
that increases the deficit; when the financial assets are sold, the
deficit is reduced. Most relevant here, the addition to explicit
debt enlarges the deficit while the implicit or “contingent” debt of
future Social Security commitments is not counted. Hence, if gov-
ernment increased mandatory contributions in the form of payroll
taxes and simultaneously legislated increases in future benefits,
that would reduce the deficit because the increased obligation
toward future benefits would not be counted. To take the posi-
tion, as in this paper, that the increased voluntary contributions
and the returns that accumulate on them should be considered
as reducing the deficit is thus consistent with current accounting
practice.

One could go the other way and view current mandatory
payroll “contributions” not as taxes but as forced loans to the
Treasury that will be paid back eventually in annuities.9If so, the
conventional measure of the current deficit would be vastly
increased.

In any event, my supplementary contributions and benefits
would appear to offer no fundamental difference in terms of bud-
getary impact from the current, mandatory contributions. It is
true that the benefits are more sharply defined as relating pre-
cisely to contributions, but, as with the current system, these ben-
efits are not written in stone. Annuities might be altered on the
basis of changes in life expectancy or even changes in adminis-
trative costs if Congress decided to take those into account.

National Saving

And what about the much-watched though also defective mea-
sures of “national saving”? The conventional tally adds together
private saving—the sum of personal saving and the undistributed
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profits that constitute corporate saving—and public saving, taken
as the sum of federal, state, and local budget surpluses. National
saving in turn is identical, except for (recently sizable) “statistical
discrepancies” in measurement, to the sum of gross private do-
mestic investment and net foreign investment.10To the extent that
the increased contributions to Social Security are not a substitute
for other saving or investment and hence actually reduce indi-
vidual consumption, they increase private saving.

How much such diversion from other saving outlets there
will be, as opposed to new saving by individuals, is hard to deter-
mine. Households’ and nonprofit organizations’ direct holdings of
corporate equity at the end of the second quarter of 1997 came to
almost $5.4 trillion,11 some of which might well be sold in order
to make additional contributions to Social Security. And pension
funds currently have more than $5 trillion in assets,22 with new
contributions running at a rate of some $250 billion per year.3
IRAs had $1 trillion in assets and 401(k)s had $650 billion at
the end of 1995.4 Average contributions for the 23 million-plus
participants in 401(k) plans in 1993 were almost exactly $3,000.5
Yet calculations from a Health and Retirement Survey database
indicate that 44 percent of the population have made no arrange-
ment whatsoever for retirement saving. The percentages of
Americans without such provision were put at about 64 percent
for those with incomes less than $20,000 and 51 percent for those
with incomes between $20,000 and $30,000.16

It has been estimated that close to 30 percent of married
households are not saving adequately for retirement, and the
median shortfall in retirement wealth is $22,480, which could be
met by saving 0.52 percent of annual earnings.7 The measure of
adequacy, however, is tied to a level of income that was enjoyed
prior to retirement. Many may aspire to live more than “ade-
quately” in their final years.

My assumption that the total of voluntary contributions
would amount to 3.1 percent of taxable payroll implies an aggre-
gate of $103.85 billion in 1998. In view of what has just been dis-
cussed, this total, which translates initially as mean individual
voluntary contributions of $706, does not appear unreasonable.
To the extent that the actual figures were to turn out lower—or
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higher—my aggregate projections would be altered proportion-
ately, but the thrust of the results would not be changed.’8

Studies of the extent to which the introduction of 401 (k)s
and IRAs brought in new saving rather than a shifting of existing
assets have produced disparate results. | will apply the principle of
“equal ignorance” with regard to my proposed new Social
Security vehicle. I will suggest that the supplementary contribu-
tions may come half from new saving and half from diversion
from other methods of saving.

All this, | must caution, relates to individual efforts to save.
These efforts may not in the end yield increased national saving.
Household cuts in consumption may cause businesses to cut back
production and reduce, rather than raise, their capital expendi-
tures or investment as well. There would then be an associated fall
in national income and saving. The advocates of increased private
saving generally ignore or downplay this “Keynesian” concern,
however, and may welcome the supplementary contributions as
likely to increase private saving. The reduction in federal deficits,
unless it is matched by increases in deficits or decreases in sur-
pluses at the state and local level, 9 will by definition increase
public saving, as conventionally measured. The ultimate effect
on national saving and investment will depend on the balance of
changes in public and private investment.2

Investment in Treasury Securities

All of the results above hold for supplementary contributions to
investment in Treasury securities except those for the budget bal-
ance. To the extent that supplementary contributors use the
option of investing in Treasury securities, the effects on the mea-
sured federal deficit or surplus will be somewhat different. With
identical rates of return, retirement benefits will be the same
regardless of the type of investment. The effects on the OASDI
balances will also be the same, but the effects on the budgetary
position and the Treasury debt held by the public will, because of
the curiosities of federal accounting, be different.
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The reason for this is that contributions used to buy Treasury
securities to be held by the OASDI will, in accordance with
Treasury accounting, be viewed (properly) as Treasury revenues,
trimming the deficit. Debt held by the public will be correspond-
ingly reduced since the Treasury will not have to borrow from
the public amounts equal to the securities it sells to the OASDI.
This will also entail savings in net interest paid by the Treasury.

OASDI purchase of indexed stock or bond funds with the
supplementary contributions, on the other hand, aside from the
tax deductions provided, will initially have no impact on any
measured deficit or debt held by the public. However, the returns
from these investments, while credited to the individual partici-
pant accounts, to the extent they are in cash or converted to cash,
will flow into the Treasury and hence affect budgetary balance.

The impact on the federal budget of the two kinds of invest-
ment will be different in the fifty-year transition period, until
there is a full set of those contributing all of their working lives
and receiving full benefits in their retirement years. They will also
be different, however, in the growing economy that | assume will
prevail in the long run after equilibrium is attained fifty years
hence.

