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SOCIAL SECURITY REFORM OPTIONS:
PREPARING FOR THE 21ST CENTURY

TUESDAY, SEPTEMBER 24, 1996

U.S. SENATE,
SPECIAL COMMITTEE ON AGING,
Washington, DC.,

The committee met, pursuant to notice, at 9:07 a.m. in room 628,
Senate Dirksen Building, Hon. William S. Cohen (chairman of the
committee) presiding,

Present: Senators Cohen, Reid, Grassley, Warner, and Burns.

Staff present: Mary Berry Gerwin, Liz, Liess, Sally Ehrenfried,
Lindsey Ledwin, Ken Cohen, Jerry Reed, Ted Totman, Paul Van
Remortel, Chip Wallace, and Rem Dickinson.

OPENING STATEMENT OF SENATOR WILLIAM S. COHEN,
CHAIRMAN

The CHAIRMAN. I'm going to go ahead and begin so that we won’t
lose too much more time.

Today the Special Committee on Aging is holding a hearing on
the future of Social Security retirement system as we enter the
21st century. As the main plank of President Roosevelt’s New Deal
economic agenda, the Social Security Trust Fund was first created
to provide support for retired workers and their dependents to pro-
tect Americans against a poverty-ridden old age.

The size and promises of the Social Security system have grown
dramatically since the ink first dried on this legislation. Two dec-
ades after its passage, the program was expanded to cover workers
who became (E)isabled. Another decade passed, and Medicaid was
created to help pay the health care bills of elderly and disabled
Americans. Now, just 60 years after its creation, Social Security
has become the Nation’s largest Federal program, touching the
lives of nearly every individual in this country. gx(‘)cial Security pays
out over $350 billion, or almost $1 billion Rcl)llars each and every
day in benefits. .

This year, the Aging Committee has devoted much attention to
the proglems plaguing the disability portion of the Social Security
system—namely, the Social Security Disability Insurance Program,
or SSDI, and tﬁe Supplemental Security Income Program, SSI. As
we have revealed in past hearings, the disability caseloads are
mushrooming out of control. They've grown nearly 70 percent in
the past decade alone. Younger beneficiaries are getting on the
rolls, younger each year, and very few ever return to work, It's not
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unusual, for example, for a typical SSDI recipient to spend nearly
a third of his or her life on the disability rolls.

Todags heariniis going to focus on the other major crisis facing
Social Security: the aging of the population and the pressures that
these numbers are going to be placing on the Social Security retire-
ment system. By the year 2015, when the baby boomers begin en-
tering their mid-60’s, the number of persons receiving benef%zs will
reach over 50 million, or one-third greater than those receiving
benefits in 1995.

By the year 2040, the percent of the U.S. population over the age
of 65 will have doubled. Like the disability program, people will be
staying on the rolls longer once they become eligible for benefits,
due to their longer life spans. For example, a 65-year-old male who
began receiving benefits in 1940 was expected to live, on average,
an additional 12 years. By the year 2015, the life expectancy of a
65-year-old male will have increased by over a third, resulting in
m}111c;1 higher retirement costs for the Social Security system as a
whole.

The crush of baby boomers on the system is intensified further
by two additional factors. First, the number of workers paying into
the system as the baby boomers collect benefits is shrinking. In
1950, we had over 16 workers paying into the system per bene-
ficiary, 9 years from now there will be only 2.6 workers paying So-
cial Security taxes per each beneﬁciarg. go the number of people
carrying the load will diminish, while the load continues to expand.

Second, the net savings rate of the country has dropped dramati-
cally. As this chart shows, the national net savings rate has
dropped by 50 percent over the past 30 years, placing even more
pressure on the Social Security system as a major source of retire-
ment income for an aging population.

Welcome, Senator Simpson. We appreciate your being here this
morning.

Senator SIMPSON. Just go ahead, please.

The CHAIRMAN. Despite the inherent political risk, the message
is clear. We must do something to fix Social Security, since the pro-

am is on the road to insolvency. Trustees of the Social Security

ust Fund have sounded the alarm that retirement and disability
trust funds will be depleted by the year 2029.

Now, this may seem like light years away to our channel-surfing,
fast-food, short-attention-span society, but if we don’t prepare
today, the consequences tomorrow, both on individuals and the
economy as a whole are going to be catastrophic. The debate on
how to reform Social Security 1s emerging.

Many of these proposals would “privatize” Social Security, al-
though there’s no consensus on exactly what this would mean.
Some point to the experience of Chile. This would involve replacing
the current system entirely with a system of personal investment
accounts, in which the individual would control his or her invest-
ment decisions for retirement.

Other options involve the adoption of a two-tier system, com-
posed of a flat rate benefit supplemented by a personal savings ac-
count, or earmark a portion of Social Security payroll taxes for de-
posit in personal savings account. Still other voices call for an in-
vestment board that would invest the Social Security trust funds
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in the financial markets, rather than giving total control to individ-
uals over investment decisions.

Today we're going to hear some testimony about several of the
major proposals on how to revise the system in order to keep the
promise of a secure retirement for millions of Americans, and con-
(slidg:r what factors are necessary to guide us as we undertake this

ebate.

First, we’re going to hear from our distinguished colleague from
Wyoming, Senator Alan Simpson, who along with Senator Bob
Kerrey, served on the Bipartisan Commission on Entitlement and
Tax Reform. Senator Simpson and Senator Kerrey have co-spon-
sored legislation which calls for major Social Security reforms.

We're then going to hear from Michael Tanner of the CATO In-
stitute, and Paul Hewitt, of the Taxpayers Union Foundation, each
of whom advocate proposals to privatize Social Security. Robert
Myers, a former chief actuary of the Social Security Administra-
tion, will discuss changes which can be made within the Social Se-
curity program to ensure solvency over the long term.

We'll also hear from retirement policy experts who will provide
us with a set of criteria we ought to consider in approaching re-
form. Eugene Steuerle, of the Urban Institute and Martha Phillips
of the Concord Coalition, an organization committed to controlling
the growth of entitlement spending are going to provide us with
the guiding principle that they believe are important for reform.

Estelle James, an economist at the World Bank, will draw on les-
sons learned in other countries who have set out to reform their
retirement systems. Finally, Paul Yakoboski, of the Employee Ben-
efit Research Institute, will describe recent findings on the invest-
ment experiences of workers who participate in 401(k) plans.

There are major philosophical, economic, and practical issues
posed by the Social Security privatization and restructuring propos-
als. For example, who should make retirement investment deci-
sions? What kinds of basic benefits should be provided? How do we
account for poor investment decisions? How do we deal with the
transitional period of changing to a new system? How can we in-
crease the national savings rate? What are the economic effects of
various privatization proposals? How do we regulate any new sys-
tem to guard against those who would prey on the unsophisticated
investors?

There’s no time remaining in this Congress to act on any of these
issues. But I hope the hearing will at least serve as a forerunner
to the kind of hearings that are going to set the stage for, I think,
a discussion not only in Congress but also for the dinner tables of
America, how we're going to reform Social Security.

I also want to say just a couple of other words, since this is the
last official hearing of the Aging Committee. We're going to have
a joint committee meeting on Thursday with the Appropriations
Committee. But I want to say something about the politics involved
in all of this.

Social Security is said to be the third rail of politics. We all know
that that has been the case in the past. Medicare was said to be
a third rail of politics. Catastrophic health care was another third
rail of politics. I think the image of senior citizens beating on the
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rooftop of former Congressman Dan Rostenkowski is probably in
the minds of many people in this Congress.

The fact is that the country is riding the third rail of politics.
Medicare trustees indicated last year that we need to take action
now and not defer action any longer if we're going to maintain the
solvency of the Medicare trust fund. Without in any way trying to
politicize this particular committee hearing, I must say that it's
disappointing that no action has been forthcoming to in fact reign
in the growth in spending in the program in order to ensure its sol-
vency.

We can’t afford to defer it much longer. I suspect that what’s
going to happen after the elections, we will see a so-called biparti-
san or blue ribbon commission being formed. This commission will
resolve what we’re either incapable, or unwilling, or lacking the
courage to resolve and the same thing may be necessary as far as
Social Security itself is concerned. There is no deferring this issue
much longer. The longer we wait, it’s only going to put that much
more pressure on future contributors to the program and bene-
ficiaries as well.

[The prepared statement of Senator Cohen follows:

PREPARED STATEMENT OF SENATOR WILLIAM S. COHEN

Today the Special Committee on Aging is holding a hearing on the future of the
Social gecurit retirement system as we enter the 21st century. As the main plank
of President Roosevelt’s New Deal economic agenda, Social Security was first cre-
ated to provide support for retired workers and their dependents, and to protect
Americans against a poverty ridden old age.

The size and promises of the Social %ecurity system have grown dramatically
since the ink first dried on this legislation. Two decades after passage, the program
was expanded to cover workers who became disabled. Another decade passed, and
Medicare was created to help pay the health care bills of elderly and disabled Amer-
icans.

Now, just over 60 years after its creation, Social Security has become the Nation’s
largest Federal program, touching the lives of nearly every individual in this coun-
try. Social Security pays out over $350 billion—or almost $1 billion each and every
day—in benefits.

'i"his year the A%ing Committee has devoted much attention to the problems

laguing the disability portion of the Social Security program-—namely, the Social
curity Disability Insurance Program (SSDI) and the Supplemental Security In-
come Program (SSI). :

As we have revealed in past hearings, the disability caseloads are mushrooming
out of control, and have grown nearly 70 percent in the past decade alone. Younger
beneficiaries are getting on the rolls younggr and very few ever return to work. It
is not unusual, for example, for a typical SSDI recipient to spend nearly a third of
his or her entire adult life on the disability rolls.

Today’s hearing will focus on the other major crisis facing Social Security: the
aging of the population and pressures that these numbers will place on the social
security retirement system.

By the year 2015 when the baby boomers begin entering their mid-60’s, the num-
ber of persons receiving benefits will reach over 50 million—or one-third greater
than those persons receiving benefits in 1995. By the year 2040, the percent of the
U.S. population aged 65 and older will have doubled.

Like the disability program, people will be staying on the rolls longer once they
become eligible for benefits, due to their longer life spans. For examp%e, a 65-year-
old male who began receiving benefits in 1940 was expected to live, on average, an
additional 12 years. By the year 2015, the life expectancy of a 65-year-old male will
have increased by over a third, resulting in much higher retirement costs for the
Social Security system as a whole.

The crush of baby boomers on the system is intensified further by two factors.

First, the number of workers paying into the system as the baby boomers collect
benefits is shrinking. While in 1950 we had over 16 workers paying into the system

—
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per beneficiary, 9 years, from now there will be only 2.6 workers paying Social Secu-
rity taxes for each beneficiary.

Second, the net savings rate of the country has dropped dramatically. As this
chart shows, the national net savings rate has dropped by 50 percent over the last
30 years, placing even more pressure on the Social Security system as a major
source of retirement income for an aging population.

Despite the inherent political risks, the message is clear: we must do something
to fix Social Security, since the program is on the road to insolvency. The Trustees
of the Social Security Trust Funds have sounded the alarm that the retirement and
disability trust funds will be depleted by the year 2029.

This may seem like light-years away to our channel-surfing, fast-food, short-atten-
tion-span society, but if we do not prepare today, the consequences tomorrow, both
on individuals and on our economy as a whole, will be catastrophic.

The debate on how to reform Social Security is emerging. Many of these proposals
would “privatize” social security, although there is no consensus on what this would
mean. Some, pointing to the experience of Chile, would replace the current system
entirely with a system of personal investment accounts in which the individual
would control his or her own investment decisions for retirement.

Other options would adopt a two-tier system composed of a flat-rate benefit sup-
plemented by a personal savings account or earmark a portion of Social Security
payroll taxes for deposit in personal savings accounts.

Still other voices call for an investment board thought would invest Social Secu-
rity trust funds in the financial markets, rather than giving total control to individ-
uals over investment decisions.

Today we will hear testimony about some major proposals on how to revise Social
Security in order to keep the pension promise for millions of Americans, and con-
sider what factors should guide us as we undertake this debate.

First we will hear from my distinguished colleague from Wyoming, Senator Alan
Simpson, who, along with Senator Bob Kerrey, served on the Bipartisan Commis-
sion on Entitlement & Tax Reform. Senator Simpson and Senator Kerrey have co-
sponsored legislation which calls for major Social Security reforms.

We will then hear from Michael Tanner of Cato Institute and Paul Hewitt of the
Taxpayer Union Foundation, each of whom advocate proposals to privatize Social
Security. Robert Myers, a former Chief Actuary of the Social Security Administra-
tion, will discuss changes which can be made within the Social Security program
to ensure solvency over the long term.

We will also hear from retirement policy experts who will provide us with consid-
erations we should make in guiding our reforms. Eugene Steuerle of the Urban In-
stitute, and Martha Phillips of the Concord Coalition—an organization committed
to controlling the growth of entitlement spending—will provide us with criteria they
believe are important for reform. Estelle James, an economist at the World Bank,
will draw on lessons learned in other countries who have set out to reform their
retirement systems. Finally, Paul Yakoboski of the Employee Benefit Research In-
stitute will describe recent findings on the investment experiences of workers who
participate in 401(k) plans.

There are major philosophical, economic, and practical issues posed by Social Se-
curity privatization and restructuring proposals.

For example,

Who should make retirement investment decisions?

What kind of basic benefit should be provided?

How do we account for poor investment decisions?

How do we deal with a transitional period if we change to a new system?

How can we increase the national savings rate and what is the economic effects
of various privatization proposals?

How do we regulate any new system to guard against those who would prey on
unsophisticated investors?

While there is no time remaining in this Congress to act on any of these issues,
I hope that this hearing, as well as work Senator Simpson has devoted to this issue
in the Finance Committee, will set the stage for discussion in the next Congress—
and over the dinner tables of America—on how to plan for the retirement of millions
of Americans.

Now I'll yield to Senator Reid.
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STATEMENT OF SENATOR HARRY REID
Senator REID. Thank you, Mr. Chairman, for holding this hear-

ing.

%ocial Security is, in my opinion, the original contract with
America. It’s functioned successfully for some 60-odd years. It’s the
most important source of income for the elderly, and is received by
92 percent of retirees. It is, in my opinion, what has allowed the
seniors in this country to enjoy a quality .of life that is beyond com-
parison in the past.

So we all, I think, intend to maintain the Social Security as an
important quality of life issue for senior citizens.

There are numerous proposals as to what we should do about So-
cial Security. We're going to hear from some of these this morning,
and I compliment, Mr. Chairman, you and the staff for setting up
these panels. Many of these proposals have come from the Social
Security Advisory Council, who will soon release its official report.

Some of these proposals include minor adjustments to the cur-
rent system; investing a portion of the current trust fund in the eq-
uity market; or establishing personal savings accounts similar to a
401(k) plan. There is even one proposal which calls for total privat-
ization. Consequences and impacts of any of these proposals are
significant.

As such, this debate warrants this committee’s careful attention
and review. We need to study this issue, as well as the proposed
solutions and impacts, before we hastily rush to solve what at this
point is appropriately described as a long-term problem.

The future of Social Security and its solvency clearly warrants
our attention. Mr. Chairman, I served with our first witness as a
member of the Entitlement Commission. It's clear that we have a
lot of problems in the entitlement programs in our country. I think
that as far as Social Security goes, we've heard the old adage, if
it isn’t broken, don’t fix it. I personally believe there are some
things in Social Security that need to be fixed. But we need to
make sure that we know what is broke before we start trying to
fix it and that’s the reason why with this hearing and others like
it, we need to focus our utmost attention to.

The Social Security trustees and Medicare trustees have almost
every Kear they’'ve been in existence, in fact, Medicare, the only
time they haven’t, out of the 27 years we’ve had Medicare, there
has only been 2 years they haven’t called for financial rejuvenation.
Now, this is not a plea for inaction with Social Security. I think we
h}';ave to do something. We just have to make sure we do the right
thing.

I think that we have to in this hearing explain to current bene-
ficiaries that their benefits aren’t in jeopardy. We need to look at
this, if we don’t do something with this Social Security trust fund,
funds, I should say, everyone’s going to have some problems. It’s
important that we address the problems as we see them.

There will be some that may have a tendency to share their per-
spective in a way that I think scapegoats the elderly, and framing
this debate as an intergenerational conflict which benefits seniors
at the expense of younger members of our society simply won’t
work. In the words of the late Claude Pepper, who I had the good
fortune to serve with in the House, “These Social Security insur-



ance programs are intergenerational, and all Americans benefit
from their success.”

So I encourage all, Mr. Chairman, to remember the words of Sen-
ator Pepper, and refrain from looking to place blame on a particu-
lar group or organization and come together in seeking solutions.

While the Social Security program enjoys a surplus today, this is
not a license for current beneficiaries to not participate in the de-
bate. We have a national issue being discussed here that affects fu-
ture beneficiaries. What better group to be part of the debate than
seniors who are the beneficiaries, those who have contributed so
much to our society in the past, whose collective expertise has
solved so many of our Nation’s past challenges.

I again call upon them to offer their expertise and their thoughts
and views as we engage in this debate. I believe that all mem%ers
of the American family, grandparents, parents and children, the
public and private sector, advocacy or%anizations, should puil to-
gether, consider all the options and collectively solve this problem
by developing a solution that’s fair and equitable.

Sure, Mr. Chairman, Social Security may be different in the fu-
ture than it is today, but so, too, is the world of today different
than it was when Social Security was first established 60 years
ago. Whatever the outcome of our debate, we owe it to our current
beneficiaries, their children, and their grandchildren to protect the
vital social insurance aspects of the program. Let us not forget that
Social Security insures workers and their spouses and dependents
against the possibility of living a very long life, and exhausting
their assets. It’s also designed to provide some insurance against
unforeseen events that interrupt a worker’s flow of income, such as
disability or death.

Mr. Chairman, I visited a Social Security office a few months ago
in North Las Vegas, NV. This was during the Government shut-
down. When I went there, the workers were concerned, of course,
about the shutdown. But they're concerned about having certain re-
forms in the program.

One of the things that sticks in my mind is these people were
so upset, these workers, about a program that’s in_existence, I
guess all over the country, as part of the Social Security Disability
program, where a parent, if they say to the school district, “my
child has some learning problems,” they can take that to Social Se-
curity, they need no doctor’s certificate, they need nothing, and
they start getting Social Security Disability benefits for those kids.
They indicated there are families in North Las Vegas where six
kids in a family get, I don’t know how much money it was, about
$300 a month, tax-free. They feel it's one of the biggest ripoffs in
Government, these are the thoughts of people who work in the pro-
© gram.

So we tend to focus on the old age portion of Social Security, and
we certainly need to focus on that heavily. But there are other
parts of the Social Security program that are simply being abused
in the minds of the people who work in the program every day, So-
cial Security employees.

So, Mr. Chairman, Social Security we know protects workers
from unexpected events that precipitate early retirement. Social
Security has been and in my view must continue to be a viable part
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of the American story. There’s no doubt that some type of reform

is clearly needed when looking at the long term solvency of Social

Security. The question is, what form should that reform take.
Again, I thank you for holding the hearing, and would ask unani-

mous consent that my entire statement be made part of the record.
[The prepared statement of Senator Reid follows:]

PREPARED STATEMENT OF SENATOR HARRY REID

Thank you Mr. Chairman for holding this important hearing today. It is appro-
priate that the Senate Special Committee on Aging conduct this hearing because we,
as a Nation, are about to begin a stimulating and qengthy debate on what the future
holds in store for our SociaF, Security Program. Seniors, both in Nevada and across
this great country, whose voice we represent on this committee, are going to read
the papers, see news stories and become concerned about their benefits. We must
assure them that we are active participants in this debate by communicating loud
and clear the concerns of our senior citizens.

Social Security is a program that is described by many as the most successful so-
cial program ever designed. Social Security is the original “Contract with America.”
It has functioned successfully for more than 60 years, providing the o rtunity to
retire with dignity after years of hard work for millions of our citizens. Before Social
Security, many seniors lived below the poverty line. In 1960, more than one-third
of all elderly Americans lived below the poverty line, Today, less than 13 percent
of the elderl};/ are poor. This achievement is due to the credit of the Social Security
Program. Americans should be proud of this accomplishment. Social Security is the
most important source of income for the elderly and is received by 92 percent of re-
tirees. As a result of Social Security and Medicare, and an array of other senior sup--

ort services, our most senior mem{)ers of American Society are able to enjoy a qual-
ity of life they so richly deserve. I intend to see that this remains the case. From
the outset Mr. Chairman, let me state that I fully support the debate on Social Se-
curity reforms and encourage all parties with a point of view on this subject to en-
gage actively in this debate. We need to hear from all voices on this issue so we
can ensure a comprehensive review is accomplished before we rush to pass any re-
form legislation. &’hile it is important to hear from the architects of these various
reform proposals, let us not forﬁ t to listen loud and clear to the beneficiaries them-
selves in this debate. After all, it's their perspective that will convey to us the
strengths and weaknesses of our current program first hand.

There are numerous proposals on Social Security Reform, some of which we will
hear about this morning. Many of these proposals have come from the Social Secu-
rity Advisory Council who will soon release its official report. Some of these propos-
als include minor adjustments to the current system; investing a portion of the cur-
rent trust fund in the equity market; establishing persona) savings accounts similar
to a 401K plan; or even one proposal I've seen which calls for total privatization.
The consequences and impacts of any of these proposals are significant and as such
this debate warrants this committee’s ce.refulp attention and review. We need to
study this issue, as well as the proposed solutions and impacts, before we hastily
rush to solve what at this point 1s appropriately described as a long-term problem.
The future of Social Security and its solvency clearly warrants our attention, but
does not in my view warrant a hastily ,prepared response. I'm reminded of the old
adage “If it aint broke don't fix it.” Let’s be sure we know what’s broke, before we
Jump to conclusions on what to fix. Seniors in this country deserve to be assured
that this is our solemn commitment. ’

I think it is important to point out from the onset that the solvency of Social Secu-
rity is in no great immediate danger at this moment. The current system enjoys a
significant reserve and this surplus is likely to exist well into the first decade of
the 21st century. Mr. Chairman, this is not a plea for inaction, but an attempt to
put the current problem in perspective. When the baby boomers begin to reach the
retirement age in 2010, this increase in the retiree population will place a strain
on the system, and fiscal Erudence suggests that we conduct our review now to en-
sure we are prepared for the shift when it occurs.

I believe we owe it to current beneficiaries from the outset to explain that their
benefits are not in jeopardy. This committee has a responsibility to communicate
with seniors about issues that directly affect their well-being. The solvency issue we
are discussing today really impacts future beneficiaries and the issue is how to
make the program solvent in the long term. At some point in the future, modifica-
tions to our current Social Security structure will be necessary. I believe these modi-
fications will apply to future beneficiaries and we should do what is necessary to
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make good on our contract with current recipients. Current projections predict suffi-
cient funds to cover beneficiaries until the year 2030. This gives us time to study
the issue and make the right decisions. However, if we fail to begin the debate now,
transition or implementation of any changes which may be needed in the future will
be more difficult as time progresses. An early start now will significantly reduce the
ultimate cost.

Mr. Chairman, there will be some that may have a tendency to share their per-
spective in a way that scapegoats the elderly, and framing this debate as an
intergenerational conflict which benefits seniors at the expense of younger members
of our society. In the words of the late Senator Claude Pepper “these Social Insur-
ance Programs are intergenerational and all Americans benefit from their success.”
I encourage all, Mr. Chairman, to remember the words of Senator Pepper and re-
frain from looking to place blame on a particular group and come together in seek-
ing solutions. I for one will not sit idle and allow this generational scapegoating to
occur. This emphasis on intergenerational conflict is not based on fact and it serves
no useful purpose other than to muster support for a particular view and to cause
ill-content between generations of our American family. We need honest, fair and
intelligent debate on this issue from all, young and old alike.

While the Social Security Program enjoys a surplus today, this is not license for
current beneficiaries to not participate in the debate. We have a national issue
being discussed here that affects future beneficiaries. What better group to be part
of the debate than seniors, those who have contributed so much to our society in
the past whose collective expertise has solved 30 many of our Nation’s past chal-
lenges. I again call upon them to offer their expertise and their thoughts and views
as we engage in this debate. I believe that all members of the American family;
grandparents, parents, and children, the public and private sector, advocacy organi-
zations, should pull together, consider all the options and collectively solve this
problem by developing a solution that is fair and equitable. Sure, Social Security
may be different in the future than it is today, but so too is the world different
today than it was when Social Security was first established more than 60 years
ago. Whatever the outcome of our debate, we owe it to our current beneficiaries,
their children and their grandchildren to protect the vital social insurance aspects -
of the program.

Let us not forget that Social Security insures workers and their spouses and de-
pendents against the possibility of living a very long life and exhausting their as-
sets. It is also designed to provide some insurance against unforeseen events that
interrupt a worker’s flow of income, such as disability or death. Social Security also
protects workers from unexpected events that precipitate early retirement, such as
workforce consolidations. Social Security has been, and in my view must continue
to be, a viable part of the American story. There is no doubt that some type of re-
form is clearly needed when looking at the long-term solvency of Social Security, the
question is * * * what form should that reform take?

Mr. Chairman I again thank you for holding this hearing today. I look forward
to hearing the testimony of our witnesses and participating in this debate in the
coming months. Social Security has many valuable attributes and it is a system in
my judgment that is well worth preserving. As we engage in this debate we must
not forget that Social Security has protected seniors from economic insecurity since
its inception. This must be characterized as a success and whatever we ultimately
decide to do, this achievement should be an essential ingredient of any solution.

The CHAIRMAN. It will certainly be included, Senator Reid.
Senator Grassley.

STATEMENT OF SENATOR CHARLES GRASSLEY

Senator GRASSLEY. I'd like to take just 60 seconds, now that
you're retiring, to thank you for your leadership of this committee.
It’s been outstanding, ang particularly the work that you have done
in regard to waste, fraud, and abuse, the work you’ve done on nurs-
ing home standards, the reform of the SSI and SSDI programs. It’s
just been outstanding.

Obviously, the Congress is going to miss your contribution, the
people wilf,, your colleagues will. We thank you for what you've
done. Because this Special Committee on Aging has just done out-
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sta‘r;fdmg work because of your efforts and that of your excellent
sta

The CHAIRMAN. Thank you.

Senator GRASSLEY. I'm going to put most of my statement in the
record, and just give the highlights. I want to highlight the fact
that it's never too late to begin the necessary debate over the fu-
ture of the Social Security system. We know that there’s a problem
and that the sooner we deal with it, the better.

Of course, given the potential magnitude of the program’s long-
term financing, it was probably inevitable that the debate would at
least begin to discuss privatization. I know that this year, for the
first time to my recollection, privatization got significant attention
in the news media.

A significant minority of the current advisory council has sug-
%ested that individual taxpayers be able to invest their own funds.

thers have suggested that money in the trust fund be invested in
private instruments rather than T-bills. As a result, there’s a
healthy debate going on. I think that the advisory council members
have contributed very much to that debate in thinking of alter-
native approaches to the system’s future solvency problems.

I, for one, believe that we need to proceed carefully and delib-
erately and a hearing like this is a step in doing that. We need,
particularly, analyses of possible consequences of privatization on
beneficiaries, their families, on productivity, financial markets, and
fhe economy more generally, and on the way the Government regu-
ates.

We need to satisfy ourselves that privatization is really required.
There is a responsible and respectable body of opinion that believes
that such fundamental reform is not really necessary. This line of
reasoning holds that there are many smaller steps that could be
taken which would put the system on a sound financial footing over
the long run, and which would not require major structural
changes in the program.

Most of all, we must get the % eneral public, and especially older
Eeople engaged in the debate. Social Security reform of whatever

is not somethmg that we can begin without strong public
backing of what we're about to do.

[The prepared statement of Senator Grassley follows:]

PREPARED STATEMENT OF SENATOR CHARLES GRASSLEY

Thank you, Mr. Chairman.

I have just a few comments.

The Social Security Retirement Program has been with us since 1935. It has been
one of our most successful Federal programs, at least so far.

Now, as we look out over the long term and the retirement of the big baby-boorn
generation—which is just around the corner in 2008 or 2009—concerns are being
raised about the financial viability of the system. The most recent report by the So-
cial Security Trustees concluded that the retirement trust fund will be able to pay
benefits for about the next 35 years—until the year 2031. At that time, according
to their report, the current payroll tax would be able to generate only about 76 per-
cent of benefits payable.

Of course, the problem is going to be on us well before that. In 2012 or 2013 the
cash coming into the trust fund from the payroll tax will be less than what is need-
ed to pay benefits. At that point, the administrators of the program have to reach
into the Trust Fund. As we all know, the Trust Fund is a collection of 1.0.U’s. As
a practical matter, therefore, the Government at that point will have to borrow more
money or raise taxes to pay benefits. Thus, the point at which the program begins
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making substantially greater financial demands on the overall economy comes much
earlier than 2031. So a necessary debate has begun over the future of the system.

Given the potential magnitude of the program’s long-term financing problem, it
was probably inevitable that the debate would turn to privatization of some or all
of the program.

I think that this debate over privatization is important and necessary. I would
only emphasize, at this early point in the debate, that we need to proceed carefully
and deliberately. We need much more analysis of the possible consequences of pri-
vatization. On beneficiaries and their families. On productivity, financial markets,
and the economy more generally. On the way government legislates and regulates.

We need to satisfy ourselves that privatization is really required. There is a re-
spectable and responsible body of opinion that believes that such fundamental re-
form is not really necessary. This line of reasoning holds that there are many small-
er steps that could be taken which would put the system on a sound financial foot-
ing over the long run and which would not require major structural changes in the
program.

Most of all, we must get the general public, and especially older people, engaged
in this debate. Social Security reform, of whatever kind, is not sometging we can
begin without the public behind us.

The CHAIRMAN. Thank you very much, Senator Grassley.
Senator Warner.

STATEMENT OF SENATOR JOHN WARNER
Senator WARNER. Thank you, Mr. Chairman.

I join others in paying our profound respects to you, and speak-
ing for myself, it w1{11 be a sad day when, hopefully, I rejoin the
Senate next year and you’re not seated next to me, as we have
been these many, many years together, particularly on the Senate
Armed Services Committee. You've made great contributions to this
institution and national security and foreign affairs, and here in
the Aging Committee. I've been on and off this committee with you
for many years.

I can’t think of anything more important. We talk a lot about the
future, but let us never turn our eyes off those who enabled us to

et to this point, namely our senior citizens, to where we can plan
%or a future. I see also my other distinguished colleague here Sen-
ator Simpson as a witness, we've been together these many years.
While I have some general idea what you will say this morning,
and I'm not about to say I endorse it fully, I'll wait.

But my concern is, of recent, we've seen across America, and I'm
not going to point fingers at either party, scare tactics in connec-
tion with Medicare. We're scaring those very people that enabled
us, i.e., primarily the seniors, to get where we. are today. As we
work toward strengthening Social Security, I hope we would all
pledge to one another not to indulge in scare tactics. Lay the facts
out. Seniors are intelligent. Let them decide for themselves.

I feel that Social Security should have the full faith and credit
of the U.S. Government behind it. There should be no greater secu-
rity attached to the dollar bill than there is to Social Security. But
within that framework of full faith and credit, we have an obliga-
tion to take into consideration that we're living longer, we're
healthier, and that the coming generations are somewhat restive
about the burdens that they have to carry. Also they just feel,
many of them, that they’ll never see a single dollar.

We've got to dispel those thoughts. I don’t presume to have all
the answers. But let’s proceed in a very cautious, fair, open-minded
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way, and let's stay away from any scare tactics. I commend you for
having what I guess will be our last hearing of the committee.
Thanks, Mr. Chairman.
[The prepared statement of Senator John Warner follows along
with prepared statements of Senator Pryor, Craig, and Burns:]

PREPARED STATEMENT OF SENATOR JOHN WARNER

Mr. Chairman, I am pleased to join in this mcrning’s hearing as the committee
examines options for the future of the Social Security System.

I recall that in the landmark Social Security Reform Amendments of 1983—ap-
proved just 6 weeks prior to bankruptcy of the OASDI (Old Age, Survivors and Dis-
ability insurance) Trust Fund—, we were able to refinance the program and restore
solvency to the year 2029.

While there are certainly more pressing matters, such as the pending bankruptcy
of the Medicare hospitalization fund in the year 2001, it is well that the Congress
begin to explore strategies for the long term future of the Social Security retirement
system.

I particularly look forward to hearing the remarks of our distinguished colleague
from Wyoming,o Senator Allan Simpson, Chairman of the Senate Finance Sub-
committee on Social Security and Family Policy. Senator Simpson has made a spe-
cial study of Social Security and other entitlement programs, so we are fortunate
indeed to have the benefit of his recommendations.

1 have a great deal of respect for the basic premise of Social Security. It is a true
social insurance program providing income security for some 43 million Americans,
947,000 of whom are residents of Virginia. The FICA taxes workers pay today estab-
lish their entitlement for old age, survivors and disability benefits tomorrow.

It will be the job of future Congresses to assure that the “baby boom“ generation,
now entering middle age, will one day be able to realize fully the benefit of their
long years of payroll taxes. Thankfully, the 1983 Amendments have put in place the
necessary rate of FICA taxation to get us to the year 2029.

We therefore have the luxury of time—time to study privatization proposals,
broader investment policies and additional retirement vehicles such as IRA’s to de-
termine the best direction for the seniors’ of the 21st century. This should be a na-
tional dialog and one that should be above partisanship at this early stalge.

Mr. Chairman, I look forward with anticipation to reviewing the results of today’s
findings into the future of America’s Social rity System.