Investing in Treasury obligations would immediately, in 1998,
change the budget balance by $87 billion, or 1 percent of pro-
jected GDP. This is the sum of the contributions of $104 billion
minus the forgone income taxes of $21 billion, plus the interest
saving to the Treasury of $4 billion on the average amount of
reduced borrowing from the public, calculated at a 6.5 percent
long-term rate of interest. In equilibrium, beginning in 2047, the
contribution to surplus or to reduction in the deficit will be 1.96
percent of GDP, as shown in Table 6.1 (page 38). These figures
compare with 1.39 percent of GDP and 0.76 percent for invest-
ment returns in the securities markets that were, respectively, 8
percent and 6.5 percent.
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More and Less O ptimistic

Scenarios

f returns from investing in the stock market are at the opti-

mistic rates (greater than 8 percent) suggested by many advo-
cates of privatization, the benefits from supplementary
contributions so invested will be greater. If the contrary occurs,
they will be less. Table 6.1 (see page 38) offers some compar-
isons of long-run equilibrium results. With a 10 percent return on
3.1 percent of taxable payroll invested, there could be a posi-
tive contribution of 2.59 percent of GDP to the budget}—increas-
ing the surplus and/or reducing the deficit by that amount—4.01
percent of GDP to additional benefits, and 61.9 percent of GDP
to trust fund balances or net assets.

Results will be influenced, generally to a minor extent, by
changes in the assumptions regarding trends in wage rates, prices,
and cohort size. Aggregate results, although not individual ben-
efits, will be affected by applying the OASDI projections of future
declines in the growth of cohort size and hence of aggregate con-
tributions. This is illustrated in Table 6.2 (see page 39 and
Appendix Table A2, from which Table 6.2 is abstracted), based
on an 8 percent return from stock index funds, and in Table 6.3
(see page 40). In particular, slower growth in cohort size will

37
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bring less rapid expansion of taxable payrolls and GDP. The
benefits-to-GDP ratio is therefore higher in 2047, the equilibri-
um year shown in Table 6.3. And that ratio rises slightly after-
ward as the retirees-to-contributors and benefits-to-contributions
ratios continue to rise. This would foretell a small decline in the
contribution of the supplementary program to budget surplus.
The ratio of fund assets to GDP is somewhat higher as contri-
butions from early, more rapidly growing cohorts are matched
with a less quickly expanding GDP.2

The measured budget surplus or deficit as a percentage of
GDP is only trivially affected by alterations in the assumed rates
of price inflation and wage increases. Increasing the rate of return
credited to fund balances, however, increases benefits and fund

Table 6*1* Effects of Investing Supplementary Contributions on
Budget Balance, Benefits, and Fund Assets at Equilibrium*

Contribution

toward
Investment Rate of Return  Budget Surplus**  Benefits Fund Assets
(% of GDP)
Indexed Funds 10.0 2.59 4.01 61.9
Indexed Funds 8.0 1.39 2.47 46.1
Indexed Funds 6.5 0.76 1.72 37.4
Indexed Funds 6.0 0.59 1.53 35.0
Indexed Funds 5.0 0.30 1.20 30.8
Treasuries 6.5 1.96 1.72 37.4
Treasuries 6.0 1.80 153 35.0
Treasuries 55 1.64 1.36 32.8

* Investing 3.1 percent of taxable payroll in indexed funds and in Treasury securities with
various rates of return; cohort size grows at 1 percent per year so that aggregate con-
tributions grow at 5 percent per year.

** This will depend on portion of return in cash or converted to cash by Treasury and
then “borrowed” from trust funds.

Source: Author’s calculations based on indicated assumptions.
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asset ratios as well as the contribution (to the extent that it is in
cash) to the budgetary position.

Aggregate results will be affected by participants’ choices of
investments. The long historical record of greater returns from
equity (stock) than from fixed-income obligations (bonds)
reflects in considerable part perceived differences in risk. Given
the general aversion to risk, perhaps a disproportionate aversion
to risk of loss, investors in the stock market need the inducement
of greater total returns, in capital gains and dividends, than they
can expect from bonds. Many participants, though, may want
their supplementary pensions, as well as their basic Social
Security benefits, to be more secure. They may opt in consider-
able part, if not in whole, for the relative safety of corporate

Table 6*2* Benefits as Percentage of Contributions, with 8 Percent
Return, and Effects on Budgetary Position, Benefits, and Fund
Assets as Percentages of GDP*

Contribution

toward
Year Benefits Budget Surplus** Benefits Fund Assets
(% of contributions) (% of GDP) (% of GDP) (% of GDP)
2007 11.4 0.69 0.14 14.0
2017 54.8 1.52 0.66 29.9
2027 137.9 1.81 1.66 43.7
2037 220.9 1.55 2.66 50.2
2047 251.5 1.36 3.03 51.3
2057 253.2 1.37 3.05 51.6
2070 258.4 1.35 311 52.0
2075 260.4 1.34 3.14 52.2

* At ten-year intervals and extrapolated to 2070 and 2075; size of cohorts increasing for
successive ten-year periods at rates of 1.01, 1.02, 0.43, -0.04, 0.29, 0.23, 0.02, 0.13, and
0.12 percent.

** If all of return is in cash or converted to cash.

Source: Author’s calculations based on indicated assumptions.
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Table 6.3. Supplementary Benefits in 2047 as Percentage of
Contributions and Effects on Budgetary Position, Benefits, and
Fund Assets as Percentages of GDP*

Contribution

toward
Benefits Budget Surplus** Benefits  Fund Assets

W/P P I (percentage of (percentage (percentage (percentage
(percent per annum) contributions) of GDP) of GDP) of GDP)
0.9 21 8.0 321.8 1.38 3.91 60.37
0.9 25 8.0 290.1 1.39 3.52 56.50
1.425 25 8.0 251.5 1.36 3.03 51.30
0.9 35 8.0 224.8 1.37 2.70 48.15
0.9 3.5 9.054 288.6 2.03 3.46 56.99

* With real wage growth, W/P, of 0.9 percent per annum; price inflation, P, of 2.1, 2.5,
and 3.5 percent; and rate of return, r, of 8.0 percent with price inflation of 3.5 percent.

** If all return is in cash or converted to cash.

Source: Author’s calculations based on indicated assumptions.

bonds or the virtually complete guarantee of Treasury securities,
even at the considerable sacrifice of expected income.
Simulations by the Social Security Administration itself,
applying my proposal to their database and projections, would
certainly differ in detail. They cannot be expected, however, to
show significant departures from the results presented here.
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Conclusion

o there is my proposal in all its simplicity. It preserves Social

Security as we know it, increases—instead of cutting—retire-
ment income for most Americans, helps keep the trust funds sol-
vent, significantly reduces any budget deficits, and encourages
more personal saving. All on a voluntary basis, with no increase
in taxes!

Americans can have all of the benefits the would-be priva-
tizers of Social Security claim with none of the major drawbacks
of privatization. Administrative costs would be minimal, as all
of the supplementary contributions, balances, and benefits would
be blended with the accounts already in the Social Security com-
puters. The stock and bond funds in which Social Security would
invest would carry virtually no additional expenses. These funds
would receive one large check each month for the total amount
that all covered workers contribute and would merely have to
report back to Social Security the value of and income on the
total amount invested. Millions of Americans with little or no
experience in investment would be spared the complexities of the
financial world. The ever present risks of stock market fluctua-
tions would be effectively insulated from the basic social insurance
of our current system, which has kept so many elderly out of
poverty.

41
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Cutting the retirement benefits or other “entitlements” that
a rich and great economy has been able to provide has no part in
my picture. Our Social Security system ain’t broke. There is no
excuse for emasculating it in the guise of fixing it. And there is cer-
tainly no justification for socking the elderly. They should be
helped. Old age is hard enough.
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Year

1998
1999
2000
2001
2002
2003
2004
2005
2006
2007
2008
2009
2010
2011
2012
2013
2014
2015
2016
2017
2018

Contributions
$ Billions

103.9
109.0
114.5
120.2
126.2
1325
139.2
146.1
153.4
161.1
169.2
177.6
186.5
195.8
205.6
215.9
226.7
238.0
249.9
262.4
275.5

Table Al. Calculations for Constant Rate of Growth in Size of Cohorts

End-of-Year
Fund Balance
$ Billions

108.0

229.8

366.4

519.0

688.7

876.7
1,084.4
1,312.9
1,563.6
1,837.9
2,137.2
2,463.0
2,816.5
3,199.3
3,612.7
4,058.1
4,536.8
5,050.1
5,599.1
6,184.7
6,807.9

Income Taxes
$ Billions

208
218
227
237
247
-25.6
-26.4
273
-28.0
-28.7
293
-29.8
-30.1
303
-30.3
-30.1
-29.6
-28.9
279
265
247

Investing in Index

Budget
Surplus
$ Billions

-16.4
-8.5
0.3
10.0
20.7
32.3
45.0
58.8
73.7
89.8
107.0
125.4
145.1
165.9
188.0
211.2
235.6
261.1
287.5
314.9
343.0

Budget
Surplus
% of GDP

-0.190567
-0.093776
0.003231
0.100256
0.197091
0.293516
0.389297
0.484191
0.577938
0.670264
0.760882
0.849488
0.935762
1.019365
1.099942
1177117
1.250495
1.319661
1.384175
1.443576
1.497378

GDP
$ Billions

8,632.1

9,063.7

9,516.8

9,992.7
10,492.3
11,016.9
11,567.8
12,146.2
12,753.5
13,391.1
14,060.7
14,763.7
15,501.9
16,277.0
17,090.9
17,945.4
18,842.7
19,784.8
20,774.1
21,812.8
22,903.4

Benefits
Paid
% of GDP

0.0000
0.0028
0.0084
0.0169
0.0284
0.0428
0.0603
0.0808
0.1045
0.1315
0.1617
0.1953
0.2324
0.2730
0.3172
0.3651
0.4168
0.4724
0.5321
0.5959
0.6639

Fund
Balance
% of GDP

1.251
2.535
3.850
5.194
6.564
7.958
9.374
10.809
12.260
13.725
15.200
16.682
18.169
19.655
21.138
22.613
24.077
25.525
26.952
28.354
29.725

OASDI Int.

Projection
Balance*
$ Billions

1,005
1,109
1,219
1,335
1,459
1,588
1,723
1,862
2,002
2,141
2,277
2,408
2,531
2,642
2,738
2,815
2,868
2,892

(cont. on the following page)
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Year

2019
2020
2021
2022
2023
2024
2025
2026
2027
2028
2029
2030
2031
2032
2033
2034
2035
2036
2037
2038
2039
2040

Table A1* Calculations for Constant Rate of Growth in Size of Cohorts (cont)

Contributions
$Billions

289.3
303.8
319.0
334.9
351.7
369.3
387.7
407.1
427.5
448.8
471.3
494.8
519.6
545.6
572.8
601.5
631.6
663.1
696.3
731.1
767.7
806.0

End-of-Year
Fund Balance
$Billions

7,469.7

8,171.1

8,912.7

9,695.0
10,518.4
11,382.8
12,287.7
13,232.2
14,215.0
15,233.9
16,289.8
17,383.7
18,516.4
19,689.1
20,902.9
22,159.1
23,459.2
24,804.9
26,198.1
27,6411
29,136.3
30,686.6

Income Taxes
$Billions

-22.5
-20.0
-16.9
-13.3
-9.2
-4.4
11
7.4
14.6
22.7
31.3
40.3
49.6
59.4
69.5
80.0
90.9
102.1
113.7
125.6
137.7
150.1