PREPARED STATEMENT OF SENATOR DAVID PRYOR

Mr. Chairman, thank you for holding today’s hearing on the reform proposals of
the Social Security Retirement program. Through the years, the committee has dem-
onstrated a commitment to improving these programs and to ensuring their avail-
ability for the retirees of the future. That is one of the very vital functions through
which this committee serves the Senate and our Nation. It has been my great pleas-
ure to work with you in this area and on other important aging issues.

As we have learned from previous hearings, tgg aging baby boomer generation,
coupled with increasing life expectancy and the declining ratio of workers to retir-
ees, will place unprecedented strains on the Social Security program in the next cen-
tury. According to a recent GAO report, “Effective Leadgrs ip Needed to Meet
Daunting Chalfenges,” beginning in 2012, program expenditures are projected to ex-
ceed tax revenue. By 2029, without corrective legislation, the trust funds are ex-
pected to be depleted leaving insufficient funds to pay the excpected level of retire-
ment, survivors, and Disability Insurance (DI) benefits. Mr. Chairman, I believe it
is our bound duty to begin to take responsible steps to shore up our retirement
sytem—and soon. :

Today’s witnesses will inform us on a variety of retirement reform options formu-
lated by a broad array of groups. They represent a spectrum of ideas, but it is up
to us and future Congresses to assess which of these solutions, or combination of
solutions, reflects the best interests of the American population; because, it is pos-
sible that no one particular solution is the answer. My colleagues have recently put
together the Simpson-Kerrey Retirement-Reform Bills. They should be commended
on their effort and courage to better the current retirement 'program.

In particular, as we continue to move in new directions for solutions, I'm hopeful
we will examine Social Security Administration initiatives that have grovided for re-
lief when earlier crises have occurred. According to Commissioner Shirley Chater,
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only 1 in 8 elderly people are living below the poverty line today, as compared to
1 in 3 in 1959. Mr. Chairman, I am confident &at Social Security is fulfilling its
mission as a base of security for needing Americans. It is, however, in need of pro-
grammatic changes coupled with the building blocks of new options for retirement
savings.

1 feel it is imperative to examine why we are faced with problems we are encoun-
tering today. Tﬁ: Social Security Reform Act of 1983 has been criticized as a Band-
Aid for a system that needs true reform. That was not our expectation when we ap-
proved it. g(s) I hope we can take additional steps to stmnsthen the Social Security
program with a significant reform package that reflects ideas we will hear today,
along with the assurance that those reforms will stand the test of time. I hope this
can be done without dismantling a program that has not only survived for 60 years,
but has also ensured protection %or millions of Americans.

I also look forward to hearing about ways in which we can restructure the pro-
gram so that it creates incentives for independent savings and additional retirement
accounts such as 401(k)’s and IRA’s so that beneficiaries can take measures to pro-
tect themselves along with their Social Security checks.

Social Security was never intended to provide complete retirement protection.
While there have always been a number of recipients who are not able to invest
independently, a number of them might use independent means to invest, if they
recelve appropriate education and government incentives to increase personal in-
vestment. Clearly, the independence and self-esteem that can result from actively

articigating in a personal retirement investment plan is a positive step for retirees.
t could also reduce Social Security obligations in the future.

Mr. Chairman, as my retirement from this governing body grows near, my role
will soon be that of writing correspondence an% communicating in a different way
with the elected Congress. This hearing is laying important groundwork for thorny
decisions that the 105th Congress will encounter. I want to thank all of our wit-
nesses for taking time to be here with us today.

PREPARED STATEMENT OF SENATOR LARRY CRAIG

Mr. Chairman, thank you for holding this very important hearing. Today’s topic
is not only of particular relevance to our elderly population, but of significance to
every working American who has paid into our Social Security System.

The modest surplus that the trust fund currently produces is deceptive. Although
Social Security is financed a generation into the 21st century, the picture then turns
bleak. Unless changes are made, the Social Security System is in danger of being
unable to fulfill its commitments in the future, as the baby boom generation reaches
retirement age and the pool of eligible beneficiaries skyrockets.

I am deeply concerned that without considering new ways to sustain Social Secu-
rity, our already over burdened taxpayers—both young and old—will be asked to
surrender an even larger portion of their paychecks to support future obligations.
In Idaho alone, there are more than 174,000 residents who rely on Social curity
Benefits. I know that Idahoans, like most other Americans, can’t afford to give up
anﬂmom of their paychecks to higher payroll taxes.

any are now suggesting privatization may be a viable option to save the system.
They argue that investing in U.S. corporations is not only likely to yield greater rev-
enues but, more important, it would decrease dependency on government revenues
for funding. .

However, privatization does bring several complex issues to the forefront. It is
crucial that any plan to reform the current system avoid potential conflicts of inter-
est, unwanted government influence in the private sector, and overly optimistic as-
sessment of the stock market.

I thank our distinguished witnesses in advance for their help in bringing this
issue to the attention of the Senate, and I look forward to hearing about their find-
ings and their recommendations for policy options in the future.

PREPARED STATEMENT OF SENATOR CONRAD BURNS

Mr. Chairman, I thank you for holding this important hearing. It is high time
that the future of Social rity is put on the front burner by policymakers and
in the real world beyond the Washington beltway. I think most Americans realize
we have a problem, judging from the polls which show nearly two-thirds of Ameri-
cans under 55 have little confidence in the system. But for the most part, Social
Security is not yet on the national radar screen. I commend you, Mr. Chairman, for
taking on these issues in a bipartisan and straightforward manner.
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We are here today because Social Security is in trouble. Now, the danger may not
be immediate—not next year or even the next 10 years—but it is imminent, and
the time to start developing solutions is now.

The problem is this: although currently Social Security’s income exceeds its outgo
by about $65 billion, in 2012 the Social Security trust funds will begin losing money,
and by 2029 they will be fully depleted and the system will be insolvent. The expla-
nation for this is simple: the aging “baby boomers”, lower birth rates, and higher
life expectancies are creating an older society. By 2025, the number of people 65 and
older is predicted to nearly double, At the same time, the number of workers who
finance Social Security is projected to grow by only 17 percent. The result is that
the ratio of workers to Social Security recipients is projected to fall from 3.2 to 1
today to 2.0 to 1 in 2030.

So this is the problem we face today. To put it in perspective, Social Security pro-
tects more than 141 million workers and pays benefits to 43 million people. As I
just noted, these numbers will nearly double early next century.

Our witnesses today will discuss some options for ensuring the long-term sound-
ness of Social Security. We must approach each of these options with an open mind,
but we must not lose sight of this ultimate goal: to ensure the long-term health of
Social Security while protecting the benefits of retirees, survivors, and the disabled.

I look forward to hearing the following testimony from some of the experts on So-
cial Security. Today’s hearing, along wigx the forthcoming report from the Advisory
Coungil on Social Security, will add to the groundwork on which Social Security re-
form will be built.

Thank you, Mr. Chairman.

Senator REID. Mr. Chairman.

The CHAIRMAN. Senator Reid.

Senator REID. Just so that, I know you know this, but so every-
one in the audience and others, this is not a partisan issue com-
plimenting you. I have, as you know, in these meetings; and on a
number of other occasions—

The CHAIRMAN. You've been over-generous in your compliments.

Senator REID. That’s what I was afraid of.

But I just wanted the record to make sure it reflected that feel-
ings about you are bipartisan, as they are about our dear friend
Alan Simpson. His humor and wisdom on this committee, and as
we served for a number of years together on the Environment and
Public Works Committee, will certainly be missed.

There are certain statements Il never forget of Simpson, of
course. One was, he walked into the hearing and there weren’t
seven cameras there. He started his lecture about a seven camera
hearing, I'll always remember that.

But anyway, the issue relating to Senator Cohen and Senator
Simpson are not partisan in nature. Democrats and Republicans
both admire and respect the work that you've done.

The CHAIRMAN. Thank you very much, Senator Reid. Senator
Simpson, you'll keep in mind, I think it was Shakespeare’s observa-
tion that in lapidary inscriptions not under oath, the same might
be said for final committee hearings about chairmen and their col-
leagues who are now departing.

But I appreciate the generosity of what has been offered here.

A couple of quick words before you testify, Senator Simpson. We
should make it clear, no one is attempting to fix blame for the po-
tential and future insolvency of the Social Security system. We
have to look at those charts at either end of the podium here. The
percentage of the people over the age of 65 is going to double. Look
at that chart over there and see that our savings have been cut in
half and that can spell only great trouble and disaster for future
beneficiaries.
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Second, we have made some changes in various aspects of the So-
cial Security program. SSI, disability insurance, both of them were
filled with fraudulent activities and waste. We have corrected that.
Health care fraud was mentioned by Senator Grassley.

I say this because in recognition, I think without this commit-
tee’s existence, we really wouldn’t have dealt with those issues in
the way that we have to keep the pressure up. This is not a legisla-
tive committee. We do not legislate in this committee. But it has
been a forum which has raised the issue of the abuses under the
SSI program, the abuses under the disability insurance program,
the health care fraud which costs roughly $100 billion out of our
total health care system every single year.

If it were not for this committee, I frankly must tell my col-
leagues, I know there is some disagreement about this, if not for
t;hii1 committee, I don’t believe those changes would have been
made.

So I hope that following my departure from this Congress that
the committee will stay in existence. I hope it will have the support
of Republican colleagues. I know that many want to downsize Gov-
ernment and downsize Congress’ portion of that reduction. But this
is one committee I think that is going to be even more important
in the future, as we have an aging population with all the attend-
ant problems. We ought to have one forum where we can try to at
least raise the issues, ventilate them, and then make our rec-
ommendations known to our colleagues who have legislative func-
tions. ’

Now, with that said, let me defer. :

Senator WARNER. Mr. Chairman, I want it to be noted, I agree
with what the Chair has said on this. We’re about to receive the
wisdom of our distinguished colleague Senator Simpson.

It’s too bad we have to wait until we get ready to leave, often,
to tell it as it is. But I know you’ll do that.

We thank the Chair, those of us that hopefully will stay here will
assure you, Mr. Chairman, this committee will remain a viable
part of the U.S. Senate.

The CHAIRMAN. Thank you, Senator Warner.

Let me also indicate that we don’t have to wait for people to
leave in order to tell it like it is. Senator Simpson, I must say, who
is not only a member of this committee, but of the Finance Com-
mittee, has been a longstanding, I should say tall-standing, advo-
cate for reform on some of the most politically volatile issues that
we've ever had to confront. So he’s been out there a long time get-
ting his roof tapped upon by a lot of different groups, not only our
seniors, but veterans and others. Because he’s been pretty much
telling it like it is as far as he is concerned.

So this is not a departing display of courage on his part. He's
been out there on the front lines for a long, long time.

Senator WARNER. Well, he’s one of a kind, Mr. Chairman.

The CHAIRMAN. That’s true.

Senator SIMPSON. Is it noon yet?

Senator WARNER. Did I hear corroboration from the other side?
[Laughter.]
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The CHAIRMAN. You can see why we started a little bit ahead of
schedule, before your arrival, to make sure we'd have plenty of
time to toss you some accolades.

Senator SIMPSON. Oh, I've loved it.

The CHAIRMAN. We'd love to hear your final departing words.
There are armed guards standing at the door to escort you out.
[Laughter.]

STATEMENT OF HON. ALAN SIMPSON, A UNITED STATES
SENATOR FROM THE STATE OF WYOMING

Senator SIMPSON. Well, Mr. Chairman, my friend, and Senators
Grassley, Reid, and Warner, it is a treat to come by. Of course
there is a burning question of the day, and that is, where the hell
is Kerrey? [Laughter.]

Oh, excuse me. I take that back.

Let me tell you, Bob Kerrey and I have been doing this little road
show together for many months. He’s a splendid colleague. He’s
just as rambunctious and partisan as I am.

But the point is, something must be done, and it must be done
soon. Not the soul that has spoken here this morning, isn’t saying
v;le’re going to do something. The only trouble is, we don’t do any-
thing.

Now, that’s a wonderful bipartisan approach, but that’s what’s . -
happening: nothing. I have spoken about this for years, during elec-
tion years of my own, and non-election years. I've been very proud
to be a part of this panel. I think Senator Pryor, before you, Mr.
Chairman, did yeoman work in the area of fraud and the abuses
in the system.

But yes, I've been involved in it. When I came here, my hair was
lightly dusted, of luxuriant brownish hue. Now, I'm emaciated and
wiite-haired and eligible for Social Security.

The CHAIRMAN. You haven’t changed a git since the day you ar-
rived. [Laughter.]

Senator SIMPSON. I don’t use anything on my hair at all, just
hoping it will come back. I have used bag balm on my face at cer-
tain times, but that’s a different story. [Laughter.]

Let me tell you, in 1 minute you can tell what’s happening to So-
cial Security. I could take it now, I practiced law for 18 years,
Harry, I remember when Harry was practicing in Wyoming, too, on
a case or two. In my most productive years, 18 years practicing
law, I never put in over $874 a year, and neither did any gray
haired cat in America.

Now, that’s what people can’t understand. If I were to retire and
take Social Security—you and I aren’t going to retire, we're just
going to reclaim a share of our own lives—if I were to retire, I'll
get $1,140 a month. Now, you tell me how it is possible for such
a scheme to work. It can’t work. You know it and I know it.

Now I'm putting in about $4,500 a year, really getting nailed.
But if I wait until 70 and retire, I get $1,540 a month. So does
every other gray haired cat my age.

So you can talk all day long, into the vapors, but there’s the
issue. They say, oh, you can’t talk like that, we all put in, it’s the
great contract, oh, my Lord. Sure it is. But who would ever dream
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that it would, that you could put in that little and get out that
much? It can’t succeed. It cannot succeed.

Who's telling us this? Well, there’s an interesting group, it comes
from Robert Reich, Robert Rubin, Donna Shalala, Shirley Chater,
and two public trustees, one a Democrat and one a Republican,
saying that Social Security in the year 2029 will be flat broke, and
begin its swan song in the year 2012. You know that and I know
that. Every one of us in this room knows that.

But of course, then the patter is, oh, we’re going to fix it, we'll
do it right. Mumble, mumble. There’s only two ways to fix it. You
either cut the benefits or raise the payroll tax. I guess you could
do both, so we’ll say there are three choices, three magnificent
choices. Cut the benefits back, raise the payroll taxes or a combina-
tion of both. There is no other way, none, to escape this. '

So there’s certainly little need to restate the detailed case for re-
form. I'll sure put in a plug for Pat Moynihan, who back in the
early 1980’s chaired the Blue Ribbon Commission to “do something
about it.” But remember, when they finished, they said they had
done something very good and they did. They said that they had
made the Social Security system solvent until the year 2063. Do
you remember that?

- Well, it’s only solvent until 2029 now, because they keep moving
up the doomsday date about 4 or 5 years every year. We all know
that. You know that and I know that.

It is not a partisan issue in any way. It is not an unsubstantiated
allegation. It is the truth, and it is in the trustees’ report. The rea-
son the extremity is coming is because the baby boomers will be
starting to retire, and we have absolutely no idea how to foot the
bill for those benefits for them. Oh, the promises are magnificent.
But the payroll taxes coming into the system will be inadequate,
totally inadequate, to pay for them.

So if we fail to fundamentally transform Social Security, we will
have only these two options: cut benefits, raise payroll taxes. Mr.
Chairman, there really is something actually worse in the scenario.
It’s a double whammy. You don’t hear anybody talking about this
one, and there’s no escape from this one. Today’s young people be-
tween 18 and 40 really are lost in the swamps. The other day some
mouth-breathing arthropod with his hat on backwards, looking like
this, he said, who speaks for us? I said, why don’t you speak for
yourselves? We gave you the right to vote when you were 18, and
only 15 percent of you use it. Don’t come whining around to me.
Well, that was an interesting conversation and then he turned, in
a note of disdain, turned his hat forward, the bill, and looked at
me with evil eyes—well, no, where were we. A

So the double whammy is that these fine young people today,
and boy, there are plenty of them paying attention now, the Third
Millennium, and other groups, very proud of that. At the same
time their payroll taxes will have to be raised unless we do some-
thing about benefit growth, the Federal Government will be paying
off this huge number of IOU’s to Social Security. It is secured by
the full faith and credit of the United States, which means they’re
going to have to cough it up some day and that’s cash the bonds,
and you know that, and I know that.
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So when people talk about the money and the Social Security
trust funds, what they really mean is a big stack of IOU’s, nothing
more, nothing less. There is no money in a shoe box. There is no
money in your account in a special little slot down there at the sys-
tem, only a promise backed by the full faith and credit of the Unit-
ed States to pay back the IOU’s to Social Security. Where will the
Federal Government get the money to do that? One place, general
revenues coming into the Treasury, from guess who? Taxpayers.
From guess who? The young workers pay payroll tax not the sen-
jors, who don’t pay payroll tax. That’s who.

So I could specify many more of these dazzling projections for
you, but that would take the committee’s time. I'll restrain myself.

Instead, I will note the prestige of the witnesses that are here
today. I've heard from many of them myself at such hearings as
this. Robert Myers, a former Social Security actuary, Martha Phil-
lips of the Concord Coalition, Paul Hewitt of the National Tax-
payers Union Foundation and so many other fine people as well,
thatdmay agree with me or may not. But they all are very dedi-
cated.

So I have one earnest suggestion for you, old friend. Regarding
thoughts to keep in mind as you listen—yes, yes, you young friend.
You're much younger than I, well, not that much. But you still
could pitch baseball, and I gave that up.

So just one suggestion to keep in mind as you listen to the testi-
mony, and as you prepare questions. The questions you posed at
the beginning are good ones. Get those answers. I'll be anxious—
not anxious, eager—to see them. :

Now, first, this is not a long list. There is a very good reason to
be very wary of any and all proposed solutions to the problem that
you will hear today. This is the reason why that is so. There is no
free lunch. There is no free lunch here. Our aim is to move from
a system in which we have no plan for funding tomorrow’s retire-
ment benefits and currently stand instead to simply collect them
via tomorrow’s taxation, and try to move toward a system in which
we are more genuinely saving for the future. I know you're going
to talk about that, looking at the charts.

That means huge new costs today, got to consume less, got to
save more, you will review those. I won’t go on, you're going to dis-
cuss that. But discuss the burdens placed on American citizens. Be
very skeptical, if you will. If a plan promises that there are no new
burdens, then it is most likely suggesting that we trade one form
of debt for another form of debt. There is no free lunch.

Because .of the demands made on the system by the rapid and
accelerating rate of aging and the population, the old ways simply
won't get us there. Sixteen people were paying into this system
when I was at the University of Wyoming, and one person taking
out. Today there are three people paying into the system and one
person taking out. In 20 years, there will be 2 people paying in and
1 taking out. You know that, and I know that.

Payroll taxes have to climb through the roof to make it all work,
and the choices are stark. None of those choices will get us there
by itself, but fundamental reform _is necessary to avoid this crush-
ing burden.
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The Kerrey-Simpson plan is not a proposal for complete overhaul
or privatization of Social Security. It is not that. It only goes so far
toward that objective as we believe was {)ossible to go, considerin
existing constraints in the nature of politics. That’s why the bi
was in eight little packages. Because after they ate up six of them,
there still would be something left after they savaged the stack.

Of course, there are severaFthings in it, but of course the big one
is to allow 2 percentage points of the current FICA taxes, that’s the
portion paid by the individual, to be diverted into a personal in-
vestment account, PIP. It would be similar to an IRA, a thrift sav-
ings plan you're currently in, or the employees’ 401(k), and could
not be spent by the Government. Why didn’t we go further than 2
percent? Because there would be cash-flow pro%lems. Of course
there will.

As you begin to divert a larger share of OASDI taxes, for exam-
ple, 4 or 5 percentage points, you no longer have enough money
available to fund current benefits for retirees. We know that, you
know that. That means you have to find another tax to pay those
benefits. Some would propose to sell bonds to finance those bene-
fits. 'm not here to argue for or against such a proposal.

But remember, when you sell new bonds to finance current bene-
fits, you have another debt instrument in your hands which must
be paid off in the future. You know that, I know that. I personally
feel if we simply exchange one form of debt for another, we remain
in much the same predicament. Thus I believe the only way to re-
duce the amount of future debts staring at us is to reduce the
promised growth and benefits under current law.

There’s one provision in there that Bob Kerrey and I thought
would be like falling off a log, and that was to do something with
the CPI. You know that, and I know that. That was a good biparti-
san approach. We would reduce it by half a percent. On the Fi-
nance Committee, where I did all my work, we heard every single
witness come before us, an endless stream of witnesses, economic
experts, telling us that absolutely must reform CPI, as it overstates
inflation by anywhere from 0.7 percent to 2.2 percent, and nobody
said any different. Nobody, on any side of the issue. The overstate-
ment leads to untold billions going out the window in excess
COLA’s, and no means testing of COLA’s, of course, it would be an
evil thing, good heavens, to think that you could—well, enough of
that. I won'’t get into those groups.

But untold billions in excess COLA’s are paid to Social Security
beneficiaries because of the CPL It’s a technical error, and it must
be corrected. It makes no sense to any of us, certainly not to Bob
and I, that we should continue to force those who are shelling out
the payroll taxes to finance benefit growth far in excess of the in-
tent of the law, simply to perpetuate an acknowledged error.

One half of 1 percent over 7 years on CPI I think is something
around $180 billion, or $200 billion off of the deficit. But in 10
years, it’s much, much more if you did 1 percent reduction in CPI,
10 years, 1 percent. Then you try to do something with that, and
then they talk about breaking the contract and all the stuff that
goes with that. I also think we're going to have to make a change
in the normal retirement age. We propose to gradually raise it to
70 by the year 2029. Nobogy would be hurt in that process. I re-
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mind everyone here again that this would not affect one penny of
benefits for anyone over 50 years of age, not one. The only individ-
uals who would have to wait until 70 to get full benefits are those
who are currently going to get nothing %rom a bankrupt system.
Now, that’s one we absolutely have to do.

We proposed other changes on the benefit side, in order to ensure
there was always enough of a cushion to permit the diversion of
the 2 percenta$e points into the personal accounts. There are very
important, philosophical reasons why we felt the need to maintain
that feature.

One was that simply, every single traditional solution hurts the
very people who currently stand to get a rotten deal out of the sys-
tem. If you raise the retirement age, which indeed we must do, you
effectively reduce the benefits for today’s young workers, those who
are already being punished severely i;y the system, many payin
in more in Social Security than they pay in income tax. We a
know that.

We have a moral obligation to give something back to them. One
way would be the personal investment account, which might
produce a decent rate on their investment. The other reason, as I
conclude, for freeing up at least some of the money into personal
investment accounts is simply that this system must get a better
return than the eternal investment in T-bills. Eternal T-bill invest-
ment is not getting us there. Failing to improve the rate of return
means we cut more deeply into the benefit level and take ever
more away from those in the system through payroll taxes.

Finally, Mr. Chairman, I hope as these solutions come before you
that you will ask them all how they propose to move from today’s
system into one which accrues more savings for tomorrow. Where
will they get the money today to put away to save for tomorrow?
Where do these costs fall, on Government, employers or individ-
uals? Can we sustain the costs? Are they politically tenable? If we
do not accept those costs today, are we not simp{y retaining the
same debt crisis that currently faces us?

But please ask them, Mr. Chairman, what are the transition
costs, what they might be, they will be sizable, and how they
should be paid. ghould they be paid by reducing the growth of ben-
efits to today’s seniors? Now, here’s the one that, as I summarize
18 years here, we have a tendency around here to rush to these
microphones to say a singular thin%, a talisman, the great banner
we unfurl, “Seniors today will not be affected.” Then the huzzahs
and the cheers ring through the city.

Well, 'm sure trying hard to figure that one out. Why are we
saying that the only generation that isn’t going to take a ﬁit is the
living generation which made out the best, which smuggled it out
of here in sacks? If you retired in 1980, you got all your bucks back
in 2% years, ladies and gentlemen, and you know that and I know
that. Now if you go out, you get it all back in about 6%2 years.

I don’t understand that. That’s not the way it’s going to be in the
future, but it is the way it was in the past. Those are irrefutable
statistics.

That doesn’t make much economic or moral sense to me, placing
all burdens on young workers who are the most unknowing, the
most vulnerable, the most out of touch and not paying attention
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generation in the history of the world. That has nothing to do with
good policy and everything to do with politics, and we certainly
ought to stop that one as soon as we can.

Be skeptical, be wary, and this skepticism needs to be heavily
applied to the status quo. Because these proposals for reform con-
tain risks and unanswered questions. But the status quo promises
certain disaster. Thus even with all the uncertainties of reform we
must press forward. Otherwise, we're consigning our posterity to
certain bankruptcy. We know that, and they ﬁ?low that.

So I commend you, Mr. Chairman, my old sidekick and this coun-
try owes you a great deal. You've brought wisdom and intellect and
loyalty and yes, patriotism, too, to this special arena. I have so en-
joyed in you many, many ways, and we’ll do a little more of that
in the future, with these two noble women that have chosen to take
up their lot with us, you and I severely over-married. [Laughter.]

We’ll continue our good works. out in the public venue.

Thank you so much. )

The CHAIRMAN. Well, thank you, Senator Simpson, for your typi-
cally understated and humorless presentation. [Laughter.]

A couple of quick words about your statement. In addition to ei-
ther cutting benefits or increasing payroll taxes, the Medicare sys-
tem, which I think is one example of an abdication of responsibility
on the part of the executive branch and the congressional branch,
we either have a choice of slowing the growth of Medicare or we
can increase payroll taxes by another 40 percent, or a combination
of the two, as you've indicated with Social Security. There are no
other ways of dealing with Medicare in addition to the Social Secu-
rity issue.

I take a little bit of heart, however, when we talk about CPI. Be-
cause 46 members, I was astonished, but 46 members of the Senate
voted for a bipartisan budget proposal which included changes to
the CPI. I hope, some evidence of the kind of changes we hope to
see in the next Congress with leaders such as the AWOL Bob
Kerrey, who couldn’t be here today, but who's been by your side for
these debates and discussions. That’s a remarkable achievement.

Just a few years ago, we had something called the Nunn-Domen-
ici amendment that sought to reign in the growth of entitlement
spending. There were only 26 or 27 members who voted for that.
Three or four years later, we now have 46 members of the Senate
voting for a bipartisan balanced budget proposal, which includes
some pretty tough choices, including slowing the growth of Medi-
care, including cutting back on the CPI one half of 1 percent.

Pat Moynihan, of course, the distinguished Senator from New
York, has advocated a full percentage point in the past. But we’re
in an election year right now, and nothing is going to happen, we
know that. But as soon as the election is over, there is not much
time that should be wasted in bringing back some of those key
players to make those recommendations.

I noticed in today’s Washington Post that Secretary Rubin is now
talking about T-bills. I think I saw something to the effect of an
inflation factor that’s going to be built into T-bills now. Maybe we’ll
index it to inflation. It hasn’t been spelled out yet in terms of how
that’s going to play in the markets.
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One quick question, and I'll yield to Conrad Burns, who hasn’t
made an opening statement. But we talk about public education,
and for those in the audience who don’t realize this, Senator Simp-
son is going to be doing at least a 6-month stint at Harvard. Ted
Kennedy has pointed out Harvard will never be the same. Harvard
will never be the same following Senator Simpson’s participation in
those hallowed halls. [Laughter.]

But it raises the issue of education and you called upon the
Trustees’ report to point out that they are aware of the tidal wave
of demographics heading toward our shores. You cited the trustees,
but I notice that the Commissioner of the Social Security Adminis-
tration sent out a fact sheet to all the employees after the Trustees’
report was issued, and let me just read part of her message.

She said, in 2029 the trust funds will be exhausted. But contrary
to what many people think, the Social Security system will not be
broke in 2029. In fact, even though we will have spent the principal
by that time, payroll taxes will be able to pay for 77 percent of the
benefits. She goes on to say that while some changes need to be
made in the program, there’s ample time to discuss the issues and
deve}op a solution that will have the full support of the American
people.

It seems to me that’s a little bit of Scarlett O’'Hara, don’t worry,
we'll take care of it some time tomorrow. GAO, by the way, just is-
sued a report, it came out in September, which looks at that kind
of attitude. It says, “we are concerned that the Social Security Ad-
ministration has not seized the opportunity as an independent
agency to speak out on the importance of addressing long term fi-
nancing issues sooner rather than later. As we’ve noted in our pre-
vious work, the sooner action is taken to resolve the future fundin
shortfall, the smaller the changes in the system will be needed, ang
n‘iore time individuals will have to adjust their financial retirement
plans.”

Here we have the Commissioner of an independent agency say-
ing, it may be broke, but don’t worry. We'll still have enough pay-
rﬁ 1 ;,axes to take care of 77 percent. Do you have a reaction to
that’

Senator SIMPSON. Well, Mr. Chairman, that is a very sad situa-
tion and this lady, who i1s a very pleasant and wonderful person,
will never be confirmed b thisrgody, because she will not tell us
what to do. I think that there are others of both parties who will,
so this is not a partisan thing, I can assure you, I have sat and
listened to her testify, and Senator Moynihan and all of us on the
panel say, what is it you are recommending? Because you know
better than anyone in the world what needs to be done, you are the
commissioner, acting commissioner should be the phrase, because
she has not been confirmed and she will not be. It won’t matter
whether I'm here or not.

Because we made the Social Security Administration an inde-
pendent agency, within the executive branch and separate from the
legislature. She insists that she still has some fealty toward the ex-
ecutive branch. We don’t. She tells us nothing, absolutely nothing.
Then she is spreading an educational package through the school
sistems, in a great big folio, about how the children of America
should just relax, that nothing’s going to happen, and they are the
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ones being stuck. It is beyond my comprehension how you can do
that and do it under the auspices of the Federal Government.

So this is, that is one of the great puzzlements of my time here,
was to see Commissioner Shirley Chater, and if she were here
today, maybe she is, I have not turned, if she were here today, she
would be as pleasant and courteous and articulate as you can
imagine, and never tell you a thing. Not a thing about what should
we do, what would you recommend to us, you know better than
anybody, what is it? She would just say, we're going to take care
of it, it's going to be slow, it wilI) be incremental, but how are you
going to do it?

I know politics, and this is a tough political year here. But it was
the same 2 years ago. It is very unfortunate that we have that hap-
pening, and very sad.

The CHAIRMAN. Senator Burns.

Senator BURNS. Thank you, Mr. Chairman.

I don’t want to get ahead of my colleagues who beat me here. I
just have a statement I want to put in the record.

I want to thank my good friend and neighbor from Wyoming for
today. I like it when most of us in politics, we want to do some-
thing about this, we know the urgency, we know the problem and
it carries with it great urgency. But it’s kind of like running a
track, I suppose, we all race up there to the starting line, we stick
our feet in the blocks, a guy shoots the gun and nobody leaves be-
causle( of the political land mines that are around that track, so to
speak.

But you've chosen to run that track, and I congratulate you for
it.

If I could just ask a couple of questions. There’s two different
bills, Senator Simpson, 824 and 825. One of them is the mandatory
2 percent checkoff out of your FICA, and one is a voluntary. Would
you just give me your version, are there any other differences in
those bills, or just one mandatory and one voluntary?

Senator SIMPSON. Senator Burns, I don’t remember numbers of
bills, but if one of those is in the package— _

Senator BURNS. I don't remember which is which, either.

Senator SIMPSON. If one of them is in the Simpson-Kerrey pack-
age, there were eight bills, there were seven separate bi{ls and
then a very comprehensive umbrella bill. But ours is a 2 percent,
and they would choose to enter that by reduction of, instead of pay-
ing 6.2 percent payroll taxes, 2 percentage of points would go into
this personal investment account, which is inherited by their heirs.

Senator BURNS. That means of the 6.5 percent they}r,'e taking, in
other words, 4.5 percent is going to go into the pot?

Senator SIMPSON. No, a third. In other words, we're taking, when
we say, I think there’s a 6.2 percent and we’re saying that one-
third of that would go into the personal investment account, in
other words, 2 percent of the increment.

Senator BURNS. My statement is, you're going to be missed here,
especially on this issue, and we wish you happy trails and all that.
tI]’Il1 see you in Cody, WY. I'll venture down there ahout the 4th of

uly.

Senator SIMPSON. There are people still looking for you about
those horses you sold them there about 20 years ago. [Laughter.]
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Senator BURNS. That’s the reason I don’t show up any day but
the 4th of July.

Senator SIMPSON. Come on the 4th.

Senator BURNS. You've got to check your gun before you get to
town. [Laughter.] ’

Senator gIMPSON. Let me just say a final thing. It’s been wonder-
ful serving with you all, and I'm going to teach a course at Har-
vard, of course it’s not just a fellowship, this is a visiting professor-
ship, I hope you have the full extent of that, the appropriate sti-
pend. I'm preparing a syllabus, whatever the hell that is. The
course is entitled The Creating of Legislation, Congress and the
Press. [Laughter.]

I can’t wait.

But I tell you what I'm going to tell them probably the first day.
I’'m going to say, you're the best in the world in one of the finest
institutions in the world, and if all you're doing is training yourself
to knock on those of us who do this kind of work, you'll be picking
grit with the chickens when you’re 65. [Laughter.]

Because if all they do is come out of these marvelous institutions
and make fun of the Kennedys of the world or the Simpsons of the
world or the Reids, the Cohens, the Grassleys, or the Burns, or the
Warners of the world, and think they are accomplishing something,
they are accomplishing nothing. They’d better get off their cans and
get in the game and participate in this rambunctious life of politics,
instead of just sitting there with a supercilious and cynical grin
and saying nothing works. Get in the game. Get wet all over. It
won’t cut it just to sit it out. They’re going to hear a lot of that
theme from this professor.

Senator BURNS. Anything about a gazoo in that course?