Investing in Index

Budget
Surplus
$Billions

371.9
401.7
432.0
462.7
493.6
524.4
554.7
584.1
612.1
638.1
664.5
691.1
718.0
745.2
772.9
801.0
829.6
859.0
889.1
920.2
952.6
986.5

Budget
Surplus
% of GDP

1.546523
1.590636
1.629323
1.662170
1.688741
1.708575
1.721188
1.726072
1.722691
1.710484
1.696236
1.680161
1.662479
1.643419
1.623221
1.602134
1.580419
1.558348
1.536204
1.514285
1.492899
1.472373

GDP
$Billions

24,048.6
25,251.0
26,513.5
27,839.2
29,231.2
30,692.7
32,227.4
33,838.8
35,530.7
37,307.2
39,172.6
41,131.2
43,187.8
45,347.2
47,6145
49,995.2
52,495.0
55,119.8
57,875.7
60,769.5
63,808.0
66,998.4

Benefits
Paid
% of GDP

0.7346
0.8080
0.8843
0.9635
1.0458
1.1313
1.2202
1.3125
1.4083
1.5079
1.6026
1.6925
1.7774
1.8575
1.9328
2.0032
2.0687
2.1294
2.1852
2.2362
2.2822
2.3233

Fund
Balance
% of GDP

31.061
32.359
33.615
34.825
35.984
37.086
38.128
39.104
40.008
40.834
41.585
42.264
42.874
43.419
43.900
44.322
44.688
45.002
45.266
45.485
45.662
45.802

OASDI Int.
Projection
Balance*
$Billions

2,882
2,834
2,742
2,607
2,421
2,175
1,866
1,486
1,033
501
-112
-812
-1,606
-2,500
-3,499
-4,607
-5,829
-7,173
-8,645
-10,252
-12,003
-13,909
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OASDI Int.

End-of-Year Budget Budget Benefits Fund Projection

Year Contributions Fund Balance Income Taxes Surplus Surplus GDP Paid Balance Balance*

$Billions $Billions $Billions $Billions % of GDP $Billions % of GDP % of GDP SBillions

2041 846.3 32,295.6 162.7 1,022.2 1.453045 70,348.3 2.3594 45.908 -15,983
2042 888.7 33,967.1 175.4 1,060.2 1.435270 73,865.7 2.3905 45.985 -18,240
2043 933.1 35,705.6 188.2 1,100.9 1.419421 77,559.0 2.4165 46.037 -20,696
2044 979.7 37,516.6 201.1 1,144.9 1.405886 81,437.0 2.4375 46.068 -23,368
2045 1,028.7 39,406.1 213.8 1,192.9 1.395074 85,508.8 2.4533 46.084 -26,275
2046 1,080.2 41,381.2 226.4 1,245.7 1.387411 89,784.3 2.4639 46.084 -29,434
2047 1,134.2 43,450.3 238.7 1,304.1 1.383346 94,2735 2.4693 46.090 -32,870
2048 1,190.9 45622.8 250.7 1,369.3 1.383346 98,987.2 2.4693 46.090 36,605
2049 1,250.4 47,903.9 263.2 1,437.8 1.383346 103,936.5 2.4693 46.090 -40,664
2050 1,313.0 50,299.1 276.4 1,509.7 1.383346 109,133.4 2.4693 46.090 -45,075
2051 1,378.6 52,814.1 290.2 1,585.2 1.383346 114,590.0 2.4693 46.090 -49,871
2052 1,447.5 55,454.8 304.7 1,664.4 1.383346 120,319.5 2.4693 46.090 -55,086
2053 1,519.9 58,227.5 319.9 1,747.7 1.383346 126,335.5 2.4693 46.090 -60,754
2054 1,595.9 61,138.9 335.9 1,835.0 1.383346 132,652.3 2.4693 46.090 -66,913
2055 1,675.7 64,195.8 352.7 1,926.8 1.383346 139,284.9 2.4693 46.090 -73,602
2056 1,759.5 67,405.6 370.4 2,0231 1.383346 146,249.1 2.4693 46.090 -80,860
2057 1,847.5 70,775.9 388.9 2,124.3 1.383346 153,561.6 2.4693 46.090 -88,733
2058 1,939.8 74,314.7 408.3 2,230.5 1.383346 161,239.7 2.4693 46.090 -97,262
2070 3,483.7 133,458.6 733.3 4,005.7 1.383346 289,563.3 2.4693 46.090 -272,035
2075 4,446.1 170,330.7 935.9 5,112.4 1.383346 369,564.3 2.4693 46.090 -405,321

* Projections provided by the Office of the Actuary of the Social Security Administration.

Note: Contributions, c, of $706.46 in 1998 by members of each cohort aged 35 to 64, increasing for up to n years at rate of nominal wage growth,
w; rate of return, r, credited each year to average fund balances; retirement benefits paid for m years; benefits scaled down by Ato accommodate
COLA of p; size of chohorts increasing at g per year; ¢ = 3.1% of taxable payroll, n = 30, w= 3.96%, r= 8%, k= 0.8007382749, p = 2.5%, g =
1%. Budget surplus results assume all of return is in cash or converted to cash.



Table A2. Calculations for Lower Future Rate of Growth of Cohort Size

OASDI Income

Supp. Supp. Intermed.  Supp. Supp. Supp. from Supp.  Supp. Supp. Fund Supp. Supp.

Contri- Fund Projection Benefits Benefits Income Average Budget Budget Balance  Benefits Fund
Year butions Balance of Balance Paid Paid Taxes Balance  Surplus Surplus Ratio of Supp. Paid Balance

$ Billions $ Billions $ Billions $ Billions % of Contrib. $ Billions $ Billions $ Billions % of GDP Benefits % of GDP % of GDP
1998 104 108 729 0 0.00 -21 4 -16 -0.19 — 0.00 1.25
1999 109 230 815 0 0.23 -22 14 -8 -0.09 899.61 0.00 2.54
2000 114 366 907 1 0.71 -23 24 0 0.00 452.59 0.01 3.87
2001 119 517 1,005 2 1.43 -24 35 10 0.10 303.30 0.02 5.22
2002 125 686 1,109 3 2.40 -24 48 21 0.20 228.44 0.03 6.61
2003 131 871 1,219 5 3.63 -25 62 32 0.30 183.35 0.04 8.03
2004 137 1,076 1,335 7 5.14 -26 78 45 0.40 153.14 0.06 9.48
2005 143 1,301 1,459 10 6.92 -27 95 59 0.49 131.43 0.08 10.96
2006 150 1,546 1,588 13 8.99 -27 114 73 0.59 115.04 0.11 12.46
2007 156 1,814 1,723 18 11.36 -28 134 89 0.69 102.19 0.14 13.99
2008 163 2,105 1,862 23 14.05 -28 157 106 0.78 91.81 0.17 15.54
2009 170 2,421 2,002 29 17.06 -28 181 124 0.87 83.23 0.21 17.12
2010 178 2,762 2,141 36 20.41 -28 207 143 0.97 76.01 0.25 18.70
2011 186 3,129 2,277 45 24.12 -28 236 163 1.06 69.82 0.29 20.30
2012 194 3,524 2,408 55 28.20 -28 266 184 1.14 64.45 0.34 21.91
2013 202 3,948 2,531 66 32.67 -27 299 206 1.22 59.72 0.39 23.52
2014 211 4,401 2,642 79 37.55 -26 334 228 1.30 55.53 0.45 25.14
2015 220 4,883 2,739 94 42.86 -25 371 252 1.38 51.77 0.52 26.75
2016 229 5,397 2,815 112 48.62 -24 411 276 1.45 48.37 0.59 28.35
2017 239 5,941 2,869 131 54.84 -22 454 301 1.52 45.28 0.66 29.94
2018 249 6,516 2,892 154 61.57 -19 498 326 1.57 42.45 0.74 31.50
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Year

2019
2020
2021
2022
2023
2024
2025
2026
2027
2028
2029
2030

2035
2036
2037
2038
2039
2040
2041
2042
2043
2044
2045
2046

Supp. Supp.
Contri- Fund
butions Balance
$ Billions  $ Billions

260 7,122
271 7,759
282 8,427
294 9,126
306 9,855
319 10,613
332 11,399
346 12,210
360 13,045
375 13,900
390 14,775
407 15,669
498 20,437
519 21,452
540 22,489
563 23,548
586 24,633
610 25,744
635 26,882
662 28,050
689 29,251
717 30,488
747 31,765
778 33,086

OASDI

Intermed.  Supp.
Projection Benefits
of Balance Paid
$ Billions $ Billions

2,882 178
2,834 206
2,742 236
2,607 270
2,421 307
2,175 348
1,866 393
1,486 442
1,033 497
501 556
-112 619
-812 683
-5,829 1,038
-7,173 1,115
-8,645 1,193
-10,252 1,273
-12,003 1,354
-13,909 1,437
-15,983 1,521
-18,241 1,606
-20,697 1,692
-23,369 1,778
-26,275 1,864

-29,434 1,950

Supp.
Benefits
Paid

Supp.
Income
Taxes

% of Contrib. $ Billions

68.66
76.07
83.80
91.89
100.33
109.14
118.33
127.93
137.94
148.39
158.44
168.02

208.44
214.96
220.94
226.35
231.19
235.55
239.40
242.75
245.58
247.88
249.63
250.83

-16
-13

108
119
131
142
154
165
177
189
201
212
224
235

Income
from Supp.
Average
Balance
$ Billions

545
595
647
702
759
819
880
944
1,010
1,078
1,147
1,218
1,595
1,676
1,758
1,841
1,927
2,015
2,105
2,197
2,292
2,390
2,490
2,0594

Supp. Supp.
Budget Budget
Surplus  Surplus
$ Billions % of GDP

351 1.63
376 1.68
402 1.72
427 1.75
452 1.78
477 1.80
500 181
521 1.82
541 181
558 1.79
574 1.77
590 1.75
665 161
680 1.58
695 1.55
710 1.52
726 1.49
743 1.47
761 1.44
780 1.42
801 1.40
824 1.38
849 1.37
878 1.36

Fund
Balance
Ratio of Supp.
Benefits

39.93
37.69
35.66
33.81
32.10
30.51
29.02
27.60
26.26
24.98
23.88
22.93
19.69
19.24
18.84
18.49
18.19
17.91
17.67
17.46
17.29
17.15
17.04
16.97

Supp.
Benefits
Paid
% of GDP

0.83
0.92
1.01
111
121
1.32
1.43
1.54
1.66
1.79
191
2.03
251
2.59
2.66
2.73
2.79
2.84
2.89
2.93
2.96
2.99
3.01
3.02

Supp.
Fund
Balance
% of GDP

33.05
34.56
36.03
37.45
38.82
40.14
41.39
42.57
43.67
44.68
45.61
46.45
49.47
49.86
50.19
50.46
50.68
50.86
51.00
51.11
51.18
51.23
51.27
51.30

(cont. on the following page)



Table A2. Calculations for Lower Future Rate of Growth of Cohort Size (cond.)

OASDI Income

Supp. Supp. Intermed. Supp. Supp. Supp. from Supp. Supp. Supp. Fund Supp. Supp.