Senator SIMPSON. No, that’s the name of my book. It's coming
out. You’re an author. I've only done one, and it will be the last
one. The title of that book is, In The Old Gazoo, Observations from
a Lifetime of Scrapping With the Press. The first blank page says,
gazoo, noun, slang, south end of a horse going north. [Laughter.]

It's not a bitter book, but it certainly does stick it in their ear.
[Laughter.]

The CHAIRMAN. You’re not through yet. :

Senator REID. Before you leave, a couple of rapid fire questions.

Senator Simpson, you tell us what you think, three or four things
we should do for Social Security.

The CHAIRMAN. The expurgated version, please.

Senator SIMPSON. No, Harry, I would immediately do something
with the CPI. I would just say CPI minus half, minus half a per-
cent. Just do that one. Forget what the shrieking is going on with
the senior groups, and I'm not naming the singular name you
thought I would today. Just silence them and go ahead and say,
here’s the testimony of every single witness that said this is over-
stated. Do that one. CPI minus one half of 1 percent.

Then raise the retirement age incrementally from 65 to 70 for
regular retirement, and from 60 to 65 for early retirement, rec-
ognizing there are people, we're not talking about coal miners.
Somebody always comes up and says, how can you do that to peo-
ple who really grub it out? I say, we’re not talking about them, we
can make those adjustments.
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Then the personal investment account I think is very important.
For heaven’s sakes let's do something with the COLA. If we can’t
do something with the cost of living allowance, and what Bob and
I are suggesting is that the lowest 30 percent of people in society
will get a full COLA, and then everybody else will receive no more
than that dollar amount. In other words, if the full COLA for the
lowest 30 percentile is, I don’t know what the figure might be, then
the guys who are loaded up at the top aren’t going to get any more
than tgat dollar amount. '

Then even though it doesn’t have anything to do with Social Se-
curity, it has a lot to do with getting the Government back on its
feet, and that’s means to begin test Part B premiums on Medicare.
That is the phoniest t}ning%l have ever seen in all of public life,
where right now you have a situation where the beneficiary is pay-
ing 25 percent ofy the premium for Part B and the people working
in the kitchen at the Senate dining room are paying 75 percent of
the premium, and we haven’t done a thing about it.

We tried to in committee, in a bipartisan way. Splendid, but that
one, that’s the phoniest one of all. You've got guys paying $60 a
month, or $80 a month, for their premiums. If you stuck them for
the whole load, stick them for the whole load of the premium, it
would be about $180 or $190 a month. These are people who, you
know, drive a BMW to Perkins Restaurant to get the 10 percent
off, They drive you crazy.

So it’s sad, that one has to be corrected. Then we have to do
something about our own pensions. Now, grab on—they won’t let
us get away with this one unless we do something. So Bob and I
are suggesting we change the accrual rate, it’s a small thing, But
you can’t do this to the American people and not do it to your-
selves. It means that the pension in the future would drop about
40 percent. But I leave here after 18 years with a very tidy pen-
sion, adding my military service in the infantry. It’s stunning and
every year I guess if there’s a COLA I'll get that.

It doesn’t fit. It doesn’t work.

The CHAIRMAN. Senator Grassley.

Senator GRASSLEY. In your bill, you set up a personal investment
account into which people can set aside 2 percent of their payroll
tax obligation. In your discussions leading up to that legislation,
how do you deal with the inevitable problems that many people
may mismanage their account or be just plain unlucky, and then
eventually, particularly if that's on a fairly large scale, they are

oing to be coming back to the Federal Government demanding to
Ee made whole? Did you think about that, and if you thought of
it, what did you think about it?

Senator SIMPSON. Well, we did, Chuck and we thought about it,
we also looked into the Chilean plan in Chile. People talk about it
a lot, and they say, why don’t we do that. Well, there’s a lot of dif-
ference between Chile and the United States of America with re-
gard to the “privatization” and investment aspect of it with an av-
erage individual income of $3,200 in Chile versus this one here. We
did talk about it and it’s one of the questions we asked. We say
there will be people, for every one that ever talked to you or me
about making a killing in the market, there are as many people
who say, I lost everything in the market.
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So we would hope, and that’'s why you see the investment com-
munity really ban§ing this thing. I'm amazed how they are running
ads in every single paper about privatization, because they know
what it means to them. They will be the advisors to these people,
and that’s what will happen in my mind. You'll say, OK, now we’re
taking a third of your payroll tax and putting it into a personal in-
vestment account, and it’s all yours. You have to make the deci-
sions as to whether to put it in T-bills or equities or bonds and
they’re going to look at you and say, I don’t even know what you're
talking about.

At that point, they will go to investment bankers and investment
counselors. Yes, they will. Those that don’t could get really burned
and eventually come back to be a burden on us. You're very right.

Senator GRASSLEY. The last question I would ask would pick up
on something I said in my opening statement about the necessity
of involving the public in this debate, if we're to be in a position
to accomplish everything that needs to be done. Is it your sugges-
tion that that be done, or is the situation so bad you don’t worry
about public involvement, just go ahead and do it?

Senator SIMPSON. Well, knowing your history of service to Iowa
and knowing your popularity, and you take tough decisions, and
having campaigned with you and found out that you got more votes
than lke Eisenhower, I'm not worried about you out there telling
them what they need to know.

But it seems to me that we do, we must stop the Commissioner
of Social Security sending out these huge leaden notebooks to the
teaching community in America to tell them that all is well. That’s
got to stop. That’s a good educational process right there, to stop
her educational process immediately, if there is a way.

Then these groups, like the Third Millennium and other groups,
who are young people, who are not anti-senior, they’re simply pro
young people and they’re trying to tell a story. But I think as Bill
says, that vote of 46, and that was 24 Democrats and 22 Repub-
licans, that’s what has to be done, and just join hands and lead the
American people. That’s the nascent beginnings of leading the
American people, and that’s what we’re supposed to do here.

The CHAIRMAN. Senator Simpson, we have breached all the rules
by keeping you here almost 45 minutes testifying. But it’s a real
tribute to the high regard and affection that we have for you. You
have been the top matador in perhaps the greatest bull ring in the
world. I mean that in its most sincere interpretation. You've been
the chief bull fighter over the years. We’re going to miss you a
great deal, and I look forward to visiting you occasionally at the
groves of academia at Harvard.

Senator SIMPSON. Do come on up, please do. Maybe we can get
to the Moscow Circus again. That was interesting in itself.

Harry, thank you. :

Senator REID. Mr. Chairman, I know that everyone has in-
structed us not to say these words. I just wanted to utter these let-
ters as he left. A—-A-R-P. [Laughter.]

Senator SIMPSON. Thank you, Harry. I had hoped someone would
bring them up. Just wherever I mention seniors, insert that in the
record. [Laughter.]
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The CHAIRMAN. Next we're going to hear testimony from three
witnesses who will describe their approaches to reforming the So-
cial Security retirement program. We have with us Michael Tanner
of the CATO Institute, who will discuss the merits of fully
privatizing Social Security. Paul Hewitt, of the National Taxpayer
Union Foundation, will focus on his organization’s National Thrift
Plan, that proposes a 5 percent individual personal investment ac-
count. Finally, we have Robert Myers, a former chief actuary of So-
cial Security and a member of the National Academy of Social In-
surance, who will testify about how to maintain the current secu-
rity program with moderate adjustments.

Mr. Tanner, why don’t you begin.

STATEMENT OF MICHAEL TANNER, DIRECTOR OF HEALTH
AND WELFARE STUDIES, CATO INSTITUTE

Mr. TANNER. Thank you, Mr. Chairman, members of the commit-
tee.

I do appreciate the opportunity to address you today on what I
think is going to be one of the big ticket items in the next few years
that’s going to face this country. It's always a daunting task to fol-
low Senator Simpson, who is such an eloquent spokesman, and to-
gether with Senator Kerrey, has really provided incredible courage
and leadership on this issue. Those of us who want to see changes
in Social Security are very grateful to them for having taken a
leadership role in this.

I want to start off by saying that although I favor privatization
of Social Security, I do not criticize or attack Social Security. Social
Security has done a wonderful job for 61 years now, and has done
largely what it set out to do, which is to reduce poverty among the
elderly and enable them to retire with dignity.

But to say that it's worked in the past does not mean that it will
work in the future the same way. I sort of liken it to the gentleman
who jumped off the top of the Empire State Building and as he was
falling, people could gather at the windows on each floor and watch
him go by. As he passed at each floor, they heard him say, well,
so far, so good. _

The problem, of course, is that at the bottom, you get a big splat,
and the fact is, with Social Security, we are facing a big splat. It
is coming much sooner than we commonly believe. '

As Senator Simpson pointed out, we focus on 2029, the latest
date that the Social Security trustees say the system will be insol-
vent. This is actually the eighth time in the last 10 years that
they've lowered that date down to 2029 now. But the real problem -
begins as early as 2012, or in some scenarios as 2010, when Social
Security begins to pay out more in benefits than it is bringing in
revenue.

The trust fund consists essentially of IOU’s and an accounting
entry representing interest. While we can say that that’s backed by
the full faith and credit of the Federal Government, the fact is you
will have to find money out of general revenues in order to make
good on either the interest at the beginning and then ultimately
the principal on those bonds. That is going to entail a tax increase
on working Americans.
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But the other point I want to make is that just focusing on sol-
vency alone is not sufficient when dealing with Social Security. Be-
cause it is possible through cutting benefits or raising payroll tax
to keep a system solvent.

But you have a second problem with Social Security, and that is,
increasing Social Security is simply a bad deal for today’s workers
in terms of a retirement system. The fact is, as Senator Simpson
pointed out, someone who retired in 1980 did very well under So-
cial Security. Someone who retires this morning will receive back
a rate of return on their Social Security taxes of a little over 2 per-
cent.

But the young person who is out there today working, a 20-year-
old or 25- or 30-year-old, is actually going to receive a negative rate
of return on their Social Security taxes. As you point out, 71 per-
cent of Americans pay more in Social Security taxes than they do
in their Federal income taxes. So this is a very substantial invest-
ment they are making. They are actually going to receive back less
in Social Security than they are paying into the system.

Proposed changes such as raising the retirement age, reducing
COLA growth, reducing benefits in any way, while they probably
should be done, will make that problem worse, as will raising the
payroll tax.

I believe there is a better alternative to any of these proposals,
and that is privatization, allowing people the freedom to invest
their Social Security taxes in financial assets such as stocks and
bonds. Essentially, a privatized Social Security system would be a
mandatory savings program. The 10.52 percent payroll tax that is
the current combined employer-employee contribution to OASI
would be redirected to a Personal Security Account, chosen and
owned by the individual employee.

Personal Security Accounts would operate much like current
IRA’s or 401(k)’s. Individuals would not be allowed to withdraw the
money prior to retirement, and the money would be the property
of the individual, and upon death, if they choose, that type of with-
drawal program, any funds would be part of the individual’s estate,
or they could choose an annuity, in which case there would not be
any residue. o

PSA’s would be managed by private investment industry, the
same way that 401(k) plans are today, and individuals would be
free to choose the fund manager that best meets their individual
needs, and could change managers whenever they wish. The Gov-
ernment would establish regulations on portfolio risk to prevent
speculation. You couldn’t invest in Singapore derivatives, for exam-
ple. But otherwise, they would simply have the role of requiring
some sort of guarantee of solvency of the fund.

The Government would continue to guarantee a minimum pen-
sion benefit, but that would be done as a welfare function and be
funded out of general revenues, rather than a regressive payroll

tax.

I should also just simply say that the idea of privatizing the pub-
lic pension system is neither new nor untried. Where privatization
has been properly implemented, it has been remarkably successful.
We can turn to the example of Chile as probably the first and best
example of this. Chile’s Social Security system predated ours, it
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actually started in 1926, before ours did. But by the late 1970's, its
benefit payments were greater than its taxes, and it had no funded
reserves. It then chose to privatize its system rather than to tinker
with it through payroll increases and benefit cuts.

After 15 years of operation, Chile’s experiment has proven itself.
Pensions in the new private system are already 50 to 100 percent
higher than they were in the state-run system. The resources ad-
ministered by the private pension funds amount to $25 billion, or
around 40 percent of Chile’s gross national product.

By improving the functioning of both the capital and the labor
markets, pension privatization has been one of the key reforms
that has pushed the growth rate of the economy upward from the
historical 3 percent a year to 7 percent a year on average during
the last 10 years. The Chilean savings rate {nas increased to 27 per-
cent of GNP, and the unemployment rate has decreased to 5 per-
cent since the reform was undertaken.

The Chilean system operates much the way I just described the
current system, or the proposed system for the United States.
Under the Chilean system, what determines a worker’s pension
level is the amount of money he accumulates during his working
1\,:lears. He automatically has 10 percent of his wages deposited by

is employer each month in his own individual account. He may
contribute an additional 10 percent of his wages each month if he
wishes, as a form of voluntary savings on a tax deductible basis.
But generally a worker will contribute more than 10 percent of his
salary if he wants to retire early, or if he wishes to obtain a higher
pension,

The worker can choose from about 13 to 14 private pension fund
administrators, there’s free entry into the system. The number of
pension fund administrators varies anywhere between 12 and 20,
depending on mergers and other things that go on. But right now,
there’s a%out 14 private pension fund administration companies
that manage this money. Each company operates the equivalent of
a mutual gund and invests in stocks and bonds and other invest-
ments.

Investment decisions are made by the managing company, not
the individual worker. He’s not required to sit there with his equiv-
alent of the Wall Street Journal and choose between General Mo-
tors and General Electric. The government regulations sets a maxi-
mum percentage for limits to ensure that there is a diversified
portfolio. Workers are free to move from one company to another,
so the companies compete based on higher return investment, bet-
ter government service, or lower commissions.

This system has resulted in lower payroll taxes, higher pension
rates, and an improved economy. In fact, if we followed the Chilean
example, Martin Feldstein estimates that in the United States, the
combination of improved labor market incentives and the higher
real return on savings would result in a net present value gain of
more than $15 trillion to the U.S. economy, equivalent to a perma-
nent addition of 3 percentage points to the U.S. gross domestic
product.

I would add that the Chilean reforms are now seen as such a
huge success that they are being copied all over the world. Argen-
tina, Peru, Colombia, Uruguay, and Mexico have all moved to a

35-304 0 - 96 - 2
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Chilean style system. In Europe, Britain has allowed people to opt
out, has essentially a two-tier system in which there is a floor ben-
efit and then people are allowed to opt out of the upper tier. Some
70 percent of Britons have opted out of the upper tier and are now
in private accounts.

Italy has begun to privatize some aspects of its Social Security
system. Estonia is moving toward a private Social Security system.
Even Croatia is beginning to move in this direction. So we're seeing
this all over the world. Much of Southeast Asia has a different form
of a private system called a provident fund, which is evident in
Singapore, Malaysia, and elsewhere.

Let me just suggest in closing that the alternatives, that while
privatizing Social Security certainly entails risks, the alternatives
are worse. Raising the payroll tax, and we're talking a substantial
payroll tax increase of anywhere from between 3 to 10 percent, de-
pending on which scenario you use, cutting benefits by as much as
a third, or a combination of the two, is I think unacceptable to
most young Americans today. It would simply make a bad deal
worse.

Allowing the Government to take the money in the trust fund,
assumin% you can find actual money there, and invest that directly
would allow the Government to become the owner of a majority of
almost every major corporation in America, which entails substan-
tial risks, in my opinion. In addition to huge social investing prob-
lems, after all, do you allow the trust fund to invest in tobacco
stocks? Do you allow it to invest in companies that do business in
Cuba, or make nuclear weapons, or don’t have union labor, and on,
and on, and on.

Given all those problems, I believe the only alternative you're left
with that can assure that tomorrow’s young worker will be able to
retire with the same dignity that his parents and grandparents did
is privatization.

I thank you very much.

[The prepared statement of Mr. Tanner follows:]
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Mr. Chairman, distinguished members of the committee:

Thank you for the opportunity to appear before this committee and address one of the
most important questions facing this country today: whether today’s young workers will have
the same opportunity for a dignified retirement as do today’s seniors.

I do not want to begin by attacking Social Security. For 60 years, Social Security has
largely accomplished its goal. It has significantly cut poverty among the elderly and enabled
them to retire with dignity. But despite all the good that Social Security has accomplished,
the system now faces irresistible demographic and fiscal pressures that threaten the future
retirement security of today’s young workers. Only by moving to a system of privately-
invested, individually-owned accounts can a system of secure retirement be preserved.

Just a couple of months ago the Social Security system’s Board of Trustees reported
that the retirement system will be insolvent by 2029, down from 2030 in last year’s report.
This represents the eighth time in the last 10 years that insolvency date has been brought
forward. But focusing exclusively on that date is misleading. The implication is that Social
Security’s financing is fine until 2030, at which point benefits will suddenly stop. The
reality is much more complex.

Currently, Social Security taxes bring in more revenue than the system pays out in
benefits. The surplus theoretically accumulates in the Social Security Trust Fund. However,
the situation will reverse as early as 2012. Social Security will begin paying out more in
benefits than it collects in revenues. To continue meeting its obligations, it will have to
begin drawing on the surplus in the Trust Fund. However, at that point, we will discover
that the Social Security Trust Fund is really little more than a polite fiction. For years, the
federal government has used the Trust Fund to disguise the actual size of the federal budget
deficit, borrowing money from the Trust Fund to pay current operating expenses and
replacing the money with government bonds.

Beginning in 2012, Social Security will have to start turning in those bonds to the
federal government to obtain the cash needed to finance benefits. But the federal government
‘has no cash or other assets with which to pay off those bonds. Of course, the Social
Security insists that those bonds are safe, comparing them to the government bonds in private
- investment portfolios. Those bonds are backed by the full faith and credit of the U.S.
government. But this is irrelevant.
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Pretend for a moment that there was no trust fund and no bonds. What would happen
in 20127 The government would have to raise taxes to continue paying promised benefits.
Now, consider what will happen with the trust fund. The government witl have to raise
taxes to make good on the bonds to continue paying promised benefits. Either way, the
government can only pay benefits by raising taxes--or borrowing and running bigger deficits.

Even if Congress can find a way to redeem the bonds, the Trust Fund surplus will be
completely exhausted by 2029. At that point, Social Security will have to rely solely on
revenue from the payroll tax. But such revenues will not be sufficient to pay all promised
benefits. If the government is going to make good on all the promised benefits under both
Social Security and Medicare, payroll taxes will have to be increased to between 28 and 40
percent.

Social Security’s financing problems are a result of its fundamentally flawed design,
which is comparable to the type of pyramid scheme that is illegal in all 50 states. Today’s
benefits to the old are paid by today’s taxes from the young. Tomorrow’s benefits to today’s
young are to be paid by tomorrow’s taxes from tomorrow’s young.

Because the average recipient takes out more from the system than he or she paid in,
Social Security works as long as there is an ever larger pool of workers paying into the
system compared to beneficiaries taking out of the system. However, exactly the opposite is
happening.

Life expectancy is increasing, while birth rates are declining. As recently as 1950,
there were 16 workers for every Social Security beneficiary. Today there are only 3.3. By
2030, there will be fewer than two. The Social Security pyramid is unsustainable.

Moreover, even if Social Security’s financial difficulties can be fixed, the system
remains a bad deal for most Americans, a situation that is growing worse for today’s young
workers. Payroll taxes are already so high that even if today’s young workers receive the
promised benefits, such benefits will amount to a low, below-market return on those taxes.
Studies show that for most young workers such benefits would amount to a negative return
on the required taxes. Those workers can now get far higher returns and benefits through
private savings, investment, and insurance.
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There is a better alternative. Social Security should be "privatized,” allowing people
the freedom to invest their Social Security taxes in financial assets such as stocks and bonds.
A privatized Social Security system would essentially be a mandatory savings program. The
10.52 percent payroll tax that is the combined employer-employee contribution to OASI, the
Old-Age and Survivors Insurance portion of the Social Security program, would be redirected
toward a Personal Security Account (PSA) chosen by the individual employee.

PSAs would operate much. like current Individual Retirement Accounts (IRAs).
Individuals could not withdraw funds from their PSAs prior to retirement, determined either
by age or PSA balance requirements. 'PSA funds would be the property of the individual,
and upon death, remaining funds would become part of the individual’s estate.

PSAs would be managed by the private investment industry in the same way as 401k
plans or IRAs. Individuals would be free to choose the fund manager that best met their
individual needs and could change managers whenever they wished. The government would
establish regulations on portfolio risk to prevent speculation and protect consumers.
Reinsurance mechanisms would be required to guarantee fund solvency.

The government would continue to guarantee a minimum pension benefit. The
minimum pension could be set to a benchmark such as the minimum wage. If upon
retirement the balance in an individual’s PSA was insufficient to provide an actuarially
determined retirement annuity equal to the minimum wage, the government would provide a
supplement sufficient to bring the individual’s monthly income up to the level of the
minimum wage.

Given historic rates of return from the capital markets, even minimum wage earners
would receive more than the minimum from the new system if they participated their entire
working lives. Therefore, in the absence of a major financial collapse, the safety net would
be required for few aside from the disabled and others outside the workforce.

The idea of privatizing a public pension system is neither new nor untried. Where
privatization has been properly implemented it has been remarkably successful. One of the
best examples is the experience of Chile.
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Chile’s social security system predated ours, having started in 1926. By the late
1970s its benefit payments were greater than its taxes and it had no funded reserves. On the
advice of Milton Friedman and other free-market economists, Chile decided to privatize its
system.

After 15 years of operation, Chile’s experiment has proven itself. Pensions in the
new private system already are 50 percent to 100 percent higher than they were in the state-
run system. The resources administered by the private pension funds amount to $25 billion,
or around 40 percent of GNP as of 1995. By improving the functioning of both the capital
and the labor markets, pension privatization has been one of the key reforms that has pushed
the growth rate of the economy upward from the historical 3 percent a year to 7 percent on
average during the last 10 years. The Chilean savings rate has increased to 27 percent of
GNP, and the unemployment rate has decreased to 5 percent since the reform was
undertaken.

Under Chile’s PSA system, what determines a worker’s pension level is the amount
of money he accumulates during his working years. Neither the worker nor the employer
pays a social security tax to the state. Nor does the worker collect a government-funded
pension. Instead, during his working life, he automatically has 10 percent of his wages
deposited by his employer each month in his own, individual PSA.

A worker may contribute an additional 10 percent of his wages each month, which is
also deductible from taxable income, as a form of voluntary savings. Generally, a worker
will contribute more than 10 percent of his salary if he wants to retire early or obtain a
higher pension.

A worker chooses one of about 20 private Pension Fund Administration companies to
manage his PSA. Each company operates the equivalent of a mutual fund that invests in
stocks and bonds. Investment decisions are made by the managing company. Government
regulation sets only maximum percentage limits both for specific types of instruments and for
the overall mix of the portfolio; and in the spirit of the reform, those regulations are to be
reduced with the passage of time and as the companies gain experience. There is no
obligation whatsoever to invest in government or any other type of bonds.
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Workers are free to change from one company to another. For that reason there is
competition among the companies to provide a higher return on investment, better customer
service, or a lower commission. Each worker is given a PSA passbook and every three
months receives a statement informing him of how much money has accumulated in his
retirement account and how well his investment fund has performed. The account bears the
worker’s name, as his property, and will be used to pay his old age pension (with a provision
for survivors’ benefits).

A worker who has contributed for at least 20 years but whose pension fund, upon
reaching retirement age, is below the legally defined "minimum pension” receives a pension
from the state once his PSA has been depleted. What should be stressed here is that no one
is defined as "poor” a priori. Only a posteriori, after his working life has ended and his
PSA has been depleted, does a poor pensioner receive a government subsidy. (Those
without 20 years of contributions can apply for a welfare-type pension at a much lower
level.)

The PSA system also includes insurance against premature death and disability. Each
company provides that service to its clients by taking out group life and disability coverage
from private life insurance companies. That coverage is paid for by an additional worker
contribution of around 2.9 percent of salary, which includes the commission to the managing
company.

Upon retiring, a/worker may choose from two general payout options. Under one
option, a retiree may.use the capital in his PSA to purchase an annuity from any private life
insurance company. The annuity guarantees a constant monthly income for life, indexed to
inflation, plus survivors’ benefits for the worker's dependents. Alternatively, a retiree may
leave his funds in the PSA and make programmed withdrawals, subject to limits based on the
life expectancy of the retiree and his dependents. In the latter case, if he dies, the remaining
funds in his account form a part of his estate. In both cases, he can withdraw as a lump sum
the capital in excess of that needed to obtain an annuity or programmed withdrawal equal to
70 percent of his last wages.

In contrast to company-based private pension systems that generally impose costs on
workers who leave before a given number of years and that sometimes result in bankruptcy
of the workers’ pension funds--thus depriving workers of both their jobs and their pension
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rights—-the PSA system is completely independent of the company employing the worker.
Since the PSA is tied to the worker, not the company where he works, the account is fully
portable. The problem of "job lock” is entirely avoided.

One challenge is to define the permanent PSA system. Another is to manage the
transition to a PSA system. In Chile there were three basic rules for the transition:

1. The government guaranteed those already receiving a pension that their pensions
would be unaffected by the reform. That was important because it would be unfair to
the elderly to change their benefits or expectations at this point in their lives.

2. Every worker already contributing to the pay-as-you-go system was given the
choice of staying in that system or moving to the new PSA system. Those who left
the old system were given a "recognition bond” that was deposited in their new PSAs.
That bond reflected the rights the worker had already acquired in the pay-as-you-go
system.

3. All new entrants to the labor force were required to enter the PSA system. The
door was closed to the pay-as-you-go system because it was unsustainable. This
requirement assures the complete end of the old system once the last worker who
remains in it reaches retirement age (from then on, and during a limited period of
time, the government has only to pay pensions to retirees of the old system). That is
important because the most effective way to reduce the size of government is to end
programs completely, not simply scale them back so that a new government may
revive them at a later date.

The financing of the transition is a complex technical issue, which each country must
address according to its own circumstances. Chile used five methods to finance the short-run
fiscal costs of changing to a PSA system:

1. On the state’s balance sheet (which showed the government’s assets and
liabilities), state pension obligations were offset to some extent by the value of state-
owned enterprises and other types of assets. Therefore, privatization was not only
one way to finance the transition but had several additional benefits such as increasing
efficiency, spreading ownership, and depoliticizing the economy.
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2. Since the contribution needed in a capitalization system to finance adequate
pension levels is generally lower than current payroll taxes, a fraction of the
difference between them can be used as a temporary transition tax without reducing
net wages or increasing the cost of labor to the employer.

3. Using debt, the transition cost can be shared by future generations. In Chile
roughly 40 percent of the cost has been financed by issuing government bonds at
market rates of interest.

4. The need to finance the transition was a powerful incentive to reduce wasteful
government spending. For years the budget director had been able to use this
argument to kill unjustified new spending or to reduce wasteful government programs.

5. The increased economic growth that the PSA system promoted substantially
increased tax revenues, especially those from the value-added tax. Only 15 years
after the pension reform, Chile is running fiscal budget surpluses.

Since the system began to operate on May 1, 1981, the average real return on
investment has been 12.8 percent per year (more than three times higher than the anticipated
yield of 4 percent). Of course, the annual yield has shown the oscillations that are intrinsic
to the free market--ranging from minus 3 percent to plus 30 percent in real terms--but the
important yield is the average one over the long term.

Pensions under the new system have been significantly higher than under the old,
state-administered system, which required a total payroll tax of around 25 percent. The
typical retiree is receiving a benefit equal to nearly 80 percent of his average annual income
over the last 10 years of his working life, almost double the U.S. replacement value.

The new pension system, therefore, has made a significant contribution to the
reduction of poverty by increasing the size and certainty of old-age, survivors, and disability
pensions and by the indirect, but very powerful, effect of promoting economic growth and
employment.

What would happen if the United States followed Chile’s example? The benefits to
the U.S. economy would be substantial. The U.S. savings rate, the lowest in the
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industrialized world, would increase dramatically. In addition, the movement of so much
capital into private markets would have a significant impact on economic growth. Harvard
professor Martin Feldstein, for example, estimates that "the combination of the improved
labor market incentives and the higher real return on savings (of moving to a fully funded
Social Security system) has a net present value gain of more than $15 trillion, an amount
equivalent to 3 percent of each future year’s GDP forever.”

Chile’s reforms are seen as such a huge economic and political success that countries
throughout Latin America, including Argentina, Peru, and Colombia, are beginning to
implement similar changes. In Europe, Britain has allowed some people to opt out of its
upper tier of benefits and Italy has begun to privatize some aspects of its social security
system.

Obviously, privatization of Social Security in the United States would not come
without questions and problems.

First, the current Social Security system involves several elements of social insurance
that make it much more than a simple retirement system. For example, portions of the
payroll tax support the Disability Insurance and Medicare programs. Transferring those
programs to the private sector is both possible and desirable, but entails considerably more
difficulty than privatizing the retirement portion of Social Security. Their fate should be
decided separately.

Social Security also currently provides survivors’ benefits that would disappear under
a privatized system. But that would be largely offset because privatization would make
benefits part of an individual’s estate. In addition, it would be relatively easy to use a
portion of PRA funds to purchase life insurance.

Finally, it’s important to recognize the redistributional aspect of Social Security.
Benefit formulas are calculated on a progressive basis that provides a relatively higher return
to low-income workers than to higher. A privatized system would generally reverse that.
High-wage individuals would receive a higher return on their investment, leading to greater
income inequality.



40

Still, and far more important, low-wage workers would likely receive far more in
benefits than they do under the current system. Because low-income workers are far more
likely than the wealthy to rely on Social Security for all or most of their retirement income,
the current system’s low rate of return actually hurts them the most. Indeed, some studies
show that because of the regressive nature of the payroll tax and the shorter life expectancy
of the poor, they are the major victims of today’s system.

The most difficult issue associated with any proposed privatization of Social Security
is the transition. Put quite simply, regardless of what system we choose for the future, we
have a moral obligation to continue benefits to today’s recipients. But if current workers
divert their payroll taxes to a private system, those taxes will no longer be available to pay
benefits. The government will have to find a new source of funds. The Congressional
Research Service estimates that cost at nearly $7 trillion over the next 35 years.

While that sounds like an intimidating figure, much of it is really just making explicit
an already existing unfunded obligation. As noted above, the federal government already
cannot fund as much as $4.9 trillion of Social Security’s promised benefits. Those who
claim we cannot afford to finance the transition have yet to explain how they will continue to
fund benefits for our children.

Even so, proponents of privatization have an obligation to explain how they would
fund the transition. ‘The reality will probably involve some combination of four approaches.

The first of those is a partial default. Any change in future benefits amounts to a
default. That could range from such mild options as raising the retirement age, reducing
COLAs, or means testing benefits to "writing off" obligations to individuals under a certain
age who opt into the private system. For example, any individual under the age of thirty
who chooses the private system may receive no credit for past contributions to Social
Security.

The second method of financing the transition is to continue a small portion of the
current payroll tax. For example, rather than privatize the entire OASI portion of the payroll
tax, workers would be allowed to invest 6 or 8 percentage points, with the remainder
temporarily continuing to fund a portion of current benefits.
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Third, Congress can identify additiona! spending cuts and use the funds to pay for the
transition cost. Steve Entin, an economist with the Institute for Research on the Economics
of Taxation (IRET), estimates that fully funding the transition would require slowing the rate
of growth in federal spending by an additional one half percent beyond currently envisioned
cuts, eventually reaching a reduction of $60-70 billion per year.

The final proposal often suggested for funding the transition is for the government to
issue bonds to current system participants and taxpayers. The present value of the actuarially
determined annuity due each system participant may be easily calculated and each system
participant may be issued zero-coupon T-Bonds maturing at the participant’s projected
retirement date. The bonds would be placed in each individual’s PSA. However, while that
has the virtue of making explicit the government’s long-term obligations, it is really simply
and accounting gimmick. Ultimately, the government will still have to find the funds to -
make good on the bonds.

Let me conclude by saying something about the politics of Social Security
privatization. Social Security has long been, in former House Speaker Tip O’Neill’s words,
the "third rail” of American politics--touch it and your political career dies. This was
because of a perception that American voters would not tolerate any major change to the
program.

However, according to a pol! of registered voters conducted by Public Opinion
Strategies on behalf of the Cato Project on Social Security Privatization, the public
understands Social Security’s problems and strongly supports efforts to privatize the system.

No one should doubt the continued popularity of Social Security. Our poll results
clearly showed that Social Security remains one of the most popular of all government
programs, with two-thirds of those polled holding a favorable view of the program. This
popularity cuts across all age groups. Even among so-called baby-boomers and Generation
X, groups that have expressed skepticism about the program’s future, Social Security is
viewed as a program that has succeeded for 60 years in ensuring a dignified retirement for
America’s elderly. '

Beneath the surface, though, there is growing awareness that Social Security is faces
significant problems and needs reform. Only 37 percent of Americans believe that the
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current Social Security system is fair. In addition, far more Americans describe the current
system as risky than describe it as safe or secure. A majority of Americans, 56 percent,
believe the system either is already in trouble or will be in trouble in the next five to 10
years.

That is why young people do not believe that Social Security will be there for them.
Fully 60 percent of all individuals under the age of 65 express this belief, with larger
majorities among younger voters. As a result, more than two-thirds believe that Social
Security will require "major” or "radical” change within the next 20 years. Among younger
voters, approximately half believe that major or radical change is needed today. The support
for change cuts across ideological and party lines. .

What about solutions to the Social Security crisis? Our poll showed that a majority of
voters reject most traditional Social Security reforms such as raising the retirement age,
raising payroll taxes, or reducing benefits. They correctly perceive that such tinkering with
the system will simply make the system a worse deal for young workers, who will have to
pay higher taxes for fewer benefits.

However, privatization does have strong popular support among voters. More than
two-thirds of all voters, 69 percent, would support transforming the program into a
privatized mandatory savings program. More than three-quarters of younger voters support
privatization. Support for privatization, particularly among young voters, cut across party
and ideological lines.

As this public support emerges into the political process, Social Security will no
longer be the third rail of American politics. Indeed, if politicians refuse to deal with Social
Security’s problems, they may soon face a new third rail in their search for support among
younger voters.
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The CHAIRMAN. Thank you very much, Mr. Tanner.
Mr. Hewitt.

STATEMENT OF PAUL S. HEWITT, EXECUTIVE DIRECTOR,
NATIONAL TAXPAYERS UNION FOUNDATION

Mr. HEWITT. Thank you, Chairman Cohen.

Thank you especially for your interest in our proposal to fund the
Old Age Survivor’s Insurance portion of Social Security. It is a pro-
posal we have called the National Thrift Plan for the simple reason
that the costs of transition—which Senator Simpson described as
the key issue surrounding Social Security privatization—would be
borne through an increase in private tKrift, rather than higher
taxes or higher deficits.

The word thrift derives from the verb, “to thrive.” Indeed, the
purpose of our plan is to restructure Social Security financing so
that it reinforces, rather than retards, economic growth. At the end
of the transition period, we would still have a Social Security sys-
tem. That system would retain the progressive tilt of the existing
Social Security system.

Guiding our approach is the recognition that the retirement pol- .
icy is economic policy. Consumption by retirees makes up a large
and growing share of our gross domestic product. Retirement sav-
ings comprise the bulk of household financial assets. Old age bene-
fits, currently 40 percent of the budget, are growing rapidly and
will account for most of the growth in the Federal budget in the
future, for as far as we can see. Retirement policy plays a large role
in our economy today, and will play a far larger role in the future.

Entirely separate from these policy issues are the economic im-
plications of our aging demographics. Since 1975, two-thirds of the
increase in our GDP has been attributable to the growth of the
labor force. Yet the days of a rapidly swelling labor force are be-
hind us. Between now and 2030, the working age population is pro-
jected to grow by less than 1 percent per year. A slowdown in labor
force growth portends a tapering off of economic growth. Today,
many are finding an annual growth rate of 2.5 percent politically
_ unacceptable. Unless we dramatically expand our savings rate or
find some other way to grow, in the next century, a 1.5 percent
growth rate will seem robust.

Now is the time to ask ourselves whether our pay-as-you-go
method of financing Social Security is the right economic policy for
an aging society. The answer clearly is no. Unlike a real insurance
program, OASI has no sinking fund to pay future benefits. Yet by
guaranteeing people a stream of income in retirement, Social Secu-
rity induces them to behave as though they had already funded
much of their retirement.

Behind this phenomenon lies the fact that most retirement sav-
ing is target saving. For example, when employers integrate their
defined benefit pensions with Social Security, they are being target
savers. Their responsibilities are reduced dollar for dollar by the
amount of the Social Security benefit.

Individuals similarly integrate Social Security into their retire-
ment savings decisions. In a recent survey, we asked working peo-

le how they would respond to a cut in their future Social Security
Beneﬁts. Two-thirds said they would save more.
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One consequence, according to a recent study by RAND, is that
the median household retires with just $17,000 in financial assets.
The study concludes that Social Security has indeed helped make
many of today’s elderly very dependent on Government.

Economists have long recognized the positive relationship be-
tween per capita income growth and the supply of investment cap-
ital. The rule of thumb is that an increase in the savings rate of
5 to 8 percent of GDP will raise annual productivity growth by
about 1 percent per year. Because of this relationship, dependency
among the aged is not simply a matter of social policy. The failure
of Americans to save for retirement is bad for the economy. It in-
duces demand for high levels of spending while depriving industry
of the capital it needs to capture and retain world markets.

On the one hand, it creates pressure for taxation. On the other,
it undermines the wage base that supports those taxes.

America already has the lowest savings rate in the industrial
world. But this problem could grow much, much worse. Indeed, it
poses a threat to our very nationhood. On our current budget track,
the Government Accounting Office foresees deficits of roughly 25
percent of GDP by 2026, an amount that not only would vastly ex-
ceed the net private savings of the United States in 1996, but the
total capital exports of all industrial Nations. Even more alarm-
ingly, the Congressional Budget Office has concluded that borrow-
ing of this magnitude would set the economy on a downward spiral
with no hope for recovery.

Theoretically, we could avoid this bleak future through a series
of major tax increases. Yet, such actions would be more likely to
crowd out, than improve private savings. As living standards stag-
nate, people would be likely to opt more for debt in order to main-
tain consumption levels.

A recent study by the National Taxpayers Union Foundation
found, using the OAgDI intermediate scenario, that the cost of sup-
porting just the growth in Social Security, Medicare and Medicaid
for the old could eliminate all after tax growth in living standards
for the next 45 years. Under the so-called “high cost” scenario—
which is more consistent with a low savings profile—after tax in-
come would decline by 59 percent during this period.

Fortunately, there is a way to avoid the decline in living stand-
ards. In its recent study, Averting the Old Age Crisis, the World
Bank points to several countries that have broken the cycle of de-
pendency in old age. In these countries, thrift-based Social Security
systems are boosting savings and promoting higher rates of produc-
tivity growth. Such systems have the added advantage that they
disconnect retirement security from demography. When every
w};)rker is self-sufficient, there is no dependency ratio to worry
about. ’

Early this year, the National Taxpayers Union Foundation and
the Center for Public Policy at the University of Denver set out to
design such a plan for America. The core of our National Thrift
Plan is a requirement that every worker set aside 5 percent of his
or her earnings into a personal thrift account. This amount would
be over and above what workers already pay in FICA taxes. To
supplement the savings of the working poor the Government would
hefp with dollar for d(ﬁlar matching contributions.
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But under our plan, every worker must save and in return, the
Government will guarantee to improvements in the supplemental
security income program, that no senior citizen would ever again
spend their old age in poverty.

At the same time, we would phase our earnings credits under the
existing pay-as-you-go system at the rate of 5 percent a year. The
first year people, for example, workers would receive 95 percent of
the current wage credit, and in the 20th year they would receive
5 percent. So a worker who first enters the work f(};rce in the 21st
year after implementation would accrue no benefits under the ex-
isting system. ' ,

The plan would seek modest sacrifices from today’s retirees. We
would cancel the Social Security COLA for 1 year, and then in-
crease COLA’s at one-half percent less than the CPI in subsequent
years.

Finally, we would remove all tax preferences for Social Security
income. I would note that such a change would merely move for-
ward by a decade or so the tax policies a%ready adopted in the 1983
reforms. ’

We conservatively project that this plan would boost national
savings by 1.2 percent of GDP by the year 2000, by 2.6 percent of
GDP by tﬁe year 2010, and by 5.9 percent of GDP by 2065. Within
25 years, there would be a pool of savings growing tax-free in per-
sonal thrift accounts equivalent to more than half of GDP.

We estimate that by 2050, productivity would be 26 percent high-
er than it would be otherwise. From an economic standpoint, these
are huge returns.

Now, some will worry about the effect of this new forced savings
on the consumption of lower income households. It’s true that lower
income families who save nothing now will see their consumption
initially decline by 5 percent. Over time, stronger economic growth
will replace this lost consumption for most families. Yet even in the
early years of our plan, total compensation to low paid workers will
rise, due to the Federal Government matching contributions. As a
result, over the course of their working lives, even the humblest
workers will accumulate significant financial wealth. The National
Thrift Plan will do what no income transfer program has ever done:
produce a more equal distribution of wealth in America.

This is potent medicine. But our leaders face a trickier question,
can it be sold to the public. Our preliminary polling suggests that
perhaps, it can. Almost 9 in 10 Americans believe they should save
more. Almost 8 in 10 believe that if they did save more, they would
be helping not just themselves, but the economy.

Thrift, in other words, is widely perceived as an act of civic and
personal responsibility. It wasn’t long ago that thrift ranked high
in our pantheon of economic values. The thrift ethic that was so es-
sential to America’s rise, when for more than a century we had the
highest savings rate among the industrial Nations, has waned. We
be%ieve that the same public mood that is behind the expanding na-
tional debate about culture and values will embrace the reemer-
gence of thrift as a cultural value as well.

There is a growing acknowledgement that the flip side of freedom
is_responsibility. People should be free to keep the fruits of their
labor, but they cannot be free to burden society with the cost of
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their imprudence. The public supports laws that keep the unin-
sured off the road or that prescribe drug use or other anti-social
activity. The Government has latitude to regulate economic behav-
jor much more than it does to usurp it. We believe that this prin-
ciple applies to retirement policy and urge the members of this
gommittee to join with us in exploring this promising avenue of re-
orm.
[The prepared statement of Mr. Hewitt follows:]
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Statement by Paul S. Hewitt
Executive Director, National Taxpayers Union Foundation
on the Future of the Social Security Program
before the Special Committee on Aging
’ U.S. Senate

September 24, 1996

Mr. Chairman, thank you for holding these timely hearings on the future of Social
Security. We especially appreciate your interest the National Taxpayers Union Foundation’s
transition blueprint for fully funding the Old Age Survivors Insurance (OASI) portion of
Social Security.

We call our proposal the National Thrift Plan for the simple reason that the transition
costs are financed through an increase in private thrift, rather than higher federal taxes or
deficits. Let me stress that this proposal has nothing to do with ideology. It is a practical
plan to restructure Social Security’s financing so that it reinforces, rather than retards
economic growth. At the end of the transition period, we would still have a social security
system. And that system would have the same progressive tilt as the existing system.

The premise of our approach is that in our aging society, retirement policy is economic
policy. Consumption by retirees makes up a large and growing share of our gross domestic
product. Retirement savings comprise the bulk of household financial assets. Payroll taxes
alone are a third of the federal tax take. Old age benefits, currently 40% of the budget, are
growing rapidly. In fact, they account for all of the projected growth in spending, taxes, and
deficits for as far the eye can see. Clearly, retirement policy plays a large role in our
economy today. And it will play an even larger role in the future.

Completely separate are the economic implications of our aging demographics. Since
1975 two-thirds of the increase in our GDP has been attributable to the expansion of the labor
force. Yet the days of a rapidly swelling work force are behind us. Between now and 2030,
the working age population is projected to grow by only 25% -- less than one percent a year.
A slowdown in labor force growth portends a tapering off of economic growth.

These effects are already apparent. Tight labor markets are emerging all around the
country. In response, sooner or later, the Fed will hike interest rates in order to slow labor
demand to non-inflationary levels. Today many find an annual growth rate of 2.5%
politically unacceptable. But unless we dramatically expand our savings rate, in the next
century a 1.5% growth rate will seem robust.

Now is the time to ask ourselves whether our pay-as-you-go method of financing
Social Security is the right economic policy for our aging society. The answer clearly is no.
Unlike a real insurance program, OAS! has no sinking fund to pay future benefits; it is
unfunded. Yet by guaranteeing people a stream of income in retirement, it induces them to
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behave as though they have already funded much of their retirement. The effect is to
substitute public spending for private saving.

Behind this phenomenon lies the fact that most retirement saving is target-saving. For
example, when employers integrate their defined-benefit pensions with Social Security,
employer responsibilities are reduced dollar-for-dollar by the amount of the promised Social
Security benefit. The larger the public benefit as a percentage pre-retirement income, the less
the employer will set aside. Individuals similarly integrate Social Security into their savings
decisions. In a recent survey, we asked working people how they would respond to a cut in
future benefits. Two-thirds said they would save more.

One consequence, according to a recent RAND study, is that the median household
retires with just $17,000 in financial assets. The study concludes that Social Security has
helped make most of today’s elderly very dependent on government.

Economists have long recognized a correlation between per capita income growth and
the supply of investment capital. A rule of thumb is that an increase in the saving rate equal
to 8% of GDP will raise annual productivity growth by 1%. Because of this relationship,
dependency among the aged is not simply a matter of social policy. The failure of Americans
to save for retirement is bad for the economy. It induces demands for high levels of
spending, while depriving industry of the capital it needs to capture and retain world markets.
On the one hand it creates pressure for taxation; on the other, it undermines the wage base
that supports those taxes.

According to a couple of sobering reports, this problem could grow much worse. On
our current budget track, the Government Accounting Office foresees deficits of roughly 25%
of GDP by 2026 -- an amount that not only would vastly exceed the net private savings of the
U.S. in 1996, but the total capital exports of all industrial nations. The Congressional Budget
Office concludes in its May 1996 Budget Outlook (p. 79) that "With federal debt growing so
rapidly, the economy would enter a period of accelerating decline.”

Theoretically, we could avoid this bleak future through a series of major tax increases.
But the savings rate would be unlikely to rise beyond its current meager level; indeed, it -
might fall. Based on the OASDI "intermediate” scenario, NTUF Chief Economist Neil Howe
estimates that the payroll tax increases needed to finance just the growth of Social Security,
Medicare, and Medicaid for seniors would erase all projected growth in real after-tax worker

incomes over the next 45 years. Under the "high cost" scenario, after-tax incomes would
decline 59 percent. .

Fortunately, there is a way to avoid the stagnation -- or outright decline -- of living
standards that these scenarios imply. In its recent study, "Averting the Old Age Crisis,” the
World Bank points to several countries that have successfully broken the cycle of dependency
in old age. In these countries, thrift-based social security systems are boosting savings and
promoting high rates of productivity growth. Such systems have the added advantage that
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they disconnect retirement security from the demographics of aging. When every worker is
self-sufficient there is no dependency ratio to worry about.

Early this year, the National Taxpayers Union Foundation and the Center for Public
Policy of the University of Denver set out to design such a plan for America. The core of the
National Thrift Plan is a requirement that every worker set aside 5% of his or her earnings
into a Personal Thrift Account. This amount would be over and above what workers already
pay in FICA taxes. To supplement the savings of the working poor, the government would
help with dollar-for-dollar matching contributions. But under our plan, every worker must
save. And in return, the government would guarantee, through the Supplemental Security
Income program, that no American would ever again spend their old age in poverty.

At the same time, we would phase out earnings credits under the existing pay-as-you-
g0 system at a rate of 5% per year. Thus, a worker who first enters the work force in the
21st year after the implementation would accrue no benefits under the existing Social Security
system. The plan would seek modest sacrifices from today’s retirees. We would cancel the
Social Security COLA for one year, and then increase COLAs at one-half percent less than
the CPI in all subsequent years. Finally, we would remove all tax preferences for Social
Security income. Such a change would merely move forward by a decade or so the tax
policies already adopted in the 1983 reforms.

We conservatively project that this plan would boost savings by 1.2% of GDP by the
* year 2000; by 2.6% of GDP by 2010; and by 5.9% of GDP by 2065. Within 25 years there
would a pool of savings growing tax-free in Personal Thrift Accounts equivalent to 50% of
GDP. We estimate that by 2050 productivity would be 26% higher than it would be
otherwise. From an economic standpoint, these are huge returns.

But no less important, every worker at every income level will retire with substantially
more income than they would under the current Social Security system. And by the 2030s,
when we would be sharply raising payroll taxes under Social Security, we will be cutting
them under the National Thrift Plan.

Some will worry about the effect of this new forced-saving on the consumption of
lower-income households. It is true that low-income families who save nothing now will see
their consumption initially decline by 5%. Over time stronger economic growth will replace
this lost consumption for most families. Yet, even in the early years of our plan, total
compensation to low paid workers will rise due to government matching contributions. As a
result, over the course of their working lives, even the humblest workers will accumulate
significant financial wealth. The National Thrift Plan will do what no income transfer
program is capable of doing: produce a more equal distribution of wealth in America.

The National Thrift Plan is potent medicine. But our nation’s leaders must address a
trickier question: Can it be sold to the public? Our preliminary polling suggests that it can.
Almost nine in ten Americans believe they should save more. And almost eight in ten say
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that if they did save more, they would be helping not just themselves but the economy.
Thrift, in other words, is widely perceived as an act of civic and personal responsibility. It
wasn’t long ago that thrift ranked high in the pantheon of American virtues. But the thrift
ethic has waned. We believe that the same public mood that is behind the expanding national
debate about culture and values will embrace the reemergence of thrift.

Even so, some critics say that the public will perceive a savings mandate as just
another tax increase in disguise. We disagree. A tax requires you to surrender your wealth to

government; a forced saving program simply requires you to accumulate, rather than spend
your wealth.

The flip side of freedom is responsibility. People should be free to keep the fruits of
their labor, but they cannot be free to burden society with the cost of their imprudence. The
public supports laws that keep the uninsured off the road, that require children to wear
helmets on bicycles, and that proscribe drug use and other anti-social activity. Government
has more latitude to regulate economic behavior than it does to usurp it. We believe that this
principle applies to retirement policy. And we urge the members of this committee to join
with the National Taxpayers Union Foundation and the Center for Public Policy of the
University of Denver in exploring this promising avenue of reform.
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The CHAIRMAN. Thank you very much, Mr. Hewitt.
Mr. Myers.

STATEMENT OF ROBERT J. MYERS, FORMER CHIEF ACTUARY
OF THE SOCIAL SECURITY ADMINISTRATION

Mr. MYERS. Thank you, Mr. Chairman.

The CHAIRMAN. I saw you nodding to many of the points that
Senator Simpson made and it will be interesting to find out from
you what points he made that you disagree with.

Mr. MYERs. Thank you, Mr. Chairman. You're quite correct. I
agree with many of the points that Senator Simpson made. On the
other hand, as 1s natura;l) among human beings, I have certain dif-
ferences.

As has_well been brought out here, the public widely views that
the Social Security system is going to become bankrupt in 2029 and
go out of existence. This is by no means a certainty. For one thing,
any earlier dates that are given assume that the bonds and the in.
terest on the bonds are not valid. I don’t think this is so, because
if the trust funds had not owned the bonds, people in the private
sector would have owned them, and they would have been consid-
ered good investments.

One reason that it’s not a certainty that the system is oing to
go bankrupt and out of existence in 2029 is that it’s a flexible pro-
gram and, as has been done at times in the past, it has been
changed to meet changing conditions. Also, it should be noted that
the actuaries at the Social Security Administration in preparing
the trustees’ report make a low-cost estimate that shows that the
system will have no problems at all, even in the next century. Now,
tgis is based on much higher economic growth, which people of
course all want. It's based on mortality improving, but not improv-
ing as much as in the intermediate estimate, and so forth.

I think it’s possible that the low-cost estimate could turn out, but
it’s by no means likely. Therefore, I believe it’s prudent to act, and
to act now, to make cganges that are of a deferred, but gradual na-
ture.

Many proposals have been made for changes. One of them is in
regard to the CPIL. I certainly agree the CPI should be made tech-
nically correct. However, I don’t think it’s desirable to make the
COLA’s be the CPI minus, say, 1 percent. The trouble with this is
that it’s cumulative, and therefore it hits hardest the very oldest
beneficiaries, who probably need the money the most.

Other proposals have been so-called means testing or income
testing. I don’t think that this is desirable. I think it’s divisive. I
think it will promote a lot of fraud and abuse. People will hide
their income and assets. Even most important of all, it will deter
savings. People will say, why should I save. Particularly middle-in-
come people will say, why should I save? It will just reduce my So-
cial Security benefits. They tell me now it willl Jjust take part of
them away, but how do I know? By the time I get there, they’ll
take all the benefits away. So people won’t save, and we certainly
need more savings.

Another problem with the individual accounts is that nobody
seems to face the administrative problem for people with very low
earnings, like children who earn a few dollars in the summer, or
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people that work just during the Christmas period. Mutual funds

Lust cannot handle small amounts that come in intermittently. I
now this, because I'm on the board of two large mutual funds.
There are certain minimum deposits that have to%e made to make
them administratively efficient.

Another problem with many of the privatization proposals is,
how do you annuitize the results. People get a huge sum of money
at retirement, and what do they do with it prudently. If there’s
annuitization, it will be unfair to women, because for a given sum
of money, women will get lower annuities than do men. The same
result occurs also for one-worker families.

Furthermore, some of the proposals are to invest the trust fund
assets in the private sector, at least in part. I think this is very
undesirable. I don’t believe, as Senator Moynihan also believes,
%hat you should buildup large funds. I think that just creates prob-
ems.

But if a large amount of the trust funds over the years is in-
vested in the private sector, really the net result woul)('1 be social-
ism by the back door method, because the Government would con-
trol so much of industry.

Also, many of these privatization proposals would involve larger
taxes and increases of the national debt. That doesn’t seem to be
what people are striving to do these days. Finally, all of these pri-
vatization proposals that I have seen to date would increase the
general budget deficit by anywhere from $25 billion a year to as
much as $125 billion a year. Yet all parties are trying to reduce
the budget deficits, not increase them.

Now, what I would propose to do about the situation? The sooner
it’s done, the better. As many people have said, it’s the traditional
method of decreasing benefit costs some and increasing income
some. In addition, I would propose a type of privatization proposal
on top of a reformed Social Security system, rather than reducing
the Social Security system. : :

First, I would increase the retirement age for full benefits from
the present 65 to age 70 by 2037, instead of as under present law,
to age 67 by 2027. The logic in back of this is that as people live
longer, they should work longer. So that in a sense, it’s not a real .
benefit cut. It does reduce benefit costs, though, very significantly.

Second, I would increase the Social Security tax rates by one-
quarter of a percent each on the employer and the employee in
2015, and each of the next 5 years up through 2030, so that the
total increase would be 1 percent each on the employer and the em-
ployee. Now, I know that saying increasing taxes is not a popular
thing at this time. But I would say that such small tax increases
coulg easily be absorbed by the increases in real wages, which are
likely to be at least 1 percent per year, so that people will still have
a net increase in real wages, despite paying slightly higher Social
Security taxes.

Further, I would reduce the Social Security tax rate beginning
next year and running through 2009 by 0.6 percent each on both
the employer and the employee. I would transfer these monies to
the Hospital Insurance system under Medicare, which badly needs
the money, because there is a real crisis, as you well know, for this
trust fund in the next 5 years. If this were done, I think it would
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benefit both programs. The Medicare Hospital Insurance Trust
Fund would be solvent until 2009, instead of now only to 2001. But
there still would be further action needed.

At the same time, the assets of the Social Security trust funds
would continue to grow, but not nearly as rapidly. Even by 2009,
the fund on hand would be more than 1 year’s benefit outgo, which
is a desirable criterion and a responsible pay-as-you-go financing
method.

Finally, I would recommend that there be a supplementary man-
datory individual savings account plan, using the same 2 percent
rate that Senator Simpson said, except that I would exclude the
very low-paid workers, because it just isn’t worthwhile administra-
tively handling such tiny amounts. I think that this would be very
good to build on top of the existing Social Security structure.

Finally, I might say as to Chile, that I unfortunately take a little
different view than Mr. Tanner. I went to Chile twice at the re-

uest of the Chilean government to make an objective study of
their system in 1984 and 1992. I concluded that, considering their
special circumstances, it was a very good thing that they did, but
that it wasn’t the only thing they could have done, but it has
worked out well. , ,

But I also concluded that it was not the thing te do for the Unit-
ed States, and probably not for most other countries.

Thank you, Mr. Chairman.

[The prepared statement of Mr. Myers follows:]
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STATEMENT BY ROBERT J. MYERS PRESENTED TO THE SPECIAL
COMMITTEE ON AGING, U.S. SENATE, SEPTEMBER 24, 1996,
WITH REGARD TO SOCIAL SECURITY REFORM PROPOSALS:

PREPARING FOR THE 21ST CENTURY

Mr. Chairman and Members of the Committee: My name is Robert J. Myers. I served in various
actuarial capacities with the Social Security Administration and its predecessor agencies during
1934-70, being Chief Actuary for the last 23 years. In 1981-82, I was Deputy Commissioner of
Social Security, and in 1982-83, I was Executive Director of the National Commission on Social
Security Reform. In 1994, I was a member of the Commission on the Social Security “Notch”
Issue, being an appointee of the Senate.

In this testimony, I shall address three subjects: (1) whether a legislated system of personal
investment accounts should be established, and the Social Security be reduced accordingly; (2)
whether some of the investments of the Social Security trust funds should be invested in equities;
and how I believe that the Social Security program, should be modified.

P Financial S f the Social Security P

According to the intermediate-cost estimate in the 1996 Trustees Report, the Social Security
program (Old-Age, Survivors, and Disability Insurance) has a significant long-range financing
problem. In the next two decades, however, there is no problem, because outgo of the trust funds
is estimated to exceed income every year. In brief, the fund balance builds up steadily, until
reaching a peak of $2.9 trillion in 2019, but then it decreased rapidly until becoming exhausted in
2029. In subsequent years, the excess of outgo over income from payroll taxes and the income
taxes on benefits represents about 4-5% of payroll.

Another way to look at the situation is to consider the long-range lack of actuarial balance over
the 75-year valuation period. This is 2.19% of payroll, meaning that long-range balance would be
restored if the combined employer-employee contribution rate were immediately increased by this
amount.

It is not a certainty that there is a long-range financing problem. The low-cost estimate shows that
none is present. Although it is possible that future experience could be along this line, it is not

very likely. Accordingly, it is only prudent to take some reform action soon, although the changes
could well be deferred to take effect some years in the future, as well as being instituted gradually.

My Philosophy About the Role of the Social Security P

In brief, I believe that the Social Security program should provide cash benefits in event of
retirement, disability, or death of the breadwinner which provide a floor of protection. On this
floor, individuals can and should build through private-sector methods, such as home ownership,
individual investments, and private pension plans. The present Social Security program is doing
this successfully.
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I do not favor the expansionist approach under which a governmental plan would provide
complete economic security protection for the vast majority of the population. This would be
deleterious for the character of the country and for its economic development.

Nor do I favor the elimination of a governmental plan providing a basic floor of economic
protection for all_one that is not solely based on individual equity principles (so that everybody
gets exactly their money’s worth, no more and no less), but rather provides relatively higher
benefits for low-earnings persons and for those near retirement age when their coverage began.
Such elimination would mean that an extensive public assistance program would be needed, with
the resultant inhumaneness of a means test, fraud and abuse, high administrative costs, and even
reduced savings by many when they realize that anything they do for themselves will only reduce
their public assistance payments.

Vari hes for Privatization Tt

On approach would be immediate, complete privatization, applicable to all covered workers under
retirement age. Thereunder, mandatorily, all covered workers would begin to contribute to
various available private funds, at their choice (probably in the same amounts as at the present
under Social Security, along with the employer contributions), and the existing beneficiaries
would have their benefits continued at the expense of the government.

A second approach would be immediate privatization applicable only to all current covered
workers under a certain age (such as 40) and future new workers. The present system would
continue for the existing beneficiaries and all other covered workers, again with the residual costs
met by the government. All other workers would mandatorily contribute to the various available
private funds, at their choice (probably in the same amounts as at present, along with the
employer contribution). '

A third approach would be immediate, partial privatization, with all current covered workers (or
perhaps only those under a certain age) and all future new workers having their employee Social
Security taxes being reduced by a certain number of percentage points (say, 2%) and being
required to put this money into the various available private funds. Benefits under the present
Social Security program for those who thus contribute to a private fund would be reduced to
reflect the lower contributions going to the Social Security trust funds. An alternative to this
approach, the reduction of the employee Social Security taxes and the transfer of such amount to
a private fund could be on a voluntary basis, perhaps by a one-time irrevocable election by each
individual (and perhaps available only for current workers).

It may be noted that the current Chilean social security program is of the first approach. Many
people point to it as a model of perfection, without recognizing several important elements of it
that could lead to quite different conclusions. I discussed this matter in some detail in my
testimony before the Subcommittee on Aging of the Senate Committee on Labor and Human
Resources on May 14. In brief, the Chilean systemn has operated reasonably well so far, but certain
features of it do not make it suitable for the United States.
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One problem with privatizing the Social Security program by instituting a system of personal
pension plans is in providing integrated, consistent disability and survivor benefits. This is possible
to do, but it is often ignored in proposals made.

A much more significant problem in any type of privatization proposal is the huge transition costs
involved in order to give proper and equitable treatment to present beneficiaries and those near
retirement age at the time of change. Those who make such proposals are usually silent on this
point. This problem exists, over the long run, even in proposals which gradually and partially
phase in privatization and eventually reduce Social Security benefits to offset the reduced Social
Security contributions.

Proposals that would privatize Social Security by permitting individuals to elect to withdraw from
it, either completely or partially, have the problem that those who would do so would, in general,
be the low-cost cases (e.g., young, high-paid persons with no dependents). On the other hand, the
high-cost cases (e.g., older, low-paid persons with dependents) would remain in the Social
Security program, and its relative costs would soar, quite likely necessitating large costs to the
General Fund of the Treasury. The law of actuarial anti-selection cannot be repealed. Moreover,
the necessarily wide spread of funds which can be elected would cause great confusion and
difficulty for the covered workers.

It is true that many persons would fare better under a completely privatized plan, under which
everybody always receives their money’s worth_no more and no less. But it is also true that the
reverse would occur for many other persons. And often the benefits would be so small as to
require public assistance supplementation, with all of its drawbacks, as indicated previously. Then,
the higher earners, who would seem to be doing better under privatization, would have some of
this advantage be offset by the taxes that they would pay to meet the cost of the expanded public
assistance. The Social Security program, like school taxes, desirably involves some income
redistribution but, at the same time, provides reasonable benefit protection for all on a social
insurance basis.

The benefit design of personal investment accounts presents some problems. If the accounts are
not annuitized, retirees can outlive the proceeds. Or, if the accounts can be annuiized on an
elective basis, the premium rates will be high, because those with likely long life expectancies will
tend to do so. Also under annuitization, women will be unfairly treated as to the benefit amount,
because of their longer life expectancy. Further, one-worker couples will receive lower benefits
for the same accumulation than will single persons, again because of life-expectancy differences.

Privatization proposals that involve only partial transfer of the Social Security contribution rate
(such as 2%) have the problem of very high administrative expenses with regard to low earners.
As aresult, relatively small net amounts are available to accumulate to purchase retirement
protection. Accordingly, such persons will need supplementation by public assistance, whose cost
coming from general revenues will be met by the high earners, who thought that they were doing
so much better through the privatization procedure. '
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The advocates of privatization of the Social Security program argue that the high real rates of
investment return will far more than offset the additional administrative expenses. As a result, they
assert that much higher retirement protection will be provided than under Social Security.
However, often when quoting the numerical results, a much higher real estate rate is used than
really seems possible under the circumstances. If such huge amounts of money were available for
investment in common stocks, then it is likely that rates of return will be lower than historical
ones. I recognize that such massive new investment would produce some desirable economic
growth, but there are limits to this effect.

Problems With Investing Trust-Fund in G Stocl

Proposals have been made to invest a portion of the assets of the Social Security trust funds in
common stocks, using an automatic indexed basis. The purpose is to have higher investment
returns and thus necessitate smaller benefit reductions and/or contribution increases in order to
restore financial soundness to the system. I believe that this procedure is not desirable, because
once enacted, it is likely that the investment procedure would be weakened, and the government
would have great power over the Nation’s industry or “socialism by the backdoor method”.

The most important thing that should be done is to restore the long-range solvency of the Social
Security program and this should be done as soon as possible. (No financing problem is likely in
the next 20 years.) To do so, benefit outgo over the long run could be reduced, contribution
income could be increased by higher tax rates some years hence, or a combination of these two
elements could be done. Specifically, I suggest that the full-benefits retirement age should increase
by two months each year beginning in 2003 (as in present law) until it reaches age 70 (for those
reaching such age in 2037), unlike present law, under which it levels off at age GG for about 10
years before rising to age 67 in 2027. Further, both the employer and employee tax rate should
increase by 1/4% in 2015, with similar increases in 2020, 2025, and 2030.

In addition, I believe that the employer and employee tax rates for 1997 through 2009 should each
be reduced by 0.6%, so that an excessively large fund balance will not be built up, and the
program will be closer to responsible pay-as-you-go financing. Then, the question of how to
invest the assets will be moot, because investment income would not be a significant factor in the
financing of the program.

At the same time, measures should be taken to strongly encourage individuals to establish private-
sector retirement savings accounts, possibly by favorably tax treatment. Alternatively, it might be
desirable to establish a mandatory program of this nature that is built upon the Social Security
program, by requiring “additional” contributions which would be directed to selected private-
sector funds. If this were done, it would be essential to exclude small payments, because of the
element of the administrative expense being too high relatively. This could be done by having the
employer refund the “additional” contributions to the employee at the end of the year if the
amounted to say, less than $200, instead of transmitting them to the selected private-sector fund.
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The imposition of such “additional” contributions would have no effect on the budget deficit or
the National Debt. Some persons might view this as a new tax, but this is really not so, because
the money involved always ““belongs™ to the individual.

In conclusion, it is my firm belief that, if the Social Security program is partially privatized by
instituting a system of personal savings accounts and, at the same time, reducing the level of
Social Security benefits, the inevitable result will be the destruction of the Social Security
program. Higher-income persons will become less and less supportive, and the praiseworthy
sharing of the economic-security risk in connection with retirement among persons of all income
levels will be lost.
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The CHAIRMAN. Thank you very much, Mr. Myers.

I think we've seen a pretty good cross section of the kind of diver-
sity of opinion as to what needs to be done.

Mr. Myers, I assume that when you looked at the Chilean exam-
ple, you saw that most of the people in that country were really
fed up with the existing system, No. 1, and No. 2, you had a dicta-
torship, which makes fundamental change much easier in a dicta-
torship than it does in a democracy. But as Mr. Tanner indicated,
there are other Latin American countries who seem to be following
the Chilean example, even though you would recommend that
other countries do not follow this example.