Contri- Fund Projection Benefits Benefits Income Average Budget Budget Balance  Benefits Fund
Year butions Balance of Balance Paid Paid Taxes Balance  Surplus Surplus Ratio of Supp.  Paid Balance

$ Billions $ Billions $ Billions $ Billions % of Contrib. $ Billions $ Billions $ Billions % of GDP Benefits % of GDP % of GDP
2047 809 34,458 -32,870 2,035 251.45 245 2,702 912 1.36 16.93 3.03 51.32
2048 843 35,888 -36,605 2,119 251.48 255 2,814 950 1.36 16.94 3.03 51.34
2049 877 37,376 -40,664 2,206 251.51 266 2,931 990 1.36 16.94 3.03 51.37
2050 913 38,927 -45,075 2,297 251.59 277 3,052 1,032 1.36 16.95 3.03 51.40
2051 950 40,542 -49,871 2,392 251.70 288 3,179 1,075 1.36 16.95 3.03 51.43
2052 989 42,224 -55,086 2,491 251.86 300 3,311 1,120 1.37 16.95 3.04 51.46
2053 1,029 43,974 -60,755 2,595 252.06 313 3,448 1,166 1.37 16.95 3.04 51.50
2054 1,071 45,795 -66,913 2,703 252.30 326 3,591 1,214 1.37 16.94 3.04 51.53
2055 1,115 47,689 -73,602 2,816 252.57 340 3,739 1,264 1.37 16.94 3.04 51.56
2056 1,160 49,660 -80,861 2,934 252.89 355 3,894 1,315 1.37 16.93 3.05 51.60
2057 1,207 51,708 -88,733 3,057 253.24 370 4,055 1,367 1.37 16.91 3.05 51.63
2058 1,256 53,838 -97,262 3,186 253.63 386 4,222 1,421 1.36 16.90 3.06 51.66
2070 2,025 87,377 -272,035 5,232 258.38 642 6,855 2,265 1.35 16.70 311 52.02
2075 2,470 106,912 -405,321 6,432 260.39 793 8,389 2,751 1.34 16.62 3.14 52.17

Note: Contributions, c, of $706.46 in 1998 by members of each cohort aged 35 to 64, increasing for up to n years at rate of nominal wage growth, w;
rate of return, r, credited each year to average fund balances; retirement benefits paid for m years; benefits scaled down by k to accommodate
COLA of p; size of cohorts increasing at g (cohort) per year—growth per annum for successive ten-year periods: 1.01%, 1.02%, 0.43%, -0.04%, 0.29%,
0.23%, 0.02%, 0.13%, and 0.12%; C = 3.1% of taxable payroll, n= 30, w= 3.96%, r= 8%, k= 0.8007382749, p = 2.5%; investment in indexed stock
or bond fund. Budget surplus results assume all of return is in cash or converted to cash. The assumed ten-year growth rates for cohorts are based
on the intermediate alternative projections of total population aged 20 to 64 in the Social Security area, published in Social Security Area Population
Projections: 1997, Actuarial Study No. 112, Social Security Administration, Office of the Chief Actuary, August 1997, SSA Pub: No. 11-11553, Table
21, pp. 84, 86, 88, 90, 92, 94, 96, 98 and 99.
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2

1. 1997 Annual Report of the Board of Trustees of the Federal Old-
Age and Survivors Insurance and Disability Insurance Trust Funds,
Washington, D.C., transmitted April 24, 1997, hereafter referred to as
OASDI Report, p. 4, and Social Security Administration news release
of October 16, 1997.

2. Report of the 1994-1996 Advisory Council on Social Security,
vol. 1, hereafter referred to as Advisory Council Report, p. 89.

3. Total retirement benefits received in 1994 were $584.3 billion,
of which 47.8 percent came from Social Security and 52.2 percent from
the sum of private pensions (30.7 percent), Federal Employee Retirement
programs (11.0 percent), and State and Local Employee Retirement
programs (10.5 percent) as indicated in EBRI Databook on Employee
Benefits, 4th ed. (Washington, D.C.: Employee Benefit Research
Institute, 1997), p. 155 (hereafter referred to as EBRI Databook).

4. The Monthly Benefit Data Base maintained by the Office of the
Chief Actuary of the Social Security Administration put the average
monthly figure for 1996 at $792.66.

5. Social Security Reform (New York: Twentieth Century Fund
Press, 1996).

6. Advisory Council Report, p. 19.

3

1 By way of explanation, see Robert Eisner, “Don’t Sock the
Elderly, Help Them: Old Age Is Hard Enough,” Elder Law Journal
(University of Illinois) 5, no. 1 (Spring 1997): 181-93; Robert Eisner,
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The Great Deficit Scares: The Federal Budget, Trade, and Social Security
(New York: Twentieth Century Fund Press, 1997).

2. The Economic and Budget Outlook: Fiscal Years 1997-2006,
Congressional Budget Office, May 1996, pp. xix and xxi.

3. The Economic and Budget Outlook: Fiscal Years 1998-2007,
Congressional Budget Office, January 1997, p. xviii.

4. See OASDI Report, p. 60.

5. “The Economic and Budget Outlook for Fiscal Years 1999-2008:
A Preliminary Report,” Congressional Budget Office, January 7, 1998,
p. 2, www.cbo.gov.

6. Advisory Council Report, p. 89.

7. See Robert Eisner, “Whatever You Call It, a Tax Goes to the
Treasury,” Wall StreetJournal, July 29, 1997.

8. OASDI Report, p. 53.

9. EBRI Databook, p. 179.

10. Olivia S. Mitchell, James M. Poterba, and Mark J. Warshawsky,
“New Evidence on the Money’s Worth of Individual Annuities,” NBER
Working Paper no. 6002, National Bureau of Economic Research,
Cambridge, Mass., April 1997, p. 2.

11. OASDI Report, Table I1.H1, p. 148.

12. Calculated as 100 x (1 - 1/1.0498) = 4.74 percent.

13. In response to concerns about Social Security, real and imag-
ined,there has been a substantial agitation for “reform.” I would reform
Social Security to adjust some of the benefits and taxes in the direction of
greater equity and efficiency. The payroll tax is focused particularly on
labor, has no progressivity whatsoever, and had an upper income cut off
point, $65,400 in 1997, rising to $68,400 in 1998. With use of a dedi-
cated portion of the income tax Social Security might then offer benefits
to all who contribute, including those whose income taxes have been
based on capital income rather than labor income. There is no reason
why all should not receive retirement insurance regardless of the sources
of their income and contributions. The couple that lives off interest and
dividends and capital gains, as well as employees on salaries and wages,
should have the opportunity to receive an actuarially fair retirement
annuity with protection against the possibility of ravaging inflation.

14. The “best estimate of the size of the upward bias” in the CPI
inflation rate according to the Senate Finance Committee’s Advisory
Commission to Study the Consumer Price Index (“The Boskin
Commission™), Toward a More Accurate Measure of the Cost of Livings
December 4, 1996, p. ii.

15. If one really wanted to encourage people to work longer, it would
make sense rather to remove the penalty of the loss of Social Security
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benefits for wages earned from the ages of sixty-five to sixty-nine and
also to eliminate the special tax on Social Security benefits for those
whose earnings drive their incomes above fairly modest levels.

16. Advisory Council Report, pp. 30-33.

17. According to a recent article by Ellen E. Schultz and Vanessa
O'Connell, “A 401 (k) Surprise: Fees Keep Going Up and Up,” Wall
Street Journal, November 12, 1997, p. CI, “Fees in 401 (k) retirement
plans are rising—and employees are increasingly paying the bill.” It
reported that investment fees for typical plans covering five hundred
employees ranged from 0.53 percent, or $159 annually on an average
$30,000 balance, for the lowest-cost provider to 2.5 percent, or $768
annually for the highest-cost provider. These percentages would be much
higher if calculated in relation to ultimate pension benefits, which are of
course much less than balances.

4

1. Recall my suggestion above that the current system, financed with
income taxes instead of payroll taxes, might offer benefits to all who
contribute, whether out of labor income or capital income. | have
refrained from adding this extension to my proposal for supplementary
contributions, but it might readily be included.

2. Other than those generated by the new, “back-loaded” Roth IRA,
effective January 1, 1998. This option offers the possibility of contribu-
tions that are not tax deductible but with ultimate returns that are tax-free.

3. Adverse selection may occur to the extent that income is posi-
tively associated with longevity. Those with higher incomes will be most
likely to make voluntary contributions, so that, given this positive asso-
ciation, the expected lives of those with supplementary accounts will
be greater than average. They would be receiving retirement benefits
longer than predicted on the basis of actuarial tables for the general
population. This would mean that benefit payments based on those
actuarial tables would turn out to be too large. Retirees would, in fact,
on average get back more than their supplementary contributions and
the earnings on them. It might prove desirable, therefore, to offer annu-
ities that are actuarially fair to the subset of those who contribute rather
than the larger annuities that would be calculated by applying tables
relating to the general population. If contributors could withdraw or
cash out their investments, however, the adverse selection might become
much more serious. Then, those who learned they would not live long
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would withdraw, raising still more the average life expectancy of those
remaining in the supplementary system. This would contribute to adverse
selection an active, causal factor for which it would be difficult to control.

4. For private businesses, nonprofit enterprises, and state and local
government employees, respectively.

5. The supplementary contributions might ideally extend to employ-
ers who would match their employees’ contributions. The employers
would benefit from the lower administrative costs. Employees would ben-
efit from the full portability of their pensions, akin to what college pro-
fessors enjoy in the TIAA-CREF program as they move from one
participating institution to another.

6. The Old-Age and Survivors Insurance Trust Fund was credited
with a 7.7 percent rate of return on its U.S. Treasury securities in 1996
and with a 7.9 percent rate in 1995. These rates reflect higher interest
rates on Treasury obligations acquired by the funds in the past. The
interest rate on special issues purchased by the OASI Trust Fund in June
1996 was 7.0 percent (OASDI Report, p. 44). Yields on marketable,
long-term, thirty-year Treasury bonds are currently (as of February
1998) 5.9 percent and generally somewhat lower on shorter maturities.

7. The 3.96 percent per year increase in individual contributions is
assumed in order to arrive at the round number of 5 percent for aggre-
gate contributions. Precisely, 1.0396 times 1.01 = 1.05, thus a 5 per-
cent increase per year.

8. OASDI Report, p.13.

9. As of February 18, the yield on U.S. Treasury notes maturing in
February 2008 was 5.48 percent, while the yield on inflation-indexed
Treasury securities maturing January 2008 was 3.662 percent, implying
an expected inflation rate of only 1.75 percent.

5

1. OASDI projection from OASDI Report, p. 186, interpolated
between 2025 and 2030 and converted from 1997 dollars to 1998 dol-
lars. The corresponding projection for those with “high earnings” is
$19,067.

2. OASDI Report, p. 190.

3. Calculated as 100 x ([1.08 x 1.035/1.025]-1) = 9.05 percent.

4. Over the fifty-two weeks ending January 9, 1998—despite a 3.01
percent decline that day—the Standard & Poor’s 500 Stocks index
increased in value by 20.31 percent and the New York Stock Exchange
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Composite Index rose 21.64 percent. Over the twenty-year period end-
ing October 31, 1997, the total return on the S&P 500 averaged 16.2
percent per annum; over the most recent ten years, 14.3 percent; over
three years, 28.5 percent. For the thirty-year period from 1967 to 1996,
the total return on the S&P 500 was 11.8 percent. Over the seventy-one-
year period from 1926 to 1996, the return was 10.7 percent.

5. Some accountants may argue that the supplementary fund bal-
ances are committed to specific payouts and should not be lumped
with the current fund balances. | have pointed out the economic irrel-
evance of the current trust fund balances, but those who raise ques-
tions about their long-run solvency use projections based on
calculations reflecting the payouts currently specified. One does not
break down the balances in terms of particular commitments, as for one
cohort or another, in judging that solvency. Rather, all are lumped
together. It would seem reasonable therefore to lump balances relat-
ing to the new, supplementary obligations with everything else.