Are the situations different in the rest of Latin America that
would make it easier for them to transform their current systems
into something based upon the Chilean model?

Mr. MYERS. Yes, Mr. Chairman. The fact that there was a mili-
tary dictatorship that put it in was just the instrument for doing
it. But it was still, I think, a good thing for them to do. Their pre-
vious system was in shambles.

But it does have the problem that probably 20 percent of the peo-
ple who should be covered by the system just don’t contribute. Sec-
ond of all, it involves huge government general-revenues input, be-
cause Chile has had budget surpluses, whereas we have had hor-
rendous budget deficits. You can’t finance things with deficits.

The CHAIRMAN. Mr. Tanner, how do you respond to Mr. Myers’
statement, if you have middle income individuals, they will try to
hide their income, in other words, you penalize them by saying, in
addition to their savings, they now are, I guess maybe Mr. Hewitt
would be the one to answer this, but if they in fact have savings,
they are now going to be means tested, in which case they will seek
to hide their income, much as we saw with the Medicare situation.
Medicare does not, in fact, provide for long term care costs, nursing
home costs. So you have to impoverish yourself in order to qualify
for Medicaid. We found historically that people were either hiding
assets, transferring assets in order to reduce their income status,
in order to have the benefit of the Government-financed program
that would care for them in nursing homes.

How do you deal with that issue?

Mr. HEWITT. We deal with it by mandating that people save. To
the extent that saving is not voluntary, obviously, the incentive ef-
fect doesn’t come into play.

But you have to make sure that people save enough to make
themselves self-sufficient in retirement. The idea is that if even the
humblest worker becomes self-sufficient through his or her saving
over the course of a lifetime, very, very few people would ever qual-
ify for any type of a means-tested benefit. Such a benefit program
therefore would be relatively cheap to administer, and consequently
can be quite generous.

The CHAIRMAN. Could each of you give me an example of where
you think the cutoff line ought to be in terms of changing of the
system? In other words, we have current retirees or those who are
about to retire. Do we look at those who are under the age of 50,
under the age of 45? Where would you recommend that we have
the cutting off point when we start to reform the system, either
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through a complete privatization or a partial privatization that
you, Mr. Myers, recommend?

Mr. HEWITT. Essentially, what we do is make a full transition
from an unfunded to a funded system. Everybody takes part. We
don’t give people the opportunity to opt in or not opt in. This is to
prevent people from making impulsive decisions that might not be
in their best interests.

We simply change the structure of Social Security’s financing.
Under, our plan, nobody opts out of the Social Security system or
has an option to participate or not participate in that funding. We
found that nobody fared worse off under The National Thrift Plan
than under the existing system. In fact, most people, especially the
younger cohorts because they would be getting market returns to
capital would do a lot better.

Mr. TANNER. I would suggest that it actually be made voluntary,
that individuals over the age of 18 who are currently in the work
force be given the option of remaining in the current system or of
moving to the private system.

We believe that for just about anyone under the age of 44, even
assuminithe most conservative estimates of a 6 percent rate of re-
turn in the private capital, which is below what the private capital
markets have actually generated over the last 50 or 60 years, they
would receive the same benefit at retirement or more. The younger
you are, the more you would receive. So they would be tf;e most
apt to switch.

But if individuals wanted, particularly higher income individuals
who don’t depend on Social Security and wanted to take a chance,
that they should be able to opt out, even at higher ages.

For individuals under the age of 18, we be%ieve everyone should
move into the new private system, that eventually what you want
to be able to do is shut down the current system altogether, and
simply have the private system operating, since that’s the one that
will be solvent, rather than to perpetuate, basically forever, a sys-
tem which does not pay for itself.

The CHAIRMAN. Mr. Hewitt, under your groposal, would the Gov-
ernment be making the investment choices?

Mr. HEWITT. No. However, it would be a highly regulated system.
We expected that, along the lines of the FERS system that civil
servants pay into. There would be an “open season” and people
would be able to shift their accounts among approved funds. But
these funds would have fairly strict fiduciary requirements that
would include, amon% other things, a requirement that as people
neared retirement, a larger component of their retirement accounts
be in bonds.

We ran our economic model through a 1929-like scenario in 2029.
We found that, given the rate of recovery that occurred in 1929, 11
years before the market regained its former high, everybody still
retired with more money than they would under the current sys-
tem. This is Social Security, not a 401(k) plan. We simply accom-
plish the funding of Social Security through regulatory mecha-
nisms. These funds would be privately owned and invested. The
World Bank found that when Government is investing the funds,
as in the case of Singapore’s Provident Fund, the rate of return is
substantially less than in those cases where the private sector is
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making the investment decisions. But we endorse government pre-
scriptions on how those funds can be invested.

The CHAIRMAN. How does your approach differ from Mr. Tanner’s
in terms of protecting the individual either from himself or herself
from making improvident investments?

Mr. HEwrTT. We would incorporate fiduciary restrictions so that
you couldn’t invest in stamp collections or other kinds of nonsense.

The CHAIRMAN. Or junk bonds. [Laughter.]

Mr. HEWITT. Well, too many junk bonds, anyway——

The CHAIRMAN. If 'm going to be the investor, say I've got an
account, let me do the choosing, if I choose unwisely, what?

Mr. HEWITT. Actually, there would be some limit on choosing un-
wisely. But to the extent that you had bad luck, because bad luck
can happen even if you choose wisely, there would be this expanded
SSI program that would ensure that nobody lives their old age in
poverty.

The CHAIRMAN. Mr. Tanner.

Mr. TANNER. I was just going to suggest that a model for requir-
ing a diversified portfolio would be something along the lines of
what’s currently required under ERISA, I believe it's section 404—
D, (I might have that number wrong), model. It essentially sets out
requirements for what constitutes a sufficiently diversified port-
folio. You can’t invest more than a certain percentage in a single
stock or single industry or even in shares as opposed to fixed assets
income. Those sorts of restrictions.

Thefa) CHAIRMAN. Do you envision any kind of reinsurance pro-
gram?

Mr. TANNER. Yes, probably a privately funded reinsurance pro-
gram. But there would certainly be a requirement that the invest-
ment management firms be able to prove a certain level of solvency
before they are allowed to be certified to offer plans.

Mr. HEwITT. If I could add one last point. If there is an “open
season,” annually, and people perceive that their funds are not
doing well, then obviously they would have an opportunity to
change. I would envision certain performance requirements as well.
For example, if a particular fund underperforms the average over
a certain period of time, the fund would be decertified.

The CHAIRMAN. Senator Grassley.

Senator GRASSLEY. I didn’t get a chance to ask Senator Simpson
this question. I would have asked you to comment on it as well,
Mr. Hewitt, and Mr. Tanner. Could you address the argument that
there is no real crisis in Social Security funding from the stand-
point that you can put it on a sound footing by the year 2050, or
thereabouts, with a few relatively small corrective actions. You ob-
viously know some members ofy the Advisory Council have sug-
gested that. They've suggested a list of changes. Their numbers
seem to add up. These are experienced, knowledgeable people
worth paying attention to. If they’re wrong, why are they?

Mr. TANNER. Most of the changes suggested are not necessarily
that small, with the exception, I believe, of six members of the com-
mittee under Chairman Ball who will advise a small payroll tax in-
crease and investing the current trust fund in the stock market es-
sentially, or in private capital.

35-304 0 - 96 - 3
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The investment of the current trust fund entails a great many
problems. First of all, the fact that the trust fund isn’t actually
there. So you actually have to go back and make good on the
money out of general revenues in order to find the money to then
invest. Beyong that, there’s the question, as I think Mr. Myers
said, that this is socialism by the back door. In essence, you're al-
lowing the Federal Government to buy a majority interest in eve
major company in America. The trust fund will total over $3 tr;-I‘Ij
lion at its peak, even allowing 40 percent of that, which is what
the advisory committee will recommend to be invested privately,
would allow the purchase of a majority interest in every one of the
Fortune 100 corporations in America, for example. I think that’s a
bad deal.

Plus, the social investing problems, as I mentioned earlier to you,
do you buy tobacco stock and so on. Around the world, wherever
this has been allowed, the political tapping of those things to make

olitically correct investments, whether in public housing or old age
ousing, or propping up State enterprises and so on has occurred.
So I think that’s a major problem.

If you rely just on tax increases alone or just on cutting benefits
alone or a combination of the two, you can do them. I think it’s
fairly substantial benefit cuts and fairly substantial tax increases.
But insolvency also is not the only problem. You still have this
problem with the fact that the young worker today is going to re-
ceive a negative rate of return on his Social Security taxes and sim-
ply raising his taxes and cutting his return is not going to solve
that problem. So you have to do both simultaneously if you're going
to be fair to that young worker. '

Mr. MYERS. I think that Mr. Tanner understates his case. The
trust fund, under Mr. Ball’s proposal, the trust fund is going to be
much larger than $3 trillion, because he has some benefit cuts im-
mediately that will result in the trust fund being even greater.

Mr. TANNER. Right.

Mr. HEWITT. Some of the more sanguine analyses should be ex-
amined closely with respect to their underlying assumptions. In
many cases these are projections that assume all things remain
equal. Since 1973, real per capita income growth has averaged
about one-half percent per year. The going forward projections, as
Mr. Myers pointed out, are that it wil% grow at 1 percent per year.
Those going forward projections also assume we don’t have a reces-

sion.

Under SSA’s so-called “high cost” projections, which assume that
at some point during the latter part of this decade we do have a
mild recession, Social Security begins running cash deficits in 2000.
So, these estimates are all very contingent on good news. We would
argue that real income growth in the modern era is probably more
accurately reflected by the one-half percent annual increase than
by the going forward projections, upon which Mr. Ball bases his
projections.

In addition, we believe that America faces an assault on its mar-
ket share internationally that is being hastened, not retarded, by
the expansion of technology. The Internet makes it possible to send
entire processes around the world in a data blip. The ability to cap-
ture markets is going to be determined increasingly by which coun-
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tries have the capital to acquire technology, which is freely and
openly available to an increasing extent.

So it’s our sense that the current Social Security system limits
its own potential for solvency. It undermines savings. Essentially,
it substitutes public spending for private savings. To that extent,
in this global economic environment, I think it is setting us up for
continued economic disappointment. Senator Simpson mentioned
that in 1983 when Congress saved Social Security, they projected
that they had saved it until 2063. Now we are {ooking at bank-
ruptcy in 2029. If we have a recession any time in the reasonable
near future—which would seem likely in light of the fact that we’re
now entering into a very, very long peacetime expansion—that that
date will move forward consi erab%y.

So we would argue that in fact, these kinds of estimates are very
optimistic and do not take into account the negative feedback that
the existing system creates for the savings rate.

Senator GRASSLEY. Mr. Myers, my last question. -

Mr. MYERS. Yes, sir.

Senator GRASSLEY. On another subject, but one that’s been dis-
cussed here partly.

In your quote about socialism by the back door method, you say
something to the effect that, it’s likely that the investment proce-
dure would be weakened. Does our experience with FERS now
allay some of your concern about that?

Mr. MYERS. Senator Grassley, if I might first say something per-
sonal which perhaps will be of interest to you. Just 62 years ago
today, I came, after just graduating from the University of Iowa,
to work for the Committee on Economic Security that made the
study setting up the Social Security Act.

S?enator GgRASSLEY. Thank you for that. Were you born in Iowa,
too?

Mr. MYERS. No. I'm sorry. Just educated there.

I think it’s quite true that the FERS system has worked out rea-
sonably well. But I'm just afraid of the magnitude of the trust fund
investments that wou{d be in the private sector if this were done.
In other words, FERS works out well because it’s just a small influ-
ence on the market. Whereas, the trust funds, particularly if they
grow greatly, would have such a controlling interest on the private
economy.

One of the key features of the actuarial estimates for the future
is the rate of economic growth, as Mr. Hewitt has said. It's true,
if the economic rate of growth in the future is like it’s been in the
past, the intermediate estimate that’s widely quoted is too optimis-
tic.

However, I note that both Presidential candidates have strongly
urged that if they get elected, they will increase the rate of eco-
nomic growth of the country greatly. If they do, this would cer-
tainly be a great help to the Social Security system’s financing.

Senator GRASSLEY. Thank you. Thank you, Mr. Chairman.

The CHAIRMAN. Just a couple of final points.

Mr. Tanner, I think you indicated that you would allow anyone
currently in the system to opt out of the system. As I understand
it, under the British system, it’s a bit different. They have a two-
tier system, so that even those who choose to go into the private
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investment as such nonetheless have to continue to pay into the
public system. ‘

Mr. TANNER. They in essence take a tax credit for an expanded
IRA which is charged back again. So it’s not 100 percent loss. But
they offset a large portion of their contribution.

'I‘};]e CHAIRMAN. Just some final observations. In this committee
and also the Government Affairs Committee, in which I sit, we
have looked over the years at various issues affecting ERISA. You
touched upon this. But we have criticized, in fact, some of the pri-
vate fund managers under ERISA for not being aggressive enough
in some of the corporate governance issues. In other words, not
being aggressive enough in ways that would maximize the return
on investment or being much too modest in what they have done.

You're talking about a $1 trillion fund in the private sector. I can
imagine the kind of governance issues that would be raised when
we talk about $3 trillion as far as Social Security is concerned.

So these are issues that we are going to have to deal with as part
of the performance of the current system.

Mr. TANNER. I would agree that that’s been the history that
we've had, people talk about too aggressive, too much speculation.
The history of saving in this country is that we are not aggressive
enough, that people tend to not save enough.

But I just want to add one last thing. In terms of the FERS pro-
gram, it has been relatively successful, but if you look at State em-
ployee pension systems, they’ve been subject to enormous_political
pressure, whether it was investment in South Africa or the Sulli-
van Rules in Northern Ireland, can’t do business in Cuba, there’s
a proposal now in Massachusetts to divest some companies doing
business in Burma. The State of Connecticut recently, tried to de-
bate a gun control bill and found out its State employees owned 15
percent of Colt Arms. That involved all sorts of entanglements. So
the State employee retirement systems, I think, have shown that
there’s a great many problems with allowing the Government to
buy into private capital.

The CHAIRMAN. We also had efforts made on the Senate floor to
use these funds for construction of housing projects as well. So I
think your point is well taken.

Gentlemen, thank you very much for your testimony. As I indi-
cated before, this is not a legislative committee, and we certainl
don’t anticipate any action before the November elections. It w1ﬁ
probably take a lot longer than that to sort out exactly where we
need to go and will go in the future.

But I think a very strong educational program has to be under-
taken, that we, as has been suggested, we depoliticize this issue.
Senator Warner talked about this. Because when dealing with
Medicare and Social Security, the history has been, all you have to
do is demonize the other party, and suddenly you’ve got a hot polit-
ical issue in which you can destroy your political opponent. The
problem with all of that is that we don’t have time enough to con-
tinue this particular practice. I think the road to political success
has been paved with thé IOU’s of our children. That can no longer
be the road to political success. It ought to be the road to political
defeat. It's going to take a lot of public education for us to re-edu-
cate our puglic in terms of what needs to be done. Your testimony,
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I think, will be helpful in setting the stage for the debates in the
next Congress.

Thank you very much.

Our final panel consists of four retirement pension and budget
Eolicy experts. This testimony will focus on the major issues that

ave to be addressed in evaluating a shift to a privatized system.
Dr. Gene Steuerle, who is the author of Retooling Social Security
for the 21st Century. We have Martha Phillips of the Concord Coa-
lition, Estelle James of the World Bank, and Paul Yakoboski, of the
Employee Benefit Research Institute.

Ladies and gentlemen, thank you for appearing. Dr. Steuerle.

STATEMENT OF C. EUGENE STEUERLE, SENIOR FELLOW,
' THE URBAN INSTITUTE '

Mr. STEUERLE. Thank you, Mr. Chairman.

Despite remarkable success at reducing poverty, Social Security
and other government programs for the elderly and near-elderly
have several related problems. First, they put to pasture a large
number of extraordinarily talented people, thereby reducing signifi-
-cantly the productive capacity of the Nation. Second, devotion of an
increasingly larger budget shares to support higher levels of con-
sumption and more years out of the work force, rather than devo-
tion -of similar resources to our youth and other longer term objec-
tives, is a prescription for national decline.

Third, Social Security and other programs are very inflexible.
They actually do a poor job of taking care of the elderly poor, and
they create a large number of inequities for second earners in fami-
lies. Finally, there is good reason to believe that Social Security
may reduce societal savings. ,

_ Although this list of problems requires some difficult and fun-
damental decisions to be made in the future, we could exaggerate
the impact of change on the elderly. Reform could still mean that
almost all future retirees receive greater or equal lifetime benefits
than those who retired before them. Future retirees simply cannot
expect to maintain the rate of growth foreordained in current law.

You have asked today, Mr. Chairman, that we concentrate
mainly on the assessment of a shift from a social insurance system
to a privatized one. One of the main points of my testimony is sim-
ply to note that this shift deals primarily with the fourth of the is-
sues that I raised with you, but not with many of the other three,
and that it does not put aside many of the other hard choices that
we have to make.

That does not mean that such a shift is not valuable. Several
years ago, I suggested converting the current surplus buildup with-
1n Social Secunty into private accounts. This is a proposal not too
far from that of Senators Kerrey and Simpson in that regard, or
that of the chairman of the Advisory Commission on Social Secu-
rity, if I understand how his proposal may come out.

The advantage of this type of proposal is partly that it may in-
crease saving simply by forcing a more honest budget accounting
for retirement liagi{ities of the Government. Currently, however,
I'm also trying to develop another privatization option that might
involve simultaneously making private pensions much more port-
able than they are today. This option would involve also some tax
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reduction, but only if those taxes were devoted to a private account,
to which would be deposited by either employers or employees, ad-
ditional private retirement savings of say, 6 or 7 percent of wages.
Required benefit adjustments in Social Security would then be
made in a way that left a decent base of support even for those low
income individuals who could not participate in this type of private
saving option.

Now, I've led a little bit through the back door to considering this
type of public-private solution because of the Achilles heels that
I've seen in many existing privatization options. Even with sub-
stantial reductions in the rate of growth of benefits in Social Secu-
rity, there simply isn’t a lot of room to withdraw large sums from
the existing Social Security tax rate without threatening a basic
floor of benefits for both Social Security and health care. I'm also
unsure how far Congress is willing to go with an additional tax or
mandate, even if it is called privatization. If one examines the most
developed privatization options, such as those considered by the So-
cial Security Advisory Council, for instance, all of them rely upon
either an additional mandate or upon an additional tax to help fi-
nance the transition.

Finally, most privatization options to date have ignored issues
surrounding private pension plans, including many problems hav-
ing to do with portability of those plans, and the fact that private
pensions today really only cover about half the elderly, those who
probably are in least needy of security.

The primary advantages of privatization are threefold. First,
there’s a good chance they would increase societal saving. Second,
they involve a much more honest assessment of budgetary cost. As
an example, when the Thrift Plan was added to the Federal Em-
ployee Retirement System, or FERS, in substitution for some of the
benefits of CSRS, or Civil Service Retirement System, the pay-
ments into the Thrift Plan for current workers were recognized im-
mediately as a liability of Government, rather than deferred into
the future. Indirectly, this added into the measure of the deficit,
thus encouraging Congress to reduce the deficit, the real long-term
deficit, even more.

Finally, recognition of liabilities on a more current basis, as
would be the case in many privatization options, tends to free up
Government budget to address current needs.

However, Mr. Chairman, I don’t want to indicate that privatiza-
tion is without its own sets of dangers. We know that our own cur-
rent programs for the elderly have over-promised what they can de-
liver by overstating the rate of growth of benefits that’s promised.
It would be a mistake to convert that same set of excessive prom-
ises from today’s Social Security and health care systems into an
excessive set of promises from a system with increased amount of
privatization. In particular, Mr. Chairman, I'm objecting to those
plans that claim they’re going to provide the same level of benefits
in the future as does our current Social Security system, merely by
remanaging the way that we handle these monies.

When problems with old-age programs are put into compart-
ments, moreover, we often confine ourselves to inadequate and im-
balanced solutions. For example, we can’t easily divert Social Secu-
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rity taxes into private accounts if in the next breath Congress in-
crease taxes to pay for health care for the elderly.

As another example, we really can’t lose our focus on the reason
for Social Security in the first place: to provide some minimum
base of support for the truly old and disabled, a goal that inevitably
requires some redistribution that cannot be handled through pn-
vate accounts.

As a final example, we cannot offset scheduled declines in human
capital—the early retirement of so much of our population—by a
simple increase in physical capital. Whatever its other merits, we
cari’t build enough steel mills to offset this decline in human cap-
ital.

Two final warnings. First, I'd like to encourage the Congress to
beware of magic money. Attempts to let the Government borrow at
a 2 percent real interest rate, and then encourage either Govern-
ment accounts or private accounts that supposedly grow, let’s say,
a stock market rate of 6 percent, are misleading, if not dangerous.
Orange County, if you want, writ large. Magic money is being used
by some to argue that hard choices simply don’t have to be made.

The second warning is to watch out for the fallacy of aggregation.
While I favor reducing Federal deficits or reducing Government li-
abilities and promises for the future, and while we should increase
either Federal Social Security surpluses or put monies into individ-
ugl accounts, that does not mean that we should exaggerate their
effects.

In general, deficit reduction of a dollar or a deposit to a retire-
ment account of a dollar does not increase net societal saving and
investment by a dollar, partly because it is offset by some declines
in private pension savings and partly because some of the gross
savings that’s done by individuals is simply borrowed by other indi-
viduals for consumption. If you want a proof for that, just pull your
credit card and ask where all that money is coming from.

The addition of a more universal funded private savings tier into
the Nation’s retirement system—so-called privatization—may be a
useful way of increasing societal saving, and forcing a more honest
budget accounting of the costs and lhabilities of Government. A
wide range of options need to be considered, worked out in detail
and examined in depth. They should not, however, be oversold as
a solution for all the problems and goals of our programs for the
elderly and near-elderly. That is, we should not merely exchange
one set of excessive promises for another. A balanced assessment
of both possibilities and limitations of privatization is required.

Thank you.

[The prepared statement of Mr. Steuerle follows:]
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Mr. Chairman and Members of the Commiittee:

Despite remarkable success at reducing poverty among the elderly, Social Security and
other government programs for the elderly and near-elderly have several related problems:

(1) First, they schedule and set in place a huge decline in the use of our human capability
and capital. By encouraging longer and longer retirement periods relative to life spans --
the very early “putting to pasture” of a large number of extraordinarily talented people --
they reduce significantly the productive capacity of the nation.

(2) Second, our federal government increasingly favors consumption programs for the near
elderly and elderly over investment in the young and in other programs that are relatively
more favorable toward growth. Even ignoring potential reductions in economic output and
increases in interest payments, programs for the aged are scheduled to absorb almost all
federal taxes in the not-too-distant future. Devotion of increasingly larger budget shares
to support higher levels of consumption and more years out of the workforce, rather than
our youth and other longer-term objectives, is a prescription for national decline.

(3) Third, Social Security and other programs for the near-elderly and elderly, despite
substantial resources, are very inflexible: they do a poor job taking care of the elderly
poor, typically those who are truly old, and they create a large number of inequities for
second earners in families.

4) Finally, there is good reason to belfieve that Social Security may reduce societal saving
for three reasons:

(a) the programs reduce the workforce and, thereby, leave less societal income
from which to save;

(b) there are large transfers from younger savers to older consumers; and

© the pay-as-you-go nature of the system may displace saving that would be
made for retirement.

Although this list of problems requires some difficult and fundamental decisions to be
made in the near future, we can exaggerate the impact of change on the elderly. With adequate
forethought and preparation, reform can still mean that almost all future retirees receive greater
or equal lifetime benefits than those who retired before them; future retirees simply cannot expect
to maintain the rate of growth foreordained in current law.

You have asked today that we concentrate mainly on assessment of a shift from a social
insurance system to a privatized one. Several years ago | indicated that a partial shift of this
manner may be appropriate and suggested converting the current surplus build-up within Social
Security into private accounts. For reasons that | explain more fully below, one the main
advantages of this type of proposal is that it may increase saving by forcing a more honest
budget accounting for retirement liabilities of the government.
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Currently | am developing another “privatization” option that might involve simultaneously
making private pensions much more portable than they are today. This option would involve
some tax reduction if those taxes would be devoted to a private account to which would be
deposited (by either employees or employers) additional private retirement savings of 6 or 7
percent of wages. Of course, growth in benefits under Social Security would need to be pared
over time to get that system in order as well. Much of this paring should concentrate on the age
of retirement while trying to maintain basic levels of annual benefits for lower-income individuals.
Required benefit adjustments would be made in a way that left a decent base of support even for
those low-income individuals who could not participate in a private saving options; most middle
and upper income individuals, on the other hand, would come to expect a greater percentage of
their replacement wages in retirement to come out of private accounts.

| am drawn through the back door to a combined public-private solution like this because
of the Achilles heels that I have seen in many existing privatization options. The number of
elderly and near-elderly who are promised benefits in the future is great, and the lifetime benefits
promised to them is high. Therefore, even with substantial reductions in the rate of growth of
benefits there simply isn't a lot of room to withdraw large sums from the existing Social Security
tax rate without threatening a basic floor of Social Security and health care benefits. | am also
unsure how far Congress is willing to go with an additional tax or mandate even if it is called
“privatization.” All of the privatization options being considered by the Social Security Advisory
Council, for instance, rely upon either an additional mandate or upon an additional tax to help
finance the transition. In addition, setting up these private accounts may work better
administratively if deposits are greater than 1 or 2 percent of wages. Finally, most privatization
options to date have ignored issues surrounding existing private sector pension plans, which are
failing to provide significant resources to about half of the elderly and often are not every portable
for those who move from job to job.

Although Congress will inevitably hear advocates both for and against privatization, in
truth the real work will not be in debating slogans, but coming up with viable alternatives. The
difficulty of the task can be explained with some simple arithmetic. Current programs for the
elderly and near-elderly are scheduled to increase by about 8 to 9 percentage points of GDP. To
restore balance, Congress must decrease benefits or increase taxes by this amount simply to
reduce the amount of government dissaving scheduled for the future. Congress may also wish
to increase funding in private accounts (sometimes called privatization). If this involves, say, 3
percentage points of GDP, then the net benefit cuts or tax and mandate increases that are
required rise to 11 to 12 percentage points of GDP. In political terms of identifying winners and
losers, privatization initially adds to, rather than subtracts from, the number of ways that
government must reduce its benefit commitments or add to its mandates and taxes.

Possible Advantages

The primary advantages of privatization types of proposals are threefold. First, they
might increase societal saving, thus helping add modestly to our growth.

Second, they involve a much more honest assessment of budgetary costs. If Social
Security taxes or some mandated contribution were to be shifted into private accounts currently,
then cost would tend to be recognized more when it occurred, and the government would be less
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able to shift liabilities into the future. For example, when a thrift plan was added to the Federal
Employee Retirement System (FERS) in substitution for some of the benefits of the old Civil
Service Retirement System (CSRS), the payments into the thrift plan for current workers were
recognized immediately as a cost, rather than deferred into the future when retirement checks
were actually written. This added, by the way, to the measure of the deficit and encouraged
Congress to act sooner to reduce that truer measure of government dissaving.

Third, the recognition of liabilities on a more current basis tends to free up the
government budget to address current needs rather than being diverted to pay for unfunded
promises from the past.

Possible Dangers

We know that our current programs for the elderly have over promised what they can
deliver by overstating the rate of growth of benefits that is possible. It would be a mistake to
convert that same set of excessive promises from today’s Social Security and health care
systems into an excessive set of promises from a system with an increased amount of
“privatization.”

Many privatization proposals fail to address many of the problems that | outlined at the
beginning of my testimony. Privatization deals primarily with issue 4 © in the list | provided, but
not with other issues such as how many years of retirement support is it reasonable to expect.
At times, then, the debate over privatization has tended to hide or mask over the many hard
choices we face -- at times hinting that excessive promises can be kept excessive if we simply
change the way that Social Security funds are managed.

When problems with old age programs are put into compartments, moreover, we often
confine ourseives to inadequate and imbalanced sclutions. For example, we can't easily divert
Social Security taxes into private accounts if in the next breath we increase taxes to pay for
health care for the elderly. As another example, we shouldn't lose our focus on the reason for
Social Security in the first place: to provide some minimum base of support for the truly old and
disabled -- a goal that inevitably requires some redistribution that cannot be handled through
purely individual accounts. As a final example, we cannot offset scheduled declines in human
capital -- the early retirement of much larger shares of our population -- by a simple increase in
physical capital. Whatever its other merits, simply increasing physical capital investment --
building more steel mills, if you want -- is not enough.

Let me use some numbers to clarify this potential problem of excessive promise and
incomplete solution. Under current law, lifetime benefits for an average income elderly couple
under various federal programs is about $1/2 million, and that figure continues to rise as we
move into the future. If a couple retires at age 62, annuity payments are expected to last 25
years today, increasing to 27 or more years as we move in the future. As the share of the
population receiving such benefits increases dramatically once the baby boomers begin to retire,
these promises become extremely hard to maintain. “Privatizing” the promises or expectations
does not make them any less excessive.
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Getting the Accounting Straight

Two final warnings are necessary when doing the accounting for the add-on of private
accounts or conversion of some Social Security money into individual accounts.

Beware of magic money! Attempts to let government borrow at a 2 percent real interest
rate and then encourage government accounts or private accounts that supposedly grow at a
stock market rate of, say, 6 percent are misleading, if not dangerous. Orange County writ large.
If one really believes that all government has to do is to arbitrage some money to solve its long-
term problems, then let's simply increase government borrowing even more and then invest that
money, or force private savers to put money aside, in the stock market! Magic money is being
used by some to argue that hard choices don’t have to be made. That s, it is tempting to
promise continued huge increases in the elderly and near elderly’s share of the national pie
simply by having their money grow faster than the economy -- that is, faster than income and
consumption of everyone else. Not only is magic money often involved, but even if available it
doesn’t solve many of the longer term problems associated with the waste of our human capital
or capabilities.

Watch out for the fallacy of aggregation! Reducing federal deficits, reducing government
liabilities and promises for the future, and increasing either federal Social Security surpluses or
moneys put into individual accounts may all be worthwhile efforts. But let's not exaggerate their
effects. A significant portion of any increase in gross saving in one particular form will be offset
by decreases elsewhere. For example, increases in mandated pension accounts will be offset in
part by declines in other pension saving and by increased borrowing by consumers of additional
gross deposits. In general, deficit reduction of $1, or a deposit to a retirement account of $1,
leads to net societal saving and investment of less than $1.

Conclusion

The addition of a more universal funded, private, savings tier into the nation’s retirement
system -- so-called privatization -- may be a useful way of increasing societal saving and forcing
more honest budget accounting of costs and future liabilities of government. A wide range of
options needs to be considered, worked out in detail, and examined in depth. They should not,
however, be oversold as a solution to all problems and goals of our programs for the elderly and
near elderly -- merely exchanging one set of excessive promises for another. A balanced
assessment of both the possibilities and limitations of privatization is required.
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The CHAIRMAN. Thank you very much.
Ms. Phillips.

STATEMENT OF MARTHA H. PHILLIPS, EXECUTIVE DIRECTOR,
THE CONCORD COALITION

Ms. PHILLIPS. When the Concord Coalition first began focusing
on Social Security and entitlement programs, the word “crisis” was
often used. A number of people said, it’s not really a crisis. It’s
manageable. It’s just a problem.

I began using the word “problem,” and then people said, it’s not
even a problem. So now I suggest that maybe it’s a “dilemma.”

But somethinf is wrong with our system. That has happened be-
cause of a rapidly aging population in the United States.

The CHAIRMAN. You may recall that there was an issue of a
health care crisis, and then it was said, well, it’s not really a crisis,
just a problem.

Ms. PHILLIPS. Exactly. When I was on television and called it a
problem, somebody came back and said, it’s not a problem. But
nevertheless, you've got people aging in this country, the baby
boom generation reaching retirement age in little more than a dec-
ade. Seventy-six million boomers, when they're fully retired by
2040, will add up to double the number of seniors that we have
today. There will be about two working taxpayers to support every
retiree.

I don’t know whether you call this a crisis, a problem or a di-
lemma, but it’s certainly something out there that we know is com-
ing. These people have all been born, we can count them, and we
know that we have to prepare to respond to the impact they will
have when they retire.

For more detail about how this is all shaping up and what it
means, Pete Peterson, who is the President of the Concord Coali-
tion, has a book coming out in 2 weeks, Will America Grow Up Be-
fore It Grows Old. It’s a very dramatic presentation of these statis-
tics and what they mean for Federal programs.

Back in 1983, Social Security reforms trimmed benefits, and
speeded up payroll tax increases to try to build program surpluses,
in large part to increase savings, increase economic growth in
America and.prepare our economy to have the capacity to deal with
so many retirees. What the 1983 reformers didn’t anticipate was
that between 1983 and 1996, we were going to borrow $4 trillion.
Back in 1983, people really thought that those large budget deficits
of the Carter and early Reagan years were temporary aberrations,
that this was very unusual, and that surely we would get back to
our normal pattern of running budget surpluses or nearly balanced
budgets in periods of peacetime prosperity. Nobody foresaw that we
would run up such a huge public debt.