In an economic sense, there was never any reason to set up trust
funds analogous to private pension funds. The United States Treasury
can and will pay benefits, unlike a private pension plan, whether or not
there is enough in the funds. But since policymakers are looking at the
status of the funds, one should look at their totality, regardless of their
sources or the commitments to which they are related.

6. The specific figures shown in Table 5.2 rest on the assumptions
that the OASDI Trust Funds are credited with the market value of the
funds and that the Treasury receives cash equal to capital appreciation
as well as dividends.

7. Total benefits will eventually exceed total contributions as long as
the rate of return on balances is greater than the rate of growth of con-
tributions. The ratio of annual benefits to annual contributions will
then become constant when equilibrium is reached in 2047. With an 8
percent return, benefits will then be 205 percent of contributions. With
only a 5 percent return, however, benefits will rise to match the level of
contributions only in 2047 and stay equal to them thereafter. Hence,
with a 5 percent return, the Treasury will lose tax revenues until 2047
and not gain them back in later years.

8. | have half seriously suggested that our deficits of past years could
have been eliminated by selling off government assets, possibly on a lease-
back arrangement, beginning with the White House and Capitol and
going on to our military arsenal and all federally owned infrastructure.

9. As pointed out by Laurence J. Kotlikoff, Generational Accounting:
Knowing Who Pays—and When—for What We Spend (New York: Free
Press, 1992), p.77.
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10. Among the major problems of measurement are the failure to
include investment (and hence saving) in human capital and the intangi-
ble capital of knowledge and research and development, and the failure
to account for real capital gains and losses in the measure of net foreign
investment. Until recently government investment was not included
either, but the Bureau of Economic Analysis, following procedures of the
internationally recommended System of National Accounts, does now
include it in the measures of public investment and saving.

11. Flow of Funds Accounts of the United States, Flows and
Outstandings Second Quarter 1997, Board of Governors of the Federal
Reserve System, 1997, p. 64.

12. Ibid., p. 78.

13. Contribution estimates projected from figures of $128.8 billion
and $98.8 billion for 1992 and 1990, respectively, as shown in the 1996
edition of U.S. Department of Commerce, Statistical Abstract of the
United States (Washington, D.C.: U.S. Government Printing Office,
1996), p. 377. Projecting on the basis of $154 billion of 1993 contri-
butions, as indicated in EBRI Databook, p. 98, gives a figure of some
$310 billion for 1997. Net acquisition of pension fund reserves by
households was running at an annual rate of $283 billion in the first half
of 1997, according to the Flow of Funds Accounts, p. 18.

14. James M. Poterba and David A. Wise, “Individual Financial Decisions
in Retirement Saving Plans and the Provision of Resources for Retirement,”
NBER Working Paper no. 5762, National Bureau of Economic Research,
Cambridge, Mass., September 1996, p. 7, citing Bernstein Research, The
Future of Money Management in America (New York: Sanford C.
Bernstein & Co., 1995).

15. Calculated from figures in EBRI Databook, Tables 13.1 and 13.2,
p. 116.

16. lbid., Table 2, p. 41.

17. William G. Gale, “The Aging of America: Will the Baby Boom Be
Ready for Retirement?” Brookings Review, Summer 1997, p. 8.

18. Federal employees may make voluntary, tax-deferred, supplemen-
tary contributions to their retirement in a “thrift savings plan.” Those in
the Federal Employees’ Retirement System (FERS) benefit from matching
government contributions. Employees in the much larger Civil Service
Retirement System (CSRS) may make supplementary contributions up to
5 percent of their basic pay each pay period. As reported in the September
30, 1996, Annual Report of the Civil Service Retirement and Disability
Fund, “Each $100 in a voluntary contribution account (including inter-
est earned) will provide an additional annuity of $7 a year plus 20 cents
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for each full year the employee is over age 55” (p.11). Among FERS
employees, 83 percent contribute; among CSRS employees, without the
matching contributions, 54 percent participate (letter to employees from
executive director, Federal Retirement Thrift Investment Board,
Washington, D.C., March 1997.)

State and local government employees are overwhelmingly in
defined benefit plans, but it may be noted that as of 1995, 51 percent of
state and local pension fund investments were in equity, 32 percent in
bonds, and 13 percent in “other” holdings, including mortgages, real
estate, and mutual funds. EBRI Databook, p. 137.

19. This might occur if the federal deficit is reduced by cutting grants-
in-aid to states and localities, currently running at more than $200 bil-
lion per year, or by transferring federal programs to them.

20. It is worth pointing out that the desirability of increased nation-
al saving, as it is currently measured, is far from clear. It has long been
said that Japan has had rapid growth and great economic success
because it has had a high rate of saving, while the United States has suf-
fered greatly from its allegedly low rate of saving. The relative states of
the Japanese and American economies today certainly call that link into
question.

6

1. This would be correct if, as indicated in the note to Table 6.1, all
of the return were in cash or converted to cash by the Treasury. The
effect on the budget surplus or deficit would depend not on the total rate
of return but on the portion of the return in cash or converted to cash.
If, for example, only half of the 10 percent return were in cash the
reduction in the budget deficit (or increase in the surplus) would be that
shown on the 5 percent rate of return line, or only 0.30 percent of GDR

2. Table 6.2 is abstracted from Appendix Table A2. The assumed
ten-year growth rates for cohorts are based on the intermediate alter-
native projections of total population aged twenty to sixty-four in the
Social Security area, published in Social Security Area Population
Projections: 1997, Actuarial Study no. 112, Office of the Chief Actuary,
Social Security Administration, August 1997, Table 21, pp. 84, 86, 88,
90, 92, 94, 96, 98, and 99.

I note a possibility of adverse selection affecting years of retirement
that may be balanced by favorable selection regarding cohort size.
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Those who do not expect to live as long, statistically minorities and
more generally the poor, may not be as likely to sacrifice current con-
sumption for future retirement benefits. But the cohorts of those actu-
ally contributing may grow, along with their contributions, among
people expecting to live longer than the average life span.
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