So now we're in sort of a double dilemma and the solutions are
also interlocking. First of all, if we could balance the Federal bud%-
et, and even move into reasonable surpluses, roughly comparable
to the amount that is added to the Social Security trust fund each
year, that would increase the pool of capital available for invest-
ment in our economy and lead to more rapid economic growth even-
tually, gradually, but it would happen.
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A larger, more vigorous economy in the next century means more
resources will be available whether through public or private
means, to support such a large number of retirees, without de-
manding generationally unfair contributions from youth and work-
in% age citizens. We don’t want to get into a zero sum game.

olitically, and practically, if you want to balance the budget and
even work up to reasonable surpluses, and keep the budget in bal-
ance, then everything has to be on the table, and everything in-
cludes Social Security, to complete the circle. So Social Security has
to be part of the solution. The long-term financial commitments im-
plicit in the structure of the current program are unsustainable,
and the issue is not whether the program will be revised, but when
and how. _

The lon%er we wait to address the problems of Social Security,
the more limited and ultimately the more draconian the choices
and options will be. Many proposals, including these privatization
options that we're discussing here today, require substantial lead
time in order to have a chance to achieve full impact by the time
significant numbers of baby boomers reach retirement age. They
need time to work.

In different meetings around the city, where people are talking
about these discussions, I or somebody else inevitably asks the
question, “Your plan assumes that it will take effect in 1997 or
1998, or a couple of years down the road. What if we didn’t start
this plan for 5 years or for 10 years?” The answer almost always
comes back, “Well, then, it won’t work. We won’t have time for all
the compounding effects and economic growth to take place before
they are really needed.”

The CHAIRMAN. So there’s no realistic chance that we could make
that kind of change in 1997 or 1998?

Ms. PHILLIPS. Well, I don’t know. I'm just saying that it’s really
important that we speed up consideration and debate of this issue.
Right now, the current Presidential campaign and most House and
Senate campaigns as well, are maintaining a pact of silence on the
Social Security question. Far too many candidates respond, when
Social Security is raised, by pledging not to touch it. Yet these are
unavoidable issues and not touching Social Security is probably the
one option we do not have.

There are a whole variety of proposals for reform. Raising payroll
taxes just 2 percent is one option. I'm constantly amazed that some
people say that’s just a really mild, easy, incremental reform. An-
other portion is gradually raising the eligibility age for full bene-
fits. Another possibility is reducing the initial benefit for those who
have higher earnings. That can be done through the benefit deter-
mination calculations, the so-called bend points; through a com-
prehensive entitlement means test, in which the Concord Coalition
has been very interested; or through inclusion of benefit amounts
in income for purposes of calculating income tax. Still other options
include reducing cost-of-living adjustments, investing Social Secu-
rity trust fund assets in higher yielding private market securities,
and/or requiring workers to buildup private retirement savings in
lieu of or in addition to their Social Security benefits.

These last two items have been sometimes called the privatiza-
tion option, and they are getting a lot of attention and enthusiasm
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lately. Part of the attraction may stem from the fact that, at least
at first blush, many of these proposals appear to involve neither
sacrifice nor losers, two things that most politicians abhor.

Is privatization the answer to the Social Security dilemma, or is
it too good to be true? Here I'd like to echo and concur with Senator
Simpson’s observation that there is no free lunch. I think a lot of
the enthusiasm for privatization is because people haven’t thought
through carefully what the problems are. Chief among those prob-
lems, of course, 1s the transition. It’s not too hard to describe a very
elegant system that will work just like a clock once we get there.
The probf;m is, how do we get from where we are today to where
we are headed? At least one generation, and perhaps several gen-
erations, will be required to continue paying for the retirement of
their elders while putting aside for their own retirement. This dou-
ble burden can be spreas out, but it cannot be avoided altogether.

The Concord Coalition does not plan to put together its own spe-
cific privatization bill or proposal. But we do believe that as these
plans are discussed and promoted and considered, they should be
measured against a number of criteria. For purposes today of this
testimony, I have laid out a dozen of them. I will tick through them
quickly. Several come under the heading of macroeconomic or fiscal
concerns.

The chief concern, that almost everybody here has touched on, is
would the proposed reform, whichever of the many ones that are
under consideration, increase net national savings, or would it
merely swap ownership of assets. Investing some or all of Govern-
ment-owned Social Security assets in the stock market does not in-
crease net savings to the economy, particularly because the Gov-
ernment would then have to go out and issue more bonds.

Increasing net savings would require either reducing Federal
deficits by trimming non-Social Security accounts, and here most
proposals become very vague, or by requiring additional mandatory
contributions, which may look and feel very much like tax in-
creases to the individuals involved. Even though you say, “Well, it’s
not a tax, because you're fgoing to own your savings,” they say,
“Yes, but it's coming out of my paycheck.” So these are very real
considerations.

Increasing savings necessarily means reducing current consump-
tion. You either spend money or you save it. A dollar saved cannot
simultaneously be a dollar spent,

A second concern is whether the proposed reform retains flexibil-
ity to make adjustments down the road if events do not match cur-
rent projections. You've heard several witnesses touch on how dicey
a lot of these projections, and how they depend on whether or not
immigration changes, whether we have recessions, and a whole
number of other variables.

The CHAIRMAN. But we're going to tighten up on immigration, so
you're going to have fewer people paying in.

Ms. PHILLIPS. That increases this problem, dilemma. One of the
things that several various proposals include, both those proposed
by tﬁink tanks and by academics, is the idea of offering some form
of “recognition bonds,” where you would take the people who are
currently in the system and essentially pay them off, make them -
whole, by giving them bonds or some other Federal securities equal
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to the present value of their future stream of benefits. I would ob-
serve that when you do that, you're really locking in for all time
what those people expect today to get in the future. Whereas we
know, that the promised benefits in the Social Security program
have been changed in the past, and likely will be changed in the
future. Looking over the history of the Social Security system
shows that from time to time we came back and said we overdid
it, we can’t afford to continue paying as much as we've been. I'm
talking about reducing COLAs, raising retirement age, changing
dependents benefits, as was done, for example, in 1983. If we had
locked folks in with recognition bonds at that point, their pre-
viously promised benefits would have been frozen. So with recogni-
tion bonds, you are eliminating your flexibility to make changes
down the road.

Third, does the plan provide adequate financing? Some of the
plans rely on the difference, the spread, between the stock market
and what the Government has to pay in interest on its bonds. If
you start moving huge amounts of Government financing into the
stock market and then'issuing more Government debt, you might
see that that spread between the yield on the two kinds of securi-
ties actually would narrow. That would confound a lot of calcula-
tions on which various plans are resting.

Your calculations about financing any system have to be realistic,
even conservative. Bad news has a way of happening, and we have
a way of never anticipating it.

Think about the tax consequences of the reform plan. What are
you going to do about taxation of the “tail” of the existing plan, as
it phases out? What about the people coming into the new plan?
How do you treat their contributions? How do you treat the money
that they take out? What impact would this kind of privatization
idea have on IRA’s and other tax advantaged savings that are al-
ready out there? What about major tax reform? What if we go to
a U.S.A. Nunn-Domenici type tax, or a national sales tax or value-
added tax? How does all this play into that situation?

The CHAIRMAN. It sounds to me like we would be better off hav-
ing a dictatorship and just having someone make the decision.
[Laughter.]

Because as you lay out all of the dilemmas that—

Ms. PHILLIPS. Pm only up to No. 5. A number of concerns have
to do with benefits protections and generational fairness. How do
those who are already retired or about to retire fare under these
reforms? What do you do about disability? What are the
intergenerational tradeoffs? How does the reform plan deal with fu-
ture cohorts of retirees?

There are really three different groups involved here: those who
are already retired or about to retire; the baby boomers; and the
folks who come behind the baby boom generation, the Xers and
Millienials who are really most at risk of any of the groups we’re
talking about. A reform plan should make the future beneficiaries,
the younger generations, unambiguously better off than they would
be under the current system. They should be better off in terms of
- adequacy of benefits, and they should be better off in terms of rate
of return. That is a tough requirement to meet.
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How does the plan deal with lower income workers? What does
it do to deal with people who make poor investments and end up
with inadequate retirement resources? Regarding lower income
workers, a number of the plans suggest having a two-tier system
with a lower tier that would provide sort of a safety net.

Other plans talk about having a universal tier. Keep in mind
that any benefit you offer on a totally universal basis is going to
be very, very much more expensive than benefits that constitute a
safety net only for those who need them.

Last, there are administrative and fiduciary concerns. How does
the reform plan deal with investment decisions? What are the re-
straints on what you can invest in? How does the reform plan re-
strict the use of privately saved funds? What are the restrictions
on taking money out of your retirement savings plan? Are there
hardship exceptions? There is going to be incredible pressure to get
money out of these plans before retirement. What about terminal
illness, serious illness, home purchase, education, unemployment, a
red convertible? What is it that you're going to be a]loweXTo take
the money out for.

Administrative costs under this system are bound to be higher
than the Government’s current costs. How can they be minimized,
and what kind of a switchboard are you going to set up to keep
track of where the money is going.

These are serious problems. V&ge have to get working on this. We
don’t have too much time. Younger generations are coming along
and they demand that we take a look at that. Seniors are already
in the system and they’re worried about where it’s headed and the
pact of silence has to end soon. A

[The prepared statement of Ms. Phillips follows:]

35-304 0 - 96 - 4
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The Problem:

A rapidly aging population in the United States, as in most other industrialized nations, poses
serious long term problems for the Social Security, Medicare and Medicaid programs. The huge
baby boom generation will begin reaching retirement age in little more than a decade. When these
76 million boomers are fully retired, by 2040, the number of seniors will be at least double what it
is today and there will be only two working taxpayers for every retiree.

The 1983 Social Security reforms trimmed benefits and speeded up payroll tax increases in order
to amass program surpluses. It was expected that these surpluses would increase net national savings
and thereby encourage investments that would boost economic growth and help deal with the
inevitable pressures that the retirement of the baby boomers would pose.

What the 1983 reformers did not anticipate was continual large peacetime budget deficits that
have resulted in $4 trillion of federal borrowing since that year. The Social Security surpluses are
being used to finance consumption-driven budget deficits, not for increasing net national savings,
investment and economic growth.

. Interlocking solutions:

Balancing the federa! budget, and then moving into budget surpluses roughly equal to the Social
Security Trust Fund annual surpluses, would increase the pool of capital available for investment
in increasing the rate of economic growth. :

A larger, more vigorous economy in the next century means more resources will be available to
provide, though some combination of public and private means, an adequate retirement for the baby
boom generation without requiring excessive, or generationally unfair, contributions from youth and
working age citizens.
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Politically and practically, to balance the federal budget and keep it in balance, everything must
be on the table—including Social Security, to complete the circle. The long term financial
commitments implicit in the structure of the current program are unsustainable. The issue is not
whether the program will be revised, but rather when and how.

The longer we wait to address these problems, the more limited and, ultimately, the more
draconian the choices and options will be. Many proposals require a substantial lead time in order
to have a chance to achieve full impact by the time significant numbers of baby boomers reach
retirement age. .

Ironically, the current presidential campaign, and most House and Senate campaigns, are
maintaining a pact of silence on the Social Security question. Far too many candidates respond,
when Social Security is raised, by pledging not to touch it. Yet these are unavoidable issues. "Not
touching it" is the one option we do NOT have.

Proposals for Reform -

The problems ahead for Social Security can be tackled in a variety of ways. Mo;st proposals
currently in circulation include one or more of the following:

¢ Raise payroll taxes to levels required to continue financing benefits on a pay as you go basis or to
partially finance the projected shortfall.

¢ Increase gradually the age for full retirement benefits beyond the age 67 under current law. Age
increases are an indirect way to reduce benefits.

¢ Reduce initial benefit levels for those with a history of higher eamings or for those who have far
above average retirement incomes. Means testing could take the form of changes in the benefit
determination calculations, a comprehensive entitlements means test that would explicitly reduce
benefit payments for well-to-do retirees, or inclusion of all benefit amounts in income for
purposes of the federal income tax.’

¢ Reduce annual cost of living adjustments, either across the board or in a way that protects those
with lowest benefit levels. :

¢ Invest Social Security Trust Fund assets in higher yielding private market securities.

¢ Require workers to build private retirement savings in lieu of or in addition to their Social
Security benefits.

A number of proposals involving the last, the so-called "privatization option,” have generated
considerable attention and enthusiasm in the last year. Part of its attraction may stem from the fact
that, at least at first blush, many of these proposals appear to involve neither sacrifice nor losers. Is
some form of privatization the answer to the Social Security dilemma? Or is it too good to be true?
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The transition from the existing under-funded system to one that depends wholly or substantially
on private savings is the greatest hurdle. At least one generation and perhaps several will be required
to continue paying for the retirement of their elders while also setting aside reserves to pay for their
own retirement. This double burden can be spread out, but it cannot be avoided altogether.

A number of think tanks, academics and legislators are beginning to examine privatization, or
“thrift" plans, as they are sometimes called, and several have been drafted into bill form and
introduced. The Concord Coalition does not plan to offer a specific proposal of its own. However,
we do believe that as these plans are discussed, promoted and considered, they should be measured
against a number of evaluation criteria or questions. These are outlined below:

MACROECONOMIC/FISCAL CONCERNS

1. Would the reform increase nef national savings and income or merely swap ownership of
assets? :

Shifting ownership of Social Security retirement savings from government accounts to private
investments would require the government to borrow more from private markets to cover its annual
budget deficits. ’

Some plans propose issuing staggering amounts of federal debt to pay off existing implicit
obligations, leading to huge debt service costs followed by payment of principal when bonds are
redeemed. Issuing explicit government debt (recognition bonds, consols, etc.) to replace debt
implicit in the current un- or under-funded system does not change total national savings or capital.

Investing some or all of government-owned Social Security assets in stock market or other private
investments does not increase net savings to economy but could benefit trust fund to extent that
government profits from the higher amounts that can currently be earned in the private market.

Some maintain that although a plan may increase the level of federal red ink for a number of years,
that is acceptable so long as genuine national savings are increasing by several times that amount.

Increasing net savings would require either reducing Jederal deficits by trimming non-Social
Security accounts (and here the proposals become very vague), or requiring additional mandatory
contributions (which may look and feel very much like tax increases t6 many workers). Increasing
savings necessarily means reducing current consumption. A dollar saved cannot simultaneously
be a dollar spent. ’

Evéntually, when the productivity-enhancing results of increased savings kick in, consumption can
return to, and perhaps exceed, previous levels—at the same time that substantial savings are being
tucked away. But at the beginning of this process, it is inescapable that increased savings means
decreased consumption, no matter how the trade-offs are explained or masked.

3
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Household savings behavior: Feldstein and others show strong evidence that current system reduces
propensity to save by insuring against old age income loss, longevity, and inflation. Yet Mitchell
& Zeldes (Wharton School) suggest that for younger people who now doubt they will get full Social
Security benefits, the decreased uncertainty of a funded system would reduce their precautionary
saving. Mandating additional contributions would counteract this.

2. Does the proposed reform retain flexibility to make adjustments down the road if events do
not match current projections?

"Recognition bonds” lock in current implicit commitments by formalizing the implicit liabilities
—issuing debt in the present value amount of what workers/retirees would receive under today's
program, formally and explicitly converting those expectations into hard cash (or the equivalent
in government obligations.)

But Congress has changed Social Security benefits many times in the past and is likely to do so
again in response to the impact of baby boomer retirement. People's actual future benefits
therefore may not necessarily turn out to be as much as the benefits they would get from the
program as it is structured today.

Instead of locking in today's expected benefits by issuing recognition bonds to individual
workers/beneficiaries, a reform plan could, instead, issue general debt to the public at large in
order to raise any funds needed to meet transition costs. This would preserve the possibility of
future reductions in real Social Security benefits to make it more affordable to pay off the debt.

3. Does the plan provide adequate financing?

Relying on the spread today between return to private stocks and return to Treasury debt is risky.
If the government goes into arbitrage business by buying up large quantities of stocks and selling
treasury debt to public to make up the shortfall, this will tend to close the current yield spread
between the two kinds of securities.

What safeguards are needed, if any, for paying benefits when the onset of retirement coincides
with a down market?

Has the financing been calculated using realistic, even conservative, assumptions regarding rates
of return, present value of liabilities, behavioral responses and other factors? Plans that depend
on implausibly high real rates of return should be suspect.

P23

. What are the tax consequences of the reform plan?

Should the remaining stream of benefits from "tail" of current system be fully taxable? If so,
should the tax revenues be plowed back into retirement benefits? for current retirees? for current
workers?
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What taxes should apply when private savings are drawn out of the new plan upon retirement?
upon disability? upon death? If lump sum? If annuity?

Should contributions by workers/employers be deductible? If so, then should benefits be taxable
when received? If contributions are deductible, what impact would this have on IRAs and other
tax-advantaged savings?

If a major tax reform is adopted by Congress, how would the reformed Social Security/private
savings scheme work? Under a national sales tax or VAT? Under a USA (Nunn-Domenici) tax
reform that permits unlimited deductions for savings?

BENEFITS, PROTECTIONS, GENERATIONAL FAIRNESS
5. How do those who are already retired or about to retire fare under the reform?

Ninety-five percent of current system's benefits go to retired workers, elderly widows/ers, and
elderly spouses. Are their benefits maintained, reduced on a progressive basis, reduced
selectively, or reduced across the board?

Five percent of the current system's benefits go to child survivors, non-elderly disabled widows
aged 50-60, and children aged 18 and under and permanently disabled children of retired workers.
How are these beneficiaries provided for in the reform plan?

Some earlier plans suggested by academics would cash out current retirees and replace their
stream of benefits with recognition bonds with which they could purchase annuities. This
assumes that the private annuity market could and would offer a product, despite the likely
adverse selection that would occur.

6. How does the reform plan deal with disability?

Some provision for disability is needed under any reform plan because it requires a long time to
build up enough savings/assets to purchase an annuity. Few workers becoming disabled at, say,

_age 40, would have saved enough in private retirement accounts to fund adequate disability
coverage.

Private disability insurance exists, so some argue that this coverage could be handled either
publicly or privately. Some plans retain the disability portion of OASDI and privatize only OASI.
If the private disability option is selected, should disability insurance be mandatory? Only for
workers with dependents?

7. What are the inter-generational tradeoffs? How does the reform plan deal with future
cohorts of retirees? .

Three groups are involved: those who are retired or about to retire, boomers, and Xers and
"Millennials." Each presents a different problem. -



A reform plan should make future cohorts of beneficiaries unambiguously better off than they
would be under the current system. This should be measured in terms of

« adequacy (both wage replacement and absolute dollar amounts)
» rate of return: people should get a better deal for their money

Both these criteria should be measured without "smoke and mirrors” using realistic, even
conservative, rates of return.

8. How does the reform plan deal with lower-income workers?

Low income workers now get very favorable deal under Social Security in terms of the progres-
sive benefit structure that provides a higher wage replacement for lower incomes than for higher.

Some reform plans would subsidize contributions to private savings for lower-income workers
since their personal contributions alone would not provide adequate benefits unless they earned
an extraordinarily high rate of return.

Other plans have two tiers. The bottom, basic tier provides universal modest benefits to make sure
that lower income workers have adequate retirement incomes. However, making this basic tier
universal is far more costly than means-tested low-income support.

Although low income workers get progressively higher benefits, on average they live fewer years
after retirement and thus receive less in total than the progressive benefit structure would indicate,
Some argue, therefore, that no additional protections or supplements are required in order to
provide the same benefits for lower income workers that the current system provides.

Also, to the extent that low-income workers do not spend all their accrued assets under a reform
plan, they can bequeath the remainder to their heirs, unlike the current system.

9. How does the reform plan deal with people who make poor investments and end up with
inadequate retirement resources?

Some people will be unlucky. Some plans call for a public means-tested guarantee to back up the
privately invested contribution accounts. Does the offering of indexed Treasury bonds eliminate
the need for such a safety net?

ADMINISTRATIVE/FIDUCIARY CONCERNS

10. How does the reform plan deal with investment decisions?

Does the plan have a sensible set of regulations having to do with investment decisions, inclﬁding
diversification requirements and risk/safety requirements?

Do the plans offer a government default option, permitting workers to default to a "generic"
investment plan operated by the federal government (like the federal workers' current "Thrift
Savings Plan.)
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Investor education is essential. Workers and retirees must become financially literate. How is this
provided for? :

Objective repdrting to the public of essential features (yield, risk, etc.) of various investment plans
should complement investor education. Should objective reports be provided by federal
government? By a "consumer reports"-type independent board?
11. How does the reform plan restrict the use of the privately saved funds?
What restrictions are there on iaking money out of the retirement savings plan? Are there any
hardship exceptions that should be made? Terminal illness? Serious illness? Home purchase?
Education? Unemployment? A red convertible?
1s it acceptable to permit withdrawals at any age so long as the worker uses the first dollars to
purchase an annuity sufficient to provide poverty-level retirement benefits for worker and spouse?
12. What are the administrative costs under the reform system? .

They will always be higher than current system. How can they minimized?

Must there be a "switchboard" entity to track contributions, investments, etc?
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The CHAIRMAN. Thank you very much, Ms. Phillips.

Singapore was referred to earlier, and as I understand their sys-
tem, they have a mandatory savings program, where they have
savings in the range of 40 percent, 20 percent from the individual
and 20 percent from the employer. Those funds are accumulated
over the lifetime of that individual, can be withdrawn on three oc-
casions only. First, you can withdraw some of the funds to pur-
chase your first home. Second, you can use them for extraordinary
medical expenses. Third, for retirement. Other than that, the
money stays in the fund.

Even though it may not be returning as much as if the Govern-
ment were not doing the investing, I think that they have found
that they have enormous amounts of capital available for all of
their infrastructure and other types of social needs. Most seem rea-
sonably happy with the system. Of course, Singapore consists of 3
million largely Chinese people who do not have the kinds of prob-
lems that this country has, or dilemmas that we face, as far as
dealing with a multiethnic, multiracial, multicultural society of 250
or 260 million plus.

Now, Dr. James would you please try to respond to all of the
questions that Ms. Phillips has just raised? [Laughter.]

Ms. JaMES. I think the previous speakers have pretty well cov-
ered most of what I was going to say. Incidentally, although the
Singapore scheme, has been la%eled a retirement savings plan, in
fact, most of the money has been used for home ownership. When
people are retiring now, they are finding very little in those savings
accounts for their retirement years. Unforturately, you can’t eat
your homes. So this is a problem that Singapore is grappling with
now.

STATEMENT OF ESTELLE JAMES, LEAD ECONOMIST,
WORLD BANK

Ms. JAMES. Let me just start by saying that today T'm speakin
as an individual, not as a representative or employee of the Worlg
Bank. However, I will be basing my comments on work that I did
as principal author of Averting The Old Age Crisis, which is the
World Bank’s study of old age security plans around the world.

The CHAIRMAN. We may sell some books here today, if nothing
else. [Laughter.] .

Ms. JAMES. Yes, absolutely. They’re available at the World Bank
bookstore, $20 a copy—a very good price.

The CHAIRMAN. We have 1é};:nator Simpson’s book.

Ms. JAMES. That’s right.

Public pension spending increases exponentially as populations
age. It now exceeds 10 percent of GNP, or 25 percent of public
spending, in many countries around the world. This comes on top
of the medical spending that increases as populations age.

This was our starting point—that huge sums of money are in-
volved in these programs. Therefore how this money is generated
and how it’s spent can affect the entire economy, not just the old.
It can affect productivity and the size of the GNP pie.

We have 2 criteria for evaluating old age security programs not
12, but I think our 2 really subsume the 12 that were just listed.
First, these programs should protect the old in an equitable way,
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and second, they should promote or at least not hinder economic
growth, which is important both for the old and for the young.

In other words, we have to keep our eye on the impact that these
programs have on the broader economy. Unfortunately, when we
looked around the world at many existing programs, we saw man
problems and we felt that they were neither protecting the old welf:
especially the people who will grow old in the future, nor were they
good for the broader economy. .

To counter the problems t{at we found, we concluded that piece-
meal reforms alone were not sufficient. In most countries, a new
structure is needed. This structure should put greater emphasis on
saving and funding, it should share responsibility between the pub-
lic and private sectors, and it should give added protection to work-
ers with low lifetime incomes.

Specifically, mandatory retirement income should come from two
parts; we call the parts “pillars.” One part should come from peo-
ples’ own savings, which would be privately managed, and there-
fore you could call this the private pillar. The other part would
come from redistribution across individuals, or income groups,
which would be publicly managed, therefore it's the public pillar.

‘Both parts should be required. Of course, there could be addi-
tional savings on top of that, but I am talking about the mandatory
part here.

The public part might be similar to our current Social Security
system, but a much downsized version and more targeted to low
wage earners.

e newest and most controversial part of our recommendation
concerns the mandatory saving plans. So let me just briefly explain
the rationale and how they would work in the World Ban{{ system
and in countries around the world where they've been tried.

First of all, these plans would be mandatory, so they would cover
the entire population. Voluntary plans only cover a minority. They
would link benefits closely to contributions, preferably through a
defined contribution plan, in order to discourage evasion, to dis-
courage early retirement, and to force retirement age to increase or
benefits to decrease automatically as longevity increases. As other
speakers have said, one of the major problems of current systems
is that longevity increases while retirement age, ironically, goes
down. A de medy contribution system should deter that kin({ of de-
velopment, without the need to make a difficult political decision
each time.

They would be fully funded to make sure that a country’s retire-
ment promises do not exceed its ability to pay, to avoid dramatic
tax increase as populations age, to prevent large intergenerational
transfers, and to help build long term national saving.

Now, there’s been a lot of tali about the savings effect. So let me
just emphasize here that to have a positive savings effect is not
easy. Because as the previous speaker said, to have more savings,
you have to have less consumption. This is generally not popular.
It concerns me that some of the proposals that supposedly will in-
crease saving in fact don’t increase taxes or contributions. It's hard
to see where the positive savings effect will come from. In general
the savings effect will be more positive if the mandated savings
rate is relatively high, and if consumer borrowing is somehow lim-
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ited or discouraged. Otherwise people will simply borrow against
that savings. Also, public dis-saving, in the form of deficits, must
be constrained. Preliminary evidence from Chile suggests that their
new pension system, which features a mandatory saving plan, has
had a positive effect on national saving. But this is just prelimi-
nary evidence, and we do have to be cautious how we interpret
these data.

Now, finally, the mandatory savings account in the World Bank
plan would be privately and competitively managed in order to
produce the highest return on saving and the best allocation of cap-
ital. When we looked at the data, we found that during the 1980’s,
publicly managed pension funds in most countries actually lost
money in real terms, while privately managed funds on average
earned high returns.

The reason for this disparity is very simple. The privately man-
aged funds were able to invest in a diversified portfolio of stocks,
bonds, real estate, and foreign assets, based on economic criteria,
while the publicly managed funds were invariably given very lim-
ited investment options. They were forced to invest in low interest
government bonds, loans to failing state enterprises, or other in-
vestments that were dominated by political criteria.

Empirically, it seems almost impossible to avoid these political
objectives in a publicly managed fund. I imagine, if I were a Sen-
ator, and I had these funds at my disposal, it would be difficult for
me to avoid directing those investments. However, the resulting al-
location of capital is bad for the pension fund and ultimately bad
for the economy. It doesn’t maximize productivity.

Now, over the past few years, several countries have adopted this
model that I've just described. These include Chile, Argentina,
Peru, Colombia, Uruguay, Australia, Switzerland, Denmark, and
the United Kingdom. Many other countries are now actively consid- -
ering this kind of system. So clearly, we can learn from this that
fundamental change is possible in a democracy. Democracies have
made these changes.

The CHAIRMAN. You don’t cite Chile in that category.

Ms. JAMES. No. That’s why I listed all these other countries. I
think it's unfortunate that so much emphasis is put on Chile. Be-
cause people immediately say, dictatorship, no good, can’t be done
elsewhere. In fact, it is being done elsewhere. Although it’s more
difficult, definitely.

Now, most of these reformed systems are quite new. So the
amount we can learn from them is limited. But we can still learn
some things. First of all, they have certain important commonal-
ities. They all include a largely funded defined contribution compo-
nent—which are the mandatory savings plans. The accumulated
funds are privately and competitively managed. The private man-
agement is heavily regulated by the Government to prevent fraud,
.excessive risk taking or under risk taking which is the opposite
danger, mainly by requiring investment diversification.

The mandatory savings plans are all buttressed by a publicly
managed, tax-financed, social safety net, which is designed to pro-
tect low wage earners who can’t save enough to sustain themselves
in old age.
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Now, these plans also have important differences. In the Latin
American countries, workers make the contributions into their own
retirement savings accounts, and they direct the investments b
choosing the investment company. On the other hand, if you loo
at OECD countries, typically employer and union trustees make
these investment choices for an entire group of workers—a com-
pany or an occupation or industry. This is partly because employer-
sponsored plans were common in these countries on a voluntary
basis before they became mandatory. Giving the employer and
union representatives the choice may lead to %etter informed deci-
sions and to lower administrative expenses, while giving workers
the choice is justified on grounds that workers ultimately bear the
investment risk.

A mixture of the two may be best. For example, in the United
Kingdom, employers make the choice but workers have the right to
opt out of the employer’s plan if they think they can do better. Aus-
tralia is now moving in this direction also.

The CHAIRMAN. Could I ask, do any of these programs provide for
disability or survivor benefits?

Ms. JAMES. Yes, in different ways. For example, in the Latin
American countries, these benefits are actually privatized. The pen-
sion fund takes a certain amount of the worker’s contribution and
buys the disability and survivors insurance from a private insur-
ance company. That’s one way it has been handled. It could be han-
dled in other ways, for example, left in the public pillar. That’s one
of t(;le choice variables, one of the choices that would have to be
made.

Another important difference among these plans is the way they
handle the protection of the income groups under the public pillar.
In Chile, a minimum pension guarantee is attached to the manda-
tory saving plan. In Argentina, a flat or uniform benefit is paid to
all workers; this costs more. In Australia, old people are eligible for
a means and asset tested benefit. ‘

So there are different ways of handling redistribution, and there
are pros and cons of these different ways. We did not feel that any
one way was uniformly better.

The main point is that a wide range of alternative arrangements
and relative sizes of the public and private pillars all meet our dual
criteria. We recommend that of the total mandatory contribution,
at least one-third but no more than two-thirds should be allocated
to each pillar, the public and the private. This will permit econo-
mies of scale and risk diversification—both of these, at the same
time. .
Some countries, such as Sweden and Italy, are now in the proc-
ess of instituting very small mandatory saving accounts based on
a 2 percent contribution rate. We've also heard people mention a
2 percent contribution rate to a mandatory saving plan here today.
The danger with a very small mandatory saving plan is that it’s
likely to simply displace voluntary saving. Therefore, not to rep-
resent a net addition to retirement income or to total national sav-
ing. People will say, well, we have this required account over here,
so we can simply take our money out of this account that we have
saved voluntarily over there. We may feel good and say we’ve done
something, but in the end, we may have changed very little. So
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that’s why we recommend that each part, the mandatory saving ac-
count and the public social safety net, should be somewhere be-
tween one-third and two-thirds of the total.

Now, on the question of the transition, countries made the tran-
sition from a dominant single pillar system to a multipillar system
in somewhat different ways. Australia and Switzerland were fortu-
nate because their public arrangements were relatively small to
begin with. So they just added on a private pillar with additional
contributions. They &idn’t really have to make a transition, it was
an add-on. But most other countries will have to make a more dif-
ficult transition. Because they will have to continue to pay benefits
to workers who have earned them under the old pay-as-you-go sys-
tem, while part of the old contribution is diverted to a new private
func{l}ed pillar. The question is, how can we cover this financing
gap?

Now, the most common way of making the transition is, the clock
is stopped on the old system, people are given credit for their prior
service, either by issuing recognition bonds, which was the method
used in Chile, or compensatory pensions as in Argentina. Ideally,
all new workers would be put into the new system.

Current workers are typically given a choice between staying in
the old system and shifting to the new system. When they’ve been
given this choice, most workers under the age of 40 have opted for
the new system, while many workers over the age of 40 have cho-
sen to remain in the old system. Typically, current pensioners con-
tinue to receive most of their promised benefits.

The CHAIRMAN. If you would summarize the remainder of your
statement.

Ms. JAMES. Yes, I'm at the very end.

Part of the financing gap could be covered by cutting benefits
and increasing contributions. But all reforming countries so far
have used some degree of debt finance for covering the financing
gap, so that a heavy double burden is not imposed on the transition
generation of workers. In effect, part of the implicit debt is con-
verted to an explicit debt. In the Latin American countries, the fi-
nancial markets reacted well to this because they perceived it as
an indication that the public debt would not continue to expand in
téhe future. But we don’t know how that would work in the United

tates.

To increase the probability of a favorable outcome before issuing
these recognition bonds, it’s essential to reduce the implicit debt in
some way by reforming the current system. In other words, reform-
ing the current system and shifting to a new system are not sub-
stitutes, they are complements. You have to downsize the benefits,
raise the retirement age, change the indexation method, before you
give people their legal rights to the benefits. Otherwise, you are
simply reinforcing a debt which perhaps never should have been in-
curred in the first place.

It’s also important to have a strategy for paying off the transition
debt over time through taxation. Otherwise your objective of rais-
ing saving will never be attained.

Let me finally say that, whichever method is chosen, public edu-
cation is essential to convince the public that this change is both
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necessary and desirable. So as a citizen, I would like to thank this
committee for putting these issues on the table.
[The prepared statement of Ms. James follows:]



91

AN INTERNATIONAL PERSPECTIVE ON REFORMING SOCIAL SECURITY:

Written Testimony for the Senate Special Committee on Aging

by
Estelle James, Lead Economist
Policy Research Department

World Bank

September, 1996



92

AN INTERNATIONAL PERSPECTIVE ON REFORMING SOCIAL SECURITY:
Written Testimony for the Senate Special Committee on Aging1
by
Estelle James

over the next 35 years, the proportion of the world's population that is
over 60 will nearly double, from nine to sixteen percent. Because of medical
improvements and rapid fertility decline, populations are aging much faster in
developing countries than they did in the industrial countries. As young working-
age people near retirement--around the year 2030--eighty percent of the world's
old people will live in what today are developing countries. More than half will
live in Asia and more than a quarter in China alone (Figures 1 and 2). These
countries need to develop their old age systems quickly and make them resilient
to rapid demographic change. The World Bank report, Averting the Old Age Crisis:

Policies to Protect the 0ld and Promote Growth, was prepared with this need in

mind. However, the study also has implications for industrialized countries, such
as the United States, that are now reevaluating their existing systems of old age
support. This statement cummarizes the lessons we learned from cther countries
that may be relevant to the debate in the United States.

Population aging is welcome because it indicates that many people have an
opportunity to live longer and healthier lives. But it also creates problems,
because the working age ponulatxon must now support a growing number of pecple

who are no longe: actively gene: atxng ‘economic output Cross-sectional a1alysxs

$hows that pubiic spen
exponentially as populations age. It now exceeds 10% of GNP and 25% of total
public spending in some countries (Figure 3). Thus, very large sums of money are
involved. h

Averting the 0ld Age Crisis argues that how this money is generated and

spent affects the entire economy, by influencing productivity and the size of the

! this paper draws heavily on Averting the Old Age Crisis: Policies to
Protect the 0ld and Promote Growth, World Bank and Oxford University Press, 1994,
of which Estelle James was the principal author. However, this paper was written
by James as an individual and not as a representative of the World Bank.

1
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GNP pie. Increasing productivity is especially important as populations age, and
a zelgtively smaller number of workers must support a growing number of retirees.
Therefore, countries should use 2 over-arching criteria for old age programs:
they should protect the old (in an equitable way) and they should promote (or at
least not hinder) economic growth--which is important both for the old and the
young.

Growth effects are always hard to quantify and prove, so careful judgements
are necessary, about both theory and evidence. If you don’'t buy the premise that
old age systems may affect efficiency and growth, you won't buy- our
recommendations. But countries that do accept this basic premise will be forced
to reexamine their existing programs.

The system recommended in Averting the Old Age Crisis differs from the
system that was adopted by ﬁost OECD countries 40-60 years ago and is still in
use today. But the world economy, the opportunities and challenges it presents,
are also different. If these countries were initiating or expanding their
coverage today, as are many developing countries, they might well choose a system
similar to tne one recommended in Averting. The chief chafcteristics of this
system are that it puts greater emphasis on saving and funding, it shares
responsibility batw;en the publci apd private sectors, and it gives added
protection for workers with low lifetime incomes. We argue that, for most
countries, the mandatory part of old age security should be hroken into EF? parts

or "plllar;“: Part of r;tirement income should come from a pers-.n's own saving,
which would be privatelv managed, part from rediscribution 'across.j}udiividt:als o:.'
income groups, which would be publicly managed, and these two mandatory parts
would be supplemented by voluntary arrangements for those who wané more
‘protection. Hence we Eall this a multi-pillar system.

Although systemic change is always difficult, the experience of several
countries that bave already instituted these structural reforms shows that such
change is possible, even in democracies, and it usually involves spreading the

transition costs over several generations by swapping implicit for explicit debt

that is gradually paid off.
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In this paper I describe the most common problems found with dominant
systems today; present the recommended framework for a reformed system; and make
some comments on transitional problems that would be encountered by
industrialized countries wishing to shift.

I. First, Problems With Current Systems

Most formal systems of old age security,. including the United States’
social security system, are publicly managed, pay "defined benefits” that depend
on the worker's earnings rather than contributions, and are financed by payroll
taxes on a pay-as-you-go basis (PAYG)-~-meaning that today's workers are taxed to
pay the pensions of those who have already retired. As we studied these systems
around the world, .the same problems appeared over and over again, both in
industrialized and developing countries. This led us to believe that these

problems are not accidental design flaws; rather they stem from the politics and

economics of pay-as-you-go defined benefit systems, which make it easy for ..

poli.ti.ci:ns to promise present benefits to privileged groups at the expense of

large future costs or to misuse the reserves that sometimes accumulate in the

early years of & plan {see Appendxx) . A new sy=te-n is needed "hat' is more x.mmune

to these dangers. The problems fall into three categories: those related to

efficiency and growth, distribution, and financial sustainability.
First--problems related to growth:

Bigh payroll tax rates. In pay-as-you-go systems, when populations are

J—

young rmall contn.bu“.x.cns s from ‘the large number of workers make possible genezous
benarits tc vhe few pensxoners However, as populat:.cn.. .Age and systems V;n.a_&.uz:e,
these systems must charge very high payroll taxes to keep these benefit promises.
Even some countries with young populations have surprisingly high payroll t;xes,
because of the way their systems have been abused. Thus, payroll taxes for
pensions are already ove;: 25% in Egypt, Hungary, Russia, Kyrgyzstan, Brazil, and
Italy. In Germany the combined payroll tax rate (for pensions, health care, long
term care, unemployment benefits and other forms of social ins;;;nce) now exceeds

40%, it will exceed SO\ by 2030, and well over half of this is used for pensions.

Payroll taxes are still much lower in the United States, but they will have to
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escalate sharply over the next thi-ty years unless our
pavroll taxes mean lower tzke-home pay if borna by workers or more unemplovmenc

beccma globalized and countries

w

borne by emplovers, particularly as mark
with younger populations and lower tax rates competa with older ones. In O=ZCD
countries, these taxes (for pensions and medical expenses of aging populations)
are likely to use up much of the productivity increase accruing in the next 30-40
years, leaving little for augmenting the standard of living of the avercage
worker.

Evasion. In defined benefit plans payroll taxes are not linked to
benefits, leading o evasion and labor market distortions. In many Latin American
countries over 40% of the labor force works in the informal sector, partly in
order to avoid payroll taxes, and the informal sectcr is §:owing rapidly in
Zastern Europe. The underground economy and underreporting of income,
particularly among the self-employed, is alsc common among OZCD countries.
Ev;sion undermines the system's ability to pay pensions, makes it necessary to
raise payroll taxes still further. and hurts the economy, sinre peoplé who work ~
in the informal sector are often less productive.

Early retirement. Most defined benefic schemes allow workers to retire
early without an actuarially equivalent reduction in benefits. In Hungary, more

than a quarter of the population are pensioners and the average retirement age

. is S4. In Turkey miny people retire b=low the age of S0 or eved™40. In all OZCD

\fogntries, including the United Stites, the labor force participation rate of hed

over the age of 55 has fallea substantially over the last couple of decades,
even as longevity has been increasing. Zarly retirees hurt the scheme
financially because gAey stop making contributions and begin drawing genezous

benefits. They also hurt the economy because they stop working and producing.

Raising the retirement age may seem difficult in a context of unemployment, but

actually early retirement only hides unemployment in the short -un and adds to

it in the long run by raising labor costs. So once again, this has not been good

for the old age system and it has not been good for tha economy.

Misallocation of public resources. Austria, Germaay, Italy and Uruguay
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spend more than one-third of their public budgets on pensions. In the United
States this number is 25%. If benefits 2re not contingent on contributions,
pecole will regard contributions as taxes. Since the government's ability to tax
is limited by economic and political considerations, high public pension spending
can squeeze out government spending on growth-promoting public investments such
as infrastructure, education and health services; or it can lead to inflation if
the government tries to maintain this spending through deficit finance.

Lost opportunity to increase savings. Many countries, including the United
States, believe they have inadequate national saving that haﬁpe:s growth. One
reason why people might save is to suppost tﬁemselves in old age, but current
systems have not been used to induce people to save more and some economists
believe that in fact they have induced people to save less. The impact of PAYG
systems on saving is highly contentious, and in Averzting the Old Age Crisis we
spell out the argquments pro and con. 3ut whether or not you think that PAYG
schemes have decreased saving, it is clear that they have not increased saving.
Funded systems that require people to save at a rate in excess of what they zre
écing vcluu:a#iig (while simul@aneously constraining coisumer and public
borrowing) could be used as a tool to increase national saving, and this has not
been done in most countries.

Now I move on to problems related to distribution:

Farivre to»:i£§st{ihu;e +0o low income grouse. Publicly-managed defined
beyefit systéQs_Egg sp@ggimes juit;;;ed on gtounqsuphat thqz:nglp>;heﬂpnqg, 3ut,, .
despite seemingly p;ogressive benefit formul;s, studies of public plans in the
Netherlands, Sweden, the UK and US have found little if any redistribution from
lifetime rich to ligétime poor. This is partly due to design features--the
failure to cover low income groups in the early years of the plan, the taxation
of labor income but not income from capital, the low ceiling on taxable earnings
and the tendency to base pensions on wages during the last few years of
employment, which benefits those with steeper ags-earnings profiles. In addition,
there are important hidden reasons for the lack of lifetime redistribution in

defined benefit plans, including the fact that high income people enter the 1abor

w
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5 shows the implicit public pension debt--the presant value of the amounts that
have been promised to current retirszes and wcrkers but have not been funded--in
sevaral OECD countries, including the Onited States. The implicit public pension

onal debt, it exceeds i00% of GNP

debt is much larger than the explicit conver
in almost every case and sometimes exceeds 200%. (In the United States, because
a small portion is funded, the unfunded amouat is slightly less than 100s of
GN?). Current payroll tax rates are much less than needed to pay off this debt
and most countries will have a hard time raising them enough to close the Gap.
Pension benefits or other public goods will have to be reduced in the future.
Most OZCD have alzeady taken piecemeal steps in this direction, but more will be
necessary.

Thus, existing public pension plans have not always protected the old, they
espacially have not protected the old who are poor or people who will be old in
the future, 'they often have not distributed their benefits in an equitable way,
and they have hindered economic growth. In addition, the systems are not

sustainable in their present form. They are all going to have to change, one way

or another. All industrialized countries are riow waking their piecemeal design
changes, but they should use this opportunity to consider carefully whether
structural reform is also desirable.

II. A Framework for Reform

brings me to the second usint framework for reform. We t-comi

:inanéing and managerial mechanisms for redistribution and saving and that shares
responsibility between the public and private sectors (Figure 6).

The first pillar'wéuld resemble existing social security plans in that it
would be puﬁlicly managed, defined benefit and tax-financed. However, unlike most
current systems, the reformed public pillar would focus on redistribution--
providing a social safety net for the old, particularly the old whose lifetime
income was low. This recommendation is based on a wvalue judgment that
redistribution is socially desiradle and a technical recognition that

redistribution is the function that uniguely requires public financing and

a ..ulti-pillar system that puts greater eamphasis on saving, tbat has <eparatei
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force later and so contribute for fewer yeass, and live longer thereby receiving
benafits for more vears.

Positive transfers to eacly coborts, and losses to their children. How can
we reconcile this observation with the oft-noted point-that social security has
reduced old age poverty? The answer lies in the large intergenerational transfer
that is taking place, from the young, both rich and poor, to the old, both rich
and poor. Almost universally, covered workerss who retire in the first 20-30 years
of a pay-as-you-go scheme get back much more than they contr%buted, but their
children and grandchildren get back less than they paid in and lower rates of
return than they could have earned elsewhe-e. Many studies have documented that
this holds true for the United States. Sometimes ue may want to rédistribute
across generations, perhaps favotxng cohorts who have lived through ﬁ depression
or war. However, redistribution through nAYG takes place without a full
discussion, or even without a full public understanding, of what is going to
happen once the system is instituted. In many cases, the people who are being

red;str;buted away from weren't old enpugh to participate in the discussion;-only -

the gainers participated. often the people in the olde— generations who have
collected the most are high income groups, whilé today's young people, many of
whom are earning low wages, are paying substantial payroll taxes to finance these

benefits. Hany of us would agree that this is not an equitable procedure or

’w?%nallyjngip;ncial_gusta‘nability:w B T

As a result of all these forces, old age systems are in serious financial
trouble and are not sustainable in their present form. The situation has been
most acute in Latin Amg;ica and Easée:n Europe, whose systems have been close to
bankruptcy. In the past, the most common way these countries have escaped from
these unrealistic promises is to allow inflation to take place thhout indexing
benefits. In Venezuela, the :g}l value of benefits glumme:ed 60% during the
1980's due to inflation without indexation (Figure 3).

Ffortunately, the United States and other OZCD countries are not likely to

use tais solution, but we also face serious problems in the years ahead. Figure
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control; for evervthing else, we must give careful attention to market.

alternatives. The redistributive benefit formula could be flat, 2s in Argentina
and the Netherlands. (uniform Ior everyone or related to years of covered
emplovment), means- and asset-tested (as in Australia) or could provide a minimum
pension guarantee (as in Chile). FTinancing could be out of general revenues or
a payroll tax with a floor and a nigh ceiling on taxable wages (the latter is
desirable in developing counéries where oaly a minority of the population is
covered). Because of its limited scope and broad tax base, tax rates to support
this pillar would be much lower than the public system requires in most countries
" today.
. Such redistributive programs are sometimés attacked on grounds that they
will lose political support from high income groups so that ultimately low income
groups will not be protected. Recall, however, that current defined benefit plans
(that are positively related to earnings) have, in fact, produced little if any
protection in the form »f net transfers from the rich to the long term poor. The
important political ec::nou?y_a_s.sum_:wt‘i_.on underlyin§ this recp_meﬁ.{latipp is that
-u.p;e: income peopleAuill be no less (and possibly more) willing to btedistri.bute
through a smaller but more targeted benefit progt;.m.

The second mandatory pillar would differ dramatically from most existing

systens. It would be fully funded, would link benefits actuarially to costs, and

would be privately and compeiiwircly managed-through-sersonal saving plars or

occupational pension plans. Essentially, people would he pequired to save for -

e -

théir old age, and this pillar would handle their savings. Its form would differ
sharply from existing social security systems, which are defined benefit, pay-as-
you~go and publicly .ma'naged. Let me explain the reasoning behind these
differences, and why. we believe a mandatory -funded privately-managed defined
contribution pillar is a better way to provide the non-redistributive part of the
pension.

Why mandatory? Secause it will require people to save for old age, which
som.e are too shortsighted to do, and because this is a more efficient arrangement

than PAYG as a way to provide the earnings-related part of the mandatory pension.



100

Why link bepefits to contributions? To discourage evasion and other lador

ely to ragard their contributicn as

market distortions, since people aze less 1i
a tax. And those who do evade or underreport cheir income bear the cost in the
form of lower benefits rather than passing the costs on to others and undermining
the financial viability of the scheme, as when benefits and contributions are not
closely linked. In addition, in defined contribution plans, in which the capital
accumulation is turned into an annuity or gradual withdrawal upon retirement,
each worker bears the cost of his own early retirement, in the form of lower
annual benefits. This is likely to deter early retirement. It will also raise the
normal retirement age or reduce annual benefits automatically as longevity
increases--without requiring difficult political decision every few years.

Why fully funded? To make costs clear and payable up-front, so c‘ount:ies
won't make promises now that they will be unable to keep later; to avoid large
tax increases as populations age; to prevent large inter-generational transfers,

because each generation is, essentially; paying its own way; to- help build

_mational saving, especially saving committed for the liong.tawm, that increases

future productivity and wages; and to help finance future pensions out of the
return to this saving. '
Ironically, it has beerr;rgued both that full funding will. not increase
saving and that it will cause a capital glut. On the first point: There are no
_-magic-bullals to painlessly .ncrease nztional s=ving. =ut requiring pero;‘:'I'éu_{o’
Vﬁ_?sva\:/e for their retirement may. be .one.of . the ferr polilically zcceptable ways ¢
get them to reduce current consumption, in situations where undersaving is
perceived to be 2 prodblem. The positive impact on saving will be particularly
large if the mandat'o'v.‘-);- contribution rate exceeds the amount that people were
previcusly saving voluntarily (to minimize crowd-out), if the opportunities for
consumer borrowing against these savings are limited, and if fiscal constraint
is observed so governments do not dissave an ecuivalent amount.
"on the second point: Some analysts have argued that full funding will cause

a capital glut. In reply, it is necessary to remember that only part of the over-

all system would be funded, the build-up of funds would be very gradual, it would
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would be used o finance

not occur in all countries at the same tims, some of

the tramsition to a new peasion system, and som2 should be invested abroad in

countries that have low capital/labor ratios. Thus 2 capital glut is not' likely
to be a problem in the foreseeable future.

Additionally, it is sometimes argued that past savings are irrelevant
because the consumption of today's retirees can only be supported by the output
of today's workers. However, this common belief, like many in this field, is
overly simplistic. Past savings can enhance the productivity-and therefore the
output of today's workers, they can be imbedded in consumer durables that
continue to provide a stream of services, and they can be invested abroad, then
redeemed to firance an in-flow of consumer goods. Thus, saving can be an
important ingredient of a long run strategy for providing additional domestic
consumption when the dependency rate increases.

Why privately managed? To produce the best allocation of capital based on

economic rather than political objectives, to earn the best return on savings,

and to help countries devalop their financial mazkats (the latter especially
important for miﬂdle'income countries). Tigure 7 provides some of the eviden;e
that led us in this di:ectidn. it displays data on the rates of return to
publicly and privately managed pension reserves during the 1980's--data that is
not generally available, for reasons that will become apparent. Host ﬁublicly
managed pensicn -eserves fafed,gdo:ly aid i.. many cases lost moazy throughout the
.1380's, hecause they were- reguired to be invesred in government sacusities oz~
loans to failing state enterprises--at low nominal interest rates that became
negative during inflationary periods. Zven in the case of the United States,
Singapore and Halaysia; ;heze the returns were not negative, they.were not nearly
as high as the positive returns that were earned on average by privately managed
funds. Clearly this poses a problem for the financial viability of the public
pension funds.

the exclusive access

It also poses a problem for the economy 2s 2 whole
to these funds makes it easier for governmants to run large deficits or to spend

more wastefully than they could if they had to zely on more transparent and

- 10
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accountable sources of funds. Even if the current government is fiscally
responsible future governments may not be, and the accessibility of publicly
managed pension reserves enables them to spend without taxing or borrowing
through the market.

Competitively managed funded pension plans, in contrast, are more likely
to be invested in a mixture of public and corporate bonds, equities and real
estate, thereby earning a higher rate of return. They can enjoy the benefits of
investment diversification--offering opportunities to increase the yield,
including yields from countries where labor is abundant and capital relatively
scarce, and decrease the risk, especially the risk of country-specific shocks.
These private pension funds could take the form of personal saving plans where
the worker chooses the investment manager, as in Chile and Argentina, or of
occupational plans where the employer and/or union chooses, as in Australia,
switzerland, Denmark and the Netherlands.

Caveais. But two.caveats are essential here: First, countries must have at

least rudimentary capital markets (such as a secondary market in government

bonds) at the beginning--and these markets_ﬁill 2evelop further (disclosuEE

requirements, credit rating institutions, stock exchanges) as the pension funds
grow. And second, considerable government regulation and regulatory capacity are

essential to require diversification and to avoid investments that are overly

risky or managers who are fraudulent. Fortunately, the United States meets both

these requizemehts. . E -

0f course, it is'iéssiblé”fhac the reégiiation will become excessivd ana,
in effect, direct the investments, almost as much as in publicly managed pension
funds. However, a countervailing force has been set up as private pension funds
grow-~the funds theméelves, their clients, and the private sector enterprises
that gradually come to depend on them as a financing source. Thus, an important
political economy assumption underlying this recommendation is that mandatory

privately managed pension funds are more likely than publicly managed funds to

1



be insulated from political pressures in choosing ¢ stirategies.
Finally, a third pillar would offer adéitziznal protection, th-ough

voluntary occupational pension or personal saving plans, for paople who want more

in their old age. An important public policy issue harze: Should governments o
tax incentives for voluntary saving and annuities? Th2 answer cdepends on whether
such incentives are consistent with the country's over-all tax poligy toward
consﬁmption versus saving. A piecemeal approach ofiezing special incentives for
retirement accounts could be regressive {since voluntary plans are used mainly
by upper income groups) and could simply lead people to shift their retirement
savings from taxed to non-taxed forms, with little net increase in voluntary
saving for the individual or for the economy as a whole.

The insurapce function would be provided jointly by all 3 pilla:§, since
broad diversification is the best way to insure in a very uncertain world.
Remenber the old adage that modern finance has rediscovered --don't put all your

eygs in one baskeét. In the system just described, each mandatory basket would’

zy between one-third and two-thirds of the total mandatory eggs for covered _ .

workers s#$ 2 group. That is, if the total required contributidu rate for pensions
is 15%, somewhere between 5 and 10 percentage points each should be allocated to
';hé ;ﬁblic and private pillars. The voluntary basket would carry additional
varying amounts, depending on personal preferences. Insurance against specific
risks suil. 25 longevity, disability amd dependent svrvivors would be provided by
each pillar ;JqL"T6£EQZEF' the ?hzeg pillars together uou;g_go-ins;xe-agAins;“
unknown risks by diversifying across types of management (public versus private),
sources of funding (income from labor versus capital), and investment strategies
(ecuities versus bonds; AQmestic versus international). Whatever unpredictable
disasters occur in the future--as they surely will--this diversified sttem is
most likely to continue providing protection for the old.
Empirical evidence. The growth effects of a system that includes mandatory
_defined contribution plans, full funding and private management are hard to prove
and quantify empl;ically, in part because relatively little experience and data

are available and in part because it is difficult to build models that capture

12
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all the complex dynamic interactions, so results can always be Ehallenged by
changing.the specification. Tor example, imperfect capital markets, avasion,
jabo- shifts between formel and informal sectors, aand financial market
development h;ve been left out of many frequently cited simulations--but these
are the very conditions that justify the positive growth effects of pension
reform. Limited evidence from Chile indicates that the new pension system
increased national saving and deepened Chilean financial markets, which in tuzn
enhanced its economic growth, in the 1980's and 1990°s. But ultimately, in
recormending policy in this area, I believe we have to apply our best judgement
according to the criterion of "preponderance of theory and evidence," rather
than “"beyond reasonable doubt", because the latter can rarely be satisfied
empirically. In this context of uncertainty, the risk diversification argument
strongly supports the multi-pillar approachl

Reforming countries. For the reascns discussed above, variatjons on the
recommended multi-pillar scheme have recently been adopted in Chile, Argentina
and other Latin American countries, which used an abrupﬁ transition_fzwaxd -
mandatory saving plans in their second éiii;i; and Australia and Switzerland,
which are gradually building mandatory occupational plans. In the Netherlands and
Denmark collective bargaining has made funded occupational plans quasi-mandatory.
In Japan employers are now permitted to opt out of the earnings-related part of
the pub'i~ program into their cwn decentcally controlled funded plens, while in
the UX employers can opt:o;t of *+he state p:og;ﬁmf-uorke:s-can opé:eutﬂof their
employer's plan into their own personal retirement plans and the state earnings-
related plan is disappegring as a result.

Countries thatﬁjgfe'not anxious to increase their rate of natiénal saving,
or have other easier ways of accomplishing this; are already investing abroad in
econonies with lower capital/labor ratios and gigh rates of return; are not
worried about evasion, wage stagnation or unemployment; find it politically easy
to adjust their retirement age upward periodically; are willing to distribute the
burdens and benefits unevenly across generations; and weight the disadvantage of

capital market volatility more than the advantage of risk diversification--will

13
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see little reason to consider this ne;-l path. But most countries have the concerns
listed above, and will find themselves reevaluating their old age security
systems with these effects in mind. .

IV. How to Make the Transition

The kind of system described above is most easily adopted by countries that
have regulatory capacity and functioning capital markets, but do not yet have a
large implicit pension debt. Many middle income countries fall. into this
category, as did Aust:aliA, Switzerland and the UK when they started their second
pillars. It is important for developing countries with only limited coverage now,
to make the transition before coverage expands and a large debt builds up.

But how could the United States and other OECD countries make this
transition, given the large implicit public pension debt that they have
accumulated? At least two methods are available--an abrupt or a gradual
transition. ‘

Under the abrupt transition the clock would be stopped on the old system,

giving people credit for their service under the old system (as by the

"recognition bonds" that were issued in Chile or the compensatory vensions in |

Argentina) and putting all entering workers plus all workers under a specified
age into the new system. (Workers above the specified age might be given a
choice). The abrupt transition has been used in all reforming countries so far.

Since the benefits promised current pensioners and older workers under the

-old gétem will continue to be paid'fo: many years, while part of the pav.oll

-ta-'x-es' are diverted £3 funded indiv.dual ‘acrc.otn-c“s, ‘revenue outflows will exceed
inflows for some time. This financing gap can be covered through increased taxes
or by diverting a surplus from the general treasury (as in Chile), but in most
cases some degree of aebt finance will be involved, so that a heavy double burden
is not imposed on the transition generation of workers. Some of this debt will
undoubtedly be purchased by the new pension funds. In effect, part of the
implicit pension debt is converted into an explicit debt.

While this may place such countries on an improved long-term path, it may

also involve upheaval and uncertainty in the short run. For example, we do not

14
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i
P

know fo- sure how the financial market will react to the ccnversion of imp

debt sexvicing. On tha one hand, it

o

into exalicit dedt, implicit into explici
may not react at all if Zfull information was incorporated into previous
decisions; on the other hand, it may react negatively if the transition suddenly
makes people aware of how large the implicit debt is or hardens the obligatiéns;
or on the third hand it may react positively if this signals that the future debt

and fiscal burden will contract instead of continuing to expand. In all the

reforming Latin american countries, where the public system was virtually

bankrupt, the financial markets reacted well to the switch, but in many
industrialized countries the uncertainty involved may inhibit the willingness to
make an abrupt transition.

Some of the strategies that may be used to increase the probability of a
favorable outcome are:

Sefore making the transition, reform the old system by downsizing benefits,

raising retirement age and penalties for early retirement, tightening eligibility

for d;sabil%ty §gq§fi§=
sd tne cutstanding debt, whether imélicit or explicit, will be smaller (most OZCD
countries are now in the process of doing this);

If there is a pre-existing surplus in the social security system (as in the
United States), use it to pay off part of the debt;

If some public enterpz;sés are peing-?riva:ized,'&se some of the pruceeds

££f the pension debi. (2s is .now-planned-in Peru)-~a cancellation T long

R
term assets against long term liabilities;

Keep part of the old system going, in a more redistributive form, as the
public pillar of the‘néu’system, so that only part of the implicit debt becomes
explicit;

Spread the redemption of the deﬁt over a long period of time, so the
disruptive effects of taxes for redemption at any one point are minimal--but
-emember that taxes and redemption are ultimately necessary if part of the object
is to increase national saving available for productive investment (the latter

two points are included in the Scheiber-Weaver proposal of the Social Security

qd_cgqggéng.;hg'indexation method to-price-indexation,~



Advisory Council);

é&ucate the public so that they undetstan; why change is both necessary and
desirable, for them and for the economy as a whole.

Nevertheless, even if these strategies are adopted, political and economic
fears associated with explicit debt are likely to inhibit an abrupt transition
to a new system in many industrialized countries. In addition, policies such as
the Maastricht Treaty in EBurope and Gramm-Rudman in the US, which target on
explicit deficits and debt, ignoring implicit debt, make rationale trade-~offs
between the two and choice of pension system based on long run effect difficult
and in some cases impossible.

An alternative that may be used under these circumstances is a gradual
transition. Under the gradual transition, the clock does not stop on the old’
system andAimplicit debt is not converted to explicit debt. Instead, a plan is
developed for reducing the implicit debt by gradually downsizing and flattening

ocut benefits and raising the retirement age in the old system, so it becomes the

. much smaller publin pillar in tha.recommended multi-pillar evetem:. If wages are

growing, this can be partially accomplished by setting a real cap on benefits so
that, over time, public pension expenditures fall relative to the wage bill. At
the same time, a second funded pillar is started immediately out of incremental

contributions and is gradually augmented out of resources saved in the public

“pillar. Benefits from the private pillar increase as benefits from the copngisg¢

public pillar decrease. Hopefully the_incremental ccrtributions that start thie-
off will be less distortionary, more politically acceptable and in the long run
smaller if allocated to a funded defined contribution pillar.réther than to a
PAYG defined benefic:éillar.

This strategy places a relatively heavier burden on the current generation
of workers, in the form of lower benefits from the public pillar and/or higher
contribution rates over-all. It does not spread the transition cost over many
generations, but correspondingly, it avoids the build-up of explicit debt. It is

most easily applied in countries (such as Canada and the US) that currently have

16




relativaly low contribution and ban

<hey start building the sacond

V. Fipal Thoughts

The major massage of the Worid 3ank repost for davaloping countrias is: The

lized countries 50 vears ago is not the best

system that seemed best for indust
svstem for you today; you can leaz: from their mistakes and do detter. Once a2

PLYG system has been adopted and coverage is widespread, it is very difficultl to

change. So think carefully befors you start or expand your systeams in this

The major message for indus:irialized countries is: The world has changed
dramatically over the past 50 ysars, closing some opportunities but opening
others. Real wagas g-owth has slowecd down and population growth has comes to a halt
in OZCD countries, so that tax rates will have to go up sharply if the pay-as-

vyou-go system is retained. It has bacome inczeasingly import ant to minimize work

disincentives znd to increase labor productivity through capital accumulation,

=hich the public pillar alene is nut well suited to-do. Tinancial mackets are

setter developed than they uvere before and are global in nature, allowing funced

alans to benefit Zrom international diversification. Under these changed

<
23

conditions, the PAYG payroll-tax-fizanced system that seemed right to many in the

past is not necessarily right for the future. -

<he old wvas reducea without much

<ize redictribution from rich to ‘poor, largely because the 2ntize retired

generation benefitted from a positive income transfer through the old age
security system. 3ut that positive tzansfer has now come to an end and is about
to turn negative. Unless both thas Denefit and contribution structure of the

public pillar become more targeted, old age systens u'l‘ contribute to the

ing poldrization of income among workers and will fail to avoid poverty among

sillar system, tax recuctlons for the public

«h2 old. Under the recommendad multi
piliar could be concentrated oa 1ow wage workers, wiile continuing thairs

nanefits, and all workers would rec2ive part of their paasion income through th2



When todav's r2

economy was very depressed, but i

I

are one of the wealthiest groups in the population, enjoving a comfostable old

age. Will todav's young workers fare similarly well? Are they worried about the

availability of jobs? Are they optimistic about wage gzowtn? How will they feel

it

if their net disposable income and therefore their standard of living increases

little over their working lives, as contribution rates demanded by PAYG pension,

health and social insurance systems rise? Relatedly, how will they feel when they
realize that they are getting back a low, perhaps even a negative, zetuzn on
their lifetime contributions? How can the old age security system be changed to
become part of the solution, instead of part of the problem?

Avertina the_0ld Age Crisls argues that old age security systems that

contain a large funded component, have decentralized competitive management of
these funds, give workers ownership rights over the funds, and also include a

social safety net that is a downsized and more redistributive version of cvrrent

plans, are most likely to 2ddress these concerns--by premoting gocwth, protecting
low wage earners and diversifying, thereby reducing risk. While every country may

not choose this path, every country should givé these arguments cazeful thought.

35-3040-96 -5
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Appendix: Myths and realities about old age security

ths abound in discussions of old age s2curitv. Consider the following:

Mych 1. Old people aze poor, so goverament programs to alleviatze poveriy should
be directed to the oid.
Fact. The old are better off than the young, when comparisons are based on

(expected) lifetime income rather +han current income. Why? Because people with

nigher incomes are moze likely to live long enough to become old, whereas people
with low incomes are more likely to have many children and die young. Targeting
voung families with children, or reducing payzoll taxes of these groups, is a
better measure for alleviating poverty than targeting the old.

Myth 2. Public social security programs are progressive, redistr Lbut;ng income

2
to the old who are poor.

acc. Empirical studies in countries such as Sweden, the Netherlands, the U.X.
and the U.S. show little or no redistribution from the lifetime zich to the
lifetime poor. Even in countries where benefit formulas look progressive, Iour

ize most of this effect: The first peorle covered by nev plans aTe

iSva:iably middle- and upper-income groups, and they typically receive large
t:ansfe:;. Ceilings on taxable earnings keep the 1id on tax differences between
zich and poor. When benefit formulas are based on earnings near retirement
upper-income groups benefit even more. And finally, the rich tend to have 2

longsr lite expectsncy, hence collect these benefits for more years.
C e m

gpta 3. Sacial security nrog:ams insuze pensioners aga;ns; risk by def;n;ng
benefits in advance.

Fact. Benefit formulas have been redefined frequently, so substantial political
risk remains.

Hyth ¢. Only governments can insure pensioners against gzoup risks, sucg";s
inflation, and most do so.

Fac:z. Most developing countries do not index pensions for inflation in their
oublicly managed programs, and some privately managed plans do index benefits.
Hyth 5. Individuals are myopic but governments take.the long view.

Fact. Governments have repeatedly mads decisions about old age programs based on

is
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short-run exiges cts. Pay-as-you=-go DIograms,

overly-ganarous bene

its and early re

rement provisions are prime examples.

2 intarests of unborn

Hyth 6. Government action is nseded o protect
generations.
Fact. Mos:t public pay-as-you-go pension schemes provide the lazgest net benefits
to workers who are 30 to 30 years old when the schemes were introduced. The
unborn children and grandchildren of these workers are likely to receive negative
transfers as the system matures and the demographic transition proceeds.
#yth 7. The consumption of today's retirees can only be supported by the domestic
output of today's workers, so past saving is irrelevant.
Fact: Past saving can enhance capital accumulation, hence make today's workers
more productive, some past saving can be embedded in consumer durables that
::ntinue to provide a stream of services for many vears, and some can be invested
abroad; when these are redeemed they finance an inflow of consumer goods produced
by foreign workers. For all these reasons, past saving enhances current domestic
- E@nsumption cdpatities, which is egfééially imgnr;ané as the dependenc;ﬁ:;:;

rises.
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Figure 1 Percentage of the Population Over 60 Years Ogd. by Region, 1939 aTnd 2030
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Figure 2 Number of Years Required to Doubla lhe Share of the Populal}'on over 60 from 9 lo
18 Percent, in. Selected Countries-
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Figure 3 _
Relationship Between Percentage of the Population

over 60 Years Old and Public Pension Spending

Pension spending as perceniége of GDP 4

16 :
Agstn’a
14]- . =ltaly
G
12}- ' Luxembourg « recce
France Sweden
10]- Lt .
" Jruguay UK.
8 i -
6 - . i
Panama . LENTR -
41 Costa Rica Aerael I Jz_lpan
" srae Australia
21 China -
- \!amaica ‘ '
0 Q""- : - 1 " { " 1

Percentage of populaiion over 60 years old

24



]
d

Figure 4 Real Pension Levels in Venczucha 1974 - 92
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Figure 5 Implicil Public Pension Debl, 1930
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The CHAIRMAN. Thank you very much, Dr. James.
Dr. Yakoboski.

STATEMENT OF PAUL YAKOBOSKI, RESEARCH ASSOCIATE,
EMPLOYEE BENEFIT RESEARCH INSTITUTE

Mr. YAKOBOSKI Thank you, Mr. Chairman.

I'm pleased to appear before you this morning to discuss issues
regarding the future of the Social Security program. My name is
Paul Yakoboski, I'm a research associate at the Employee Benefit
Research Institute, a non-profit, non-partisan public policy research
organization based here in Washington.

Through our research, we strive to contribute to the formulation
of effective and responsible health and retirement policies. Consist-
ent with our mission, we do not lobby or advocate specific policy
recommendations.

A clear understanding of the investment decisions that workers
are currently making in their 401(k) plans and how these decisions
vary among workers is important for policy purposes. In particular,
for evaluating the implications of proposals that would to some de-
gree privatize the Social Security system with individually directed
accounts. Until recently, data rich enough to provide this type of
information has been sorely lacking. As part of EBRI’s ongoing De-
fined Contribution Project, we have collected plan-specific data that
allows such analysis.

We recently published an EBRI Issue Brief based on an analysis
of data provided by three large 401(k) plan sponsors with an aver-
age of 60,000 participants per plan. We looked at worker invest-
ment decisions and how these decisions varied with worker demo-
graphics, such as age, salary, and tenure. The three plans used in
this analysis have well developed educational programs designed to
assist workers in making appropriate decisions regarding their par-
ticipation in these plans.

We are currently analyzing a data base provided by a plan serv-
ice provider that consists of over 1,000 plans with more than
100,000 participants. Today I will discuss our findings from these
four data sources.

Many analysts have focused on average allocations in past stud-
ies. ile informative, data on average allocations mask much of
the detail regarding the variation in investment preferences among
workers. Our analysis indicates that a significant fraction of plan
participants, particularly younger ones, are heavily diversified into
equities, while at the same time a large percentage of their peers
hold zero equity investments in their accounts. The data indicate
that low earning younger participants may not appreciate the ad-
vantages of diversifying their 401(k) portfolio to include equities
when investing for a retirement that is decades in the future.

For example, in one large plan, 21 percent of participants had
none of their account balances invested in any equity based funds.
It is particularly noteworthy that 17 percent of participants in their
20’s and 18 percent of those in their 30’s had none of their account
balances invested in the equity options. On the other hand, 21 per-
cent of all participants had over 80 percent of their account bal-
ances invested in equity funds. Twenty-seven percent of partici-
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pants in their 20’s and 22 percent of participants in their 30’s had
heavy equity investments.

Relatively few low earning participants were heavily invested in
equities with their 401(k) money. At higher income levels, about
one-quarter of plan participants had over 80 percent of their assets
invested in equities. Higher income participants were also much
less likely to have zero equity investments. Again, this is a plan
that has an extensive participant education program.

Findings from the other two large plans were similar, especially
with regards to younger workers. In all three plans, there is a siz-
able fraction of younger participants with zero equity investments
ranging from 17 percent to 34 percent. At the same time, in two
of the three plans, there were even larger fractions of workers in
the same age groups who invested heavily in equities.

Our recent analysis of the data base consisting of over 1,000
broad based plans again provides similar findings. In this data
base, almost half of all plan participants had none of their account
balances invested in equity gased funds. Among workers in their
20’s, 41 percent had no equity investments. Among workers in their
30’s, 45 percent had no equity investments.

These findings highlight real differences in allocation behavior
among workers within similar demographic groups. Situations
occur within a plan where a sizable fraction of participants has no
equity allocations, and simultaneously, another fraction has very
heavy equity allocations. These findings make clear the need to
focus on distributions and not merely averages when discussing
asset allocation. Averages mask crucial information for plan design
and policymaking.

As regards education and education’s impact on workers’ deci-
sions, according to the 1995 EBRI/Greenwald Retirement Con-
fidence Survey, 95 percent of 401(k) plan participants utilizing edu-
cational material provided them reported that the material in-
cluded a description of the investment options available in the plan
and nearly 70 percent reported that the material covered the prin-
ciples of asset allocation and diversification. Almost one-half, 46
percent of these workers, reported that the material led them to re-
allocate their money among the options available in the plan. Ac-
cording to our 1996 Retirement Confidence Survey, which will be
released next week, 24 percent of workers were very confident in
their ability to invest wisely for retirement, 47 percent are some-
what confident, and 29 percent are not confident.

Our research indicates that education can have an impact in
terms of leading workers to reallocate their 401(k) savings invest-
ments. At the same time, we see that even in plans with relatively
sophisticated education and communication programs, there exists
a real dichotomy in the asset allocation behavior among workers
within similar demographic groups. Variations in decisions will
naturally lead to variations in retirement income results. EBRI has
undertaken a Social Security simulation modeling project designed
to capture such variations. The EBRI project will provide a two-
phase analysis of the present system and the consequences of alter-
native reforms. As results become available in early December, we
will be happy to share them with members of this committee.

Thank you.
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STATEMENT OF PAUL ]. YAKOBOSKI
EMPLOYEE BENEFIT RESEARCH INSTITUTE

SUMMARY

" A clear understanding of the investment decisions that workers are currently making in their
401(k) plans and how these decisions vary with worker demogtaphics is important for policy
purposes, in particular, for evaluating the implications of proposals that would to some degree
privatize the Social Security System with individually directed accounts.

Many analysts have focused on average allocations in past studies of worker investment
decisions in 401(k) plans. While informative, data on average allocations mask much of the
detail regarding the variation in investment preferences among workers with differing
demographic characteristics. Our research indicates that a significant fraction of plan
participants, particularly younger ones, are heavily diversified into equities, while at the
same time a large percentage of their peers hold zero equities in their accounts. The data
indicate that the low earning, younger participants may not appreciate the advantages of
diversifying their 401(k) portfolio to include equities when investing for a retirement that is
decades in the future. '

For example, in one large plan 21 percent of participants had none of their account balances
invested in any equity-based funds (not including company stock). It is particularly noteworthy
that 17 percent of participants in their 20s and 18 percent of those in their 30s had none of their
account balances invested in the equity options. On the other hand, 21 percent of all
participants had over 80 percent of their account balances invested in equity-based funds.
Twenty-seven percent of participants in their 20s and 22 percent of participants in their 30s had
heavy equity investments (greater than 80 percent of account balances). Relatively few low
earning participants were invested heavily in equities with their 401(k) account balances. At
higher income levels, about one-quarter of plan participants had over 80 percent of their assets
invested in equities. Higher income participants were also much less likely to have zero
equity investments. This was a plan that had an extensive participant education program.

According to the 1995 EBRI/Greenwald Retirement Confidence Survey, 95 percent of plan
participants utilizing educational material provided to them reported that the material
included a description of the inv 1t options available in the plan, and 69 percent reported
that the material covered the principles of asset allocation and diversification. Almost one-
half (46 percent) of these workers reported that the miaterial led them to reallocate their
money among the options available in the plan. This effect was slightly more likely among
those with a high school degree or less (S0 percent) than among those with more education (45
percent).

Our research indicates that education can have an impact in terms of leading workers to
reallocate their 401(k) savings investments. At the same time we see that, even in plans with
relatively sophisticated education and communication programs, there exists a real dichotomy
in the allocation behavior of workers within similar demographic groups. Variations in
decisions will naturally lead to variations in retirement income results.
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STATEMENT OF PAUL ]. YAKOBOSKI
RESEARCH ASSOCIATE
EMPLOYEE BENEFIT RESEARCH INSTITUTE
BEFORE THE SENATE SPECIAL COMMITTEE ON AGING

SEPTEMBER 24, 1996

Mr. Chairman:

I am pleased to appear before you thxs morning to discuss issues regarding the future of the
Social Security program and specifically the asset allocation decisions that workers make
when they participate in 401(k) plans. My name is Paul Yakoboski. Iam a Research Associate
at the Employee Benefit Research Institute (EBRI), a nonprofit, nonpartisan, public policy

research organization based in Washington, DC.

EBRI has been committed, since its founding in 1978, to the accurate statistical analysis of
economic security issues. Through our research we strive to contribute to the formulation of
effective and responsible health and retirement policies. Consistent with our mission, we do

not lobby or advocate specific policy recommendations.

Worker I Decisi
A clear understanding of the investment decisions that workers are currently making in their
401(k) plans and how these decisions vary with worker demographics is impom:;t for policy
purposes, in particular, for evaluating the implications of proposals that would to some degree
privatize the Social Security system with individually directed accounts. Until recently, data
rich enough to provide this type of information has been sorely lacking. As part of EBRI's
ongoing Defined Contribution Project, we have cqllected plan-specific data that allow such
analysis. We recently published an EBRI Issue Brief (Augus! 1996) based on an analysis of data

provided by three large 401(k) plan sponsors with an average of 60,000 participants per plan.
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We looked at worker investment decisions and how these decisions varied with worker
demographics such as age, salary, and tenure. The three plans used in this analysis have well
developed educational programs designed to assist workers in making appropriate decisions
regarding their participation in the plans. We are currently analyzing a database provided by
a plan service provider that ‘consists of over i,OOO plans with more that 100,000 participants. 1

will discuss the results based on these four data sources today.

Many analysts have focused on average allocations in past studies, but while informative, data
on average allocations mask much of the detail regarding the variation in investment
preferences among workers withv differing d'en'\ographic characteristics. Our analysis indicated
thata significant fraction of plan participants, particularly yo@ger ones, are heavily
diversified into equities, while at the same time a large percentage of their peers hold zero
equities in their accounts. The data indicate that the low eamning, younger participants may
not appreciate the advantages of diversifying their 401(k) portfolio to include equities when
investing for a retirement that is decades in the future. This puts them at risk of accumulating
insufficient assets to fund a desired retirement lifestyle or being unable to retire when they

desire.

For example, in one large plan 21 percent of participants had none of their account balances
invested in any equity-based funds (not including company stock). It is particuldrly noteworthy
that 17 percent of participants in their 20s and 18 percent of those in their 305 had none of their
account balances invested in the equity options. On the other hand, 21 percent of all
parﬁcipants had over 80 percent of their account balances invested in equity-based funds.
Twenty-seven percent of participants in their 20s and 22 percent of participants in their 30s had
heavy equity investments (greater than 80 percent of account balances). Relatively few low
earning participants were invested heavily in equities with their 401(k) account balances. At

higher income levels, about one-quarter of plan participants had. over 80 percent of their assets
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invested in eéuiﬁa. Higher income participants were also much less likely to have zero

equity investments. Again, this is a plan that has an extensive participant education program.

Findings from the other two large plans were similar, especially with regards to younger
workers; in all three plans there was a sizable fraction of younger participants with zero
equity investments (ranging from 17 percent to 34 percent). At the same time, in two of the
three plans there were even larger fractions of workers in the same age groups who invested
heavily in equities (more than 80 percent) (see chart 1). These findings highlight real-
differences in allocation behavior am;mg workers within similar demographic groups.
Situations occur within a plan where a sizable fraction of participants has no equity

allocations and simultaneously another fraction has very heavy equity allocations.

Our recent analysis of the database consisting of over 1,000 broad-based plans again provides
similar findings. In this database, almost one-half (49 percent) of all plan participants had
none of their account balances invested in equity-based funds (not counting employer stock).
Among workers in their 20s, 41 perce‘nt had no equity investments. Among workers in their 30s,

45 percent had no equity investments.

At the same time, there is evidence within the three large plans of workers matching their
investment patterns with their time horizons in a textbook manner, e.g., older workers having )
Hrger allocations devoted to nonequity investments than their younger colleagues. Chart 2
shows that in the three plans analyzed, tﬁe percentage of participants with more than 80
percent of their account balance invested in nonequity-based options increased consistently with

participant age.

These findings make clear the need to focus on distributions and not merely on averages when -

discussing asset allocation. Averages mask crucial information for plan design and
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policymaking. For example, in this analysis examining averages would show greater nonequity
investments among older participants, but it would mask the occurrence of both zero and heavy

equity investments among young participants.

Other Research

According to the 1995 EBRI/Greenwald Retirement Confidence Survey, 95 percent of plan
participants utilizing educational material provided to them reported that the material
included a description of the investment options available m the plan, and 69 percent reported
that the material covered the principles of asset allocation and diversification. Almost one-
half (46 percent) of these workers reported that the material led t-hem to reallocate their
money among the options available in the plan.- This effect was slightly more likely among
those with a high school degree or less (50 percent) than among those with more education-a.s

percent).

According to the 1996 Retirement Confidence-Survey, which will be publicly released next
week, 24 percent of workers are very confident in their ability to invest wisely for retirement,
47 percent are somewhat confident, and 29 percent are not confident. Workers with college

degrees and those eamning over $50,000 are the most likely to be very confident.
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Condusion

Our research indicates that education can have an impact in terms of lead_i.ng workers to
reallocate their 401(k) savings investments. At the same time, we see that, even in plans with
relatively sophisticated education and communication programs, there exists a real d.ichotomy
in the allocation behavior of workers within similar demographic groups. Variations in
decisions will naturally lead to variations in retirement income results. EBRI has undertaken a
Social Security simulation modeling project designed to capture such variations. The EBRI
project will provide a two-phase analysis of the present system and the consequences of A
alternative reforms. Our project is unique in that it will not only estimate the reforms’ effects on
the U.S. population, the U.S. economy, ar.\d the Social Security program but also explore the

implications of reforms’ effects for employment-based plans. As results become available in

early December, we would be happy to share them with the members of this cc
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The CHAIRMAN. Thank you very much, Dr. Yakoboski.

Senator Grassley mentioned before the fine work that the com-
mittee has done over the years, and he especially referred to our
staff. I would like to take this occasion, before further discussion,
to publicly thank Mary Gerwin, who is sitting behind me, and Liz
Liess, both of whom have worked very hard on preparing this hear-
ing on short notice. Mary Gerwin has been the staff director and
really the driving force behind so many issues that have a profound
impact upon our senior citizens.

We also have Ken Cohen, no relation, who has been serving as
the acting minority staff director. Senator Pryor could not be here
today, he is returning from Arkansas, having attended to one of his
son’s illnesses. But he expressed his apologies for not being with
us here today.

I have a number of questions and we'll never finish by noon,
since it’s almost noon now, if I ask them. But I will submit them
to you for the record, several questions. I won’t burden you with
a plethora of profound questions it will take you days to answer,
bu]% perhaps just a few questions that would help for the record it-
self. - :

A couple of observations I would make: Ms. Phillips, you raised
the issue of, what if, we have 12 questions that have been submit-
ted by the Concord Coalition, on behalf of the Concord Coalition.
- Just to deal with one of those will take days, if not months, of
wrangling on Capitol Hill, not to mention the full 12. _

One writer who wrote a piece, I think it’s now a book, referred
to the word demosclerosis, that we indeed have a democratic sys-
tem that seems sclerotic in terms of all of the interest groups that
fill up the arteries of activity here on Capitol Hill, so that virtually
no progress is possible, no change, no fundamental change, not
even incremental or marginal change is possible without a group
marshalling its resources to defedt something which they see as
being inimical to their particular interests.

So that’s a serious issue for all of us to contend with, and cer-
tainly for the future Congresses.

You mentioned the pledge not to touch Social Security. I've tried
to be as gentle in my criticism as possible, to make sure this com-
mittee stays bipartisan, but I must tell you, I've been very dis-
appointed with the Administration’s failure to deal with the Medi-
care issue, other than to exploit it during an election year. I fully
expect that as soon as the elections are over, there’s going to be the
formation of a commission to deal with the issue of Medicare. It
has to be reformed. It’s not going to happen this year.

But it’s not only partisan sniping on my part. I go back to the
days of Ronald Reagan. During his second debate with Walter
Mondale, Ronald Reagan took a pledge. He said, “I pledge not to
touch Social Security under any circumstances.”

Immediately after the election was over, there were a group of
us who met in the Senate Cloakroom. We had tried to put together
a budget proposal. It was passed by a single vote when then-Sen-
ator Pete Wilson was in the hospital recovering from an emergency
appendectomy. He was wheeled into the Senate floor and he rose
up on his gurney, and he said, Mr. President, what is the question.
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Of course, the question was, would he vote for a so-called Repub-
lican budget and it passed by one vote.

Before the echo of his vote had faded from the chamber, Presi-
dent Reasan indicated he would not support such a measure, be-
cxlau;e it dealt with Social Security and it would violate his own
pledge.

That, Ms. Phillips, was the birth of not the blues, but Gramm-
Rudman. It was in the wake of that reaction on our part, we sat
in the Cloakroom and said, what do we do now. We had a couple
of Senators, Gramm, Rudman, Hollings, who also joined in that ef-
fort, and there were about five or six of them who then came up
with the Gramm-Rudman-Hollings proposal, and said, we've got to
do something. Of course, that has long since been abandoned as a
vehicle to do that. ,

So we all have our, I guess our obligations here that we have
failed to measure up to on both sides. The point that I wanted to
make is, we can’t defer dealing with Medicare much longer. We
can’t defer dealing with Social Security much longer. We iave to
take action. I must say that both parties, all of us, have failed to
be honest with the gravity of the situation with our constituents.
We have promoted no pain, always gain. What you’re suggesting is,
the body builder’s suggestion, you iave enough pain, there is no

ain,

g I don’t know how we deal with the credit card mentality. This
requires a vast educational effort on our part. But how do you
changﬁ the notion that we just pull out the card and keep charging
and charging, well, we'll deal with the 18, 19, 20 percent interest
rates down the line. If you immediately start talking about chang-
ing that mentality, of course you have our business community say-
ing, wait a minute, how do we survive, we've got to have more con-
sumerism, not less consumerism, more consumption, not less con-
sumption. Otherwise, it will kill the economy, we won’t have
growth rates that we would like to see. '

So it’s not going to be easy. We have to develop a sound fiscal
olicy. We have to develop a consensus. There’s a word that has
allen into disfavor in recent years. Bob Dole, when he was running

in the Republican primaries, was accused of being what? A com-
promiser. He compromised in order to make things work. So that
was seen as a negative during the primaries in his particular cam-
- paign. Of course, those of you who have watched the political proc-
. ess realize you have to have compromise, you have to have consen-
sus. This is not going to be easy to achieve. It’s not going to be easy
to achieve. If we listen to Pete Peterson, you've quoted from him,
I recall reading a piece that he wrote in the Atlantic Monthly, actu-
ally it was one of his previous books, in which he advocated that,
go out and look into the eyes of your children and grandchildren,
and then you'll realize there’s not a moment to wait, or to waste.
In fact, I'm going to quote from Pete Peterson, he has a piece that
came out in the Atlantic Monthly last spring, as I recall, May 1996.

Ms. PHILLIPS. Actually, this book is an expansion of that article.

The CHAIRMAN. Well, I'm going to put this in the record, not his
book. [Laughter.] .

But this belongs in the record. I just want to quote to you what
he said at the very end. He said, “I believe that this generation is
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capable of doing the right thing, and that politicians might well
discover that it’s better to appeal to their nobler instincts than to
pander to their baser ones. People who have made a tradition of
quick gratification must now be asked to focus on the requirements
of a society graced with the patina of age, on saving rather than
consumption, on prudence rather than desire, on collective re-
straint rather than individual satisfaction. As Americans grow
older, they will have to recognize that the live for today attitude
that may be endearing or at least understandable in youth is not
judge unseemly, but ruinously dysfunctional at the far end of life.
They would do well to heed the 18th century French moralist, Jo-
seph Geubert, who warned, “the passions of the young are the vices
of the old.”

It’s a good warning for all of us to look at. I think that Pete Pe-
terson’s wisdom is contained in this piece and presumably ex-
panded in that book. It would serve us all well if we take the time
to think about it.

But we have to make haste, not slowly, Mr. Myers is still here,
but wisely. We have to take action reasonably soon. How do we do
that in an environment in which we have such a polarization of ef-
fort now? In the House of Representatives, in the Senate to a lesser
degree, but nonetheless, it seems to me that that’s something that
we have to resolve as a society to lower the angry rhetoric, to find
ways in which we can come back to the center.

I know that politically this is perhaps challengeable by some
groups. But I don’t know how you make democracy work, unless we
have a society that’s willing to say, we’re going to give complete
control to the majority House, the Senate, the White House, and
let that majority run the country for 4 years or 8 years. Then I
don’t know how we take concerted action.

I was joking with you before that a dictatorship can take quick
action. Governments in Singapore and perhaps other Asian coun-
tries can take quick action. We can’t take quick action. We have
to take quicker action if we're going to deal with the problems.

But it’s going to take a lot of good will on the part of many peo-
ple in this society of ours to say, we have to have consensus, we
have to have people who are willing to abandon the extremes and
come back to the center. We're seeing it. 'm at least encouraged,
we're seeing that in the Senate. When I said before 46 members
of the U.S. Senate came up with a balanced budget proposal, it
took some pretty tough political steps. People who are still running
for re-election, who are not simply retiring. Senator Simpson and
myself, another 11 are retiring this year. But there are many in
that group who are not retiring. It’s completely bipartisan, saying,
now we’ve got to change it. So I am more encouraged than discour-
aged, but it'’s going to take a good deal of education, a word that
you've used, everyone has used, a good deal of educating the public
about what the real choices are.

I was involved in the debate on Medicare. I recall going back to
a group and talking about the need to change Medicare. Because
the trustees have said in just 7 years, and they've revised that, Mr.
Myers, now it’s 6 years. So the exponential growth of the problem
continues, that we have to make these changes. I had one person
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who came to me and said, just don’t do anything for the next 7
years. That’s about as long as I'll live, and I'll be taken care of.

I don’t know if that was reflective of the entire group, but it can’t
be. We've got to take action in the next, I would say, couple of

. years, 2 years. . :

Ms. PHILLIPS. I very much concur with what you're saying. Re-
cently a newspaper columnist called up the Concord Coalition and
was very angry with us, asking us to defend ourselves because
we've been so bipartisan and have been urging bipartisan com-
promises. “What’s the matter with you people,” he said. “Don’t you
understand? This is a battle for control.” He said that when you’re
in a war, you have to take sides. Poor misguided people who keep
hoping that somehow both ends of the spectrum, both sides of the
debate can work together for the common good just don’t under-
stand what this city is all about. .

Of course, Concord disagrees. I am absolutely convinced that you
are on the right track. We must look at these problems and issues
on a bipartisan basis and do what we can agree to do. We may not
agree on the total vision or the total ideal plan. But there are a
lot of things on which everybody can reach consensus. Let’s do that
trllluch, see how it works out and then decide where to go from
there. '

The CHAIRMAN. Well, let’s just look at the numbers in our sys-
tem. If, for example, the Republicans maintain control of the Sen-
ate and the House, assuming we maintain a 53 margin, possibly a
55 margin, it could be great expectations on my part, but let’s as-
sume we get a 60 margin, that might be different. But assuming
we don’t hit 60, still in the 50, the mid-50 range, how do you really
accomplish the goals of anyone’s agenda if you've got 43 or 45
Democrats who take a different point of view? We've seen that you
can’t take action in the Senate, because one or two or three or five
members of the Senate can tie up legislation indefinitely. That’s
our system as it works. ’

So unless you're willing, again, to give a lar%e' majority to a gov-
erning party as such, ang let them run much like a parliamenta
system, then there. is no choice. Either you have that or you will
have paralysis. You will have continued stalemate. You will have
breakdown. You will have shutdowns. You will have angry people,
and nothin% will get done.

So I really don’t see any option, unless the people are willing to
say, we'll give the Democratic party complete control and dominant
control, that it can have a veto-proof President, I don’t see how we
really proceed to solve these problems, which are looming, comin
at us, and as Senator Simpson said, you know it, I know it, we al%
know it. But we’re unwilling to deal with it.

So I think you're going to find that by force of circumstances,
there will be elements within both parties who will have to come
back to the center, or else I think we’ll witness the formation of an-
other party, a viable other party, and a third, maybe a fourth. Once
you start down the line to multiple ﬁarties, there’s no reason to say
we should only have three, you can have four and five and six.

So hopefully, in this process of educating ourselves and our con-
stituents, we will find the necessity and hopefully the willingness
to come back toward the center and disagree on other issues. But
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on something as fundamental as the Social Security system in this
country, the Medicare system, a balanced budget, those are key is-
sues for us to really resolve. It’s not going to be done on a partisan
basis as far as I can see. It’s got to be bipartisan, hopefully that
will be the case in the coming years.

Mr. STEUERLE. Senator, I have the advantage sometimes of
speaking to groups where I'm not expected to come as a partisan
participant. Sometimes they’'ve been with Members of Congress.
For instance, I went to New Mexico with Senator Domenici, one
time. I find if the audience is not expecting a partisan debate, they
themselves become non-partisan. They’re quite willing to face up to
these issues. In fact, many of the elderly, when you tell them that
their benefits, their own benefits are not really threatened, the real
issue is what happens to the baby boomers’ benefits, and the chil-
gren of the baby boomers’ taxes, they realize that that’s where the

ocus is.

With respect to the Congress itself, I had the advantage a num-
ber of years ago of coordinating the tax reform project for Treasury.
There is, I think, ways of organizing to deal with some of these
problems, among which is to be able to put responsibility on par-
ticular individuals. In that process, for instance, we went from Jim
Baker having responsibility to Dan Rostenkowski to Bob Packwood.

There came a point at every one of those transition periods
where if they didn’t get the job done, they would have borne re-
sponsibility for not getting it done. The way we organize a lot of
our commissions and structures today, we set it up so no one can
bear responsibility. You can always blame the other side for not
getting it done.

So I think there are organizational ways of tackling this problem.
But they’re difficult.

The CHAIRMAN. I must tell you, one of the frustrating aspects of
sitting in the U.S. Senate, and prior to that in the House, is that
every time we run into a tough problem, we say, let’s form a com-
mission. What are we doing? Why are we here? Why don’t we just
have commissions run the Government?

But you see, that’'s what we've done on virtually Social Security
back in the early 1980’s, that’s what we will do on Medicare, we'll
do that on Social Security. We'll do that on campaign finance re-
form. Virtually every problem that involves tough choices, we're
ducking our responsibility. We’re not willing to say, we’ll take the
heat. It's important for us to go out and educate our constituents.
We’re unwilling to take the heat in terms of what it means by tell-
ing people what they have to know, rather than simply what they
want to hear.

So I suppose we're going to see a proliferation of commissions.
Whether they have power as such, if we structure them along the
Base Closure Commission, saying, OK, it’s up or down, and you’ve
got a choice, here are our recommendations, take it or leave it, then
you explain to your constituents why you’ve left it in this mess.
Maybe under those circumstances you'll have some action taken.
But if it’s just a question of passing it off to another commission
to make a recommendation, which will then come back 5 years
later and say, well, things have changed and maybe we can just
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make some marginal changes around the edges, that won't be suffi-
cient, given the numbers as they are marching toward us.

Anyway, I've already extended time well past the hour of 12. I
thank all of you for your testimony. This is certainly just the begin-
ning of the debate. My only hope is that we will intensify the de-
bate. We'll begin it early next year. We will have courageous legis-
lators on both sides. I put Bob Kerrey in that category, Pat Moy-
nihan and others on the Democratic side who are willing to work
in a bipartisan fashion to deal with these tough issues.

The committee will now stand adjourned.

[Whereupon, at 12:13 p.m., the committee was adjourned, to re-
convene at the call of the chair.]
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Mr. Chairman and Members of the Special Committee, my name is Michael R. Losey, and I am
submitting testimony on behalf of the Society for Human Resource Management (SHRM).
SHRM is the leading voice of thé human resource profession, representing the interests of more
than 73,000 professional and student members from around the world. As the professionals with
responsibility for administering and providing employee benefits to workers, SHRM strongly
supports the efforts of the Special Committee on Aging to address the problems facing America’s

public and private retirement systems.

Today most individuals are able to retire in a manner that meets their needs. On average,
workers, retire earlier and live longer than in the past. However, a number of trends in the
economy and workplace suggest that it will become increasingly difficult for American workers

to meet their needs for adequate retirement income.

The U.S. population is aging rapidly and the elderly live longer. The most recent statistics from
the U.S. Census reveal that in 1990, 13 percent of the population was aged 65 or older, compared
to 10 percent in 1970. The Department of Labor predicts that by the year 2050, 22 percent of the

population will be aged 65 or older.

Employees are likely to change jobs several times over their careers. Those frequently changing
jobs, not always voluntarily, may be less likely to have adequate retirement income and
employer-sponsored retiree health care since many traditional retirement plans base benefits on

length of service.
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In addition, the self-employed and owners of small businesses are the sectors that are creating
many of the new jobs available in today’s economy. These employers, however, are far less
likely to provide retirement benefits than larger companies. According to the Employee Benefit
‘Research Institute, in 1991, 19 percent of workers in firms with fewer than 25 workers were
covered by an employer-sponsored retirement plan. In comparison, 78 percent of empléyees in
companies with 1,000 or more employees were covered under an employer-provided retirement

plan.

Although Congress through the passage of the Small Business Job Protection Act has addressed
some of the problems facing employers desiring to provide pension benefits, the demographic
and social trends mentioned above still provide a wamning sign for the American people. The
retirement of the baby boom generation will impose severe pressure on Social Security, Medicare
and Medicaid. At the same time, the financial condition of government trust funds is poor. The
Board of Trustees for the Social Security Trust Fund advised in their 1995 Report that the
Federal Old Age and Survivors Insurance (OASDI) Trust Fund will be able to pay benefits for
about 36 years. Of more urgency is the funding of the Medicare Trust Fund, which its trustees
estimate will be depleted within the next 5 years. That is why today’s hearing is so vitally
important. Given the demographic trends, pratection of the public pension system and expansion

of private sector retirement plans should be one of the top issues for Congress to consider.

SHRM advocates the following three fundamental principles as a road map to get America

started on the path to sound retirement planning:



Mr. Chairman, individuals must prepare for their own retirement. In previous times, employees
looked to their companies to do the planning, make the investment decisions, and to ensure that
an adequate income stream would be available upon retirement. However, times have changed
and we must think differently. Employers still provide plans voluntarily. The difference is that
employees are more mobile, less likely to stay with one employer for their entire career, and live
longer after retirement. As a result, workers must make the crucial decisions of determining to

save for retirement, how much to save, and how to invest pension contributions.

The advantage for workers under the newer model of retirement funding is portability. Workers
may now take their retirement benefits with them when they move from job to job. SHRM
encourages this flexibility and advocates that policy makers facilitate portability. However,
portability has its own risks. Policy makers must strike a delicate balance. Workers should be
allowed to take their benefits with them, but they must be discouraged from spending their
retirement nest egg on current consumption. SHRM believes that the law should restrict use of

retirement funds so that retirees will have the resources available at the time the money is

needed.

As workers save for retirement, it is critical that the government continue to provide some floor
of retirement benefits. In order that current workers and work force entrants will be assured of
some minimal retirement income and retiree health care, the Social Security and Medicare trust

funds, and/or their successors, must be maintained on a financially sound basis. We cannot close

3
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our eyes to the problem, and hope it goes away. A balanced approach must be considered by

Congress, without shifting the burden substantially to employers through increased taxes.

According to the Congressional Budget Office (CBO), the Social Security Program represents
almost 22 percent of the total federal entitlement spending for 1995. With entitlement spending
taking up a larger and larger share of available federal dollars, reluctance to address these federal

programs will cause our already imposing budget challenges to become progressively worse.

SHRM believes that among the proposals being considered, special weight should be given to
plans that would empower Americans by giving each worker individualized accounts. Although
there will be additional administrative costs under this approach, privatization and personal
em;'yowcrmcm combined with aggressive education programs represent the most effective way

to increase savings in the short term and to meet the need for adequate retirement income streams

in the future.

I Empl Must be Assisted in Their Eff Provide Re Benefi

Lastly, employers should be assisted in their efforts to provide retirement plans to workers. The
best assistance that employers can be given would be simplification of the pension law. The
complexity of existing retirement plan regulations and the substantial administrative cost of

complying with them discourages employers from establishing and maintaining retirement plans.
A 1991 survey conducted by the American Academy of Actuaries found that among those

actuaries who had been involved in a plan termination in the previous year, the largest single
reason (30 percent) cited for termination of defined benefit plans was complex rules, increasing

costs of compliance and frequent changes in the pension plan law.
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As Congress moves forward to address retirement issues, we urge you to promote individual
responsibility for planning for retirement, ensure adequate funding of the public retirement ‘
programs, and enact measures that will assist, rather than hinder employers in their efforts to

voluntarily provide adequate retirement benefits.

Thank you for the opportunity to submit testimony on the critical issue of pension policy. We

stand ready to assist you as you address this vitally important issue.
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