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PRIVATIZATION OF THE SOCIAL SECURITY
OLD AGE AND SURVIVORS INSURANCE PRO-
GRAM

WEDNESDAY, AUGUST 2, 1995

U.S. SENATE,
SUBCOMMITTEE ON SOCIAL SECURITY
AND FAMILY PoLicy,
COMMITTEE ON FINANCE,
Washington, DC.

The hearing was convened, pursuant to notice, at 9:35 a.m., in
room SD-215, Dirksen Senate Office Building, Hon. Alan K. Simp-
son (chairman of the subcommittee) presiding.

Also present: Senator Nickles.

OPENING STATEMENT OF HON. ALAN K. SIMPSON, A U.S. SEN-
ATOR FROM WYOMING, CHAIRMAN OF THE SUBCOMMITTEE

Senator SIMPSON. Good morning. I am pleased to convene this
hearing of the Subcommittee on Social Security and Family Policy.

We are here this morning to discuss the merits of privatizing the
Social Security system, a rather provocative idea, you would aﬁmit,
that I think deserves our consideration as we look for ways to
strengthen Social Security.

I believe any discussion of Social Security has to begin with the
premise that the present system is unsustainable over the long
term as it is currently structured. The Social Security Board of
Trustees are the ones who are advising us of this. They came be-
fore this subcommittee earlier this year and outlined this stark re-
ality in the clearest possible terms.

Of course, when we speak of Social Security in these hallowed
halls a sea of colleagues stream to the hearing room, as they have
again today. Lovely people, but you see both parties have said that
Social Security is off the table.

There are two of us, at least—Senator Bob Kerrey and myself—
in a bipartisan way are saying it is not off the table. It is a rather
lonely crusade, to say the least, by a hardy pair of ragamuffins. But
we feel that we have some é)roposals that deserve consideration,
and they are being considered by this panel, and others, to restore
solvency to the Social Security system which, as I say ironicall
enough, is off the table when it is actually $360 billion of the stu
on tﬁe table. You cannot vetg well deal with the issues that
confront us on the deficit and the
an item costing $360 billion.

debt ceiling unless we deal with

1)
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But, specifically, the trustees told us that the combined Social
Security Retirement and Disability Trust Funds will simply go
broke in the year 2030, 2031. Some express joy and they say, well,
it is not 2030, it is 2031. Well, that is not much solace because, if
you remember, when we corrected this under the good auspices of
Senator Pat Moynihan of this committee back in the early 1980’s
by simp;f' raising the payroll tax and some other adjustments, you"
will recall that we were then told that those adjustments would as-
sure that Social Security would be “viable” until the year 2036.

Today we are told, just 14, 15 years later, that the system will
be “viable” until only the year 2031. So we have moved up the
doomsday date some 30 years, 32 years, in just 15 years. What will
be the surprise next year, that it will go broke in 2025? It could
well be. That could be the news because it is “unsustainable.”

But even more troubling was the trustees’ revelation that Social
Security expenses will begin to exceed revenues by the year 2013.
So even though black-out day is 2031, in the year 2013, at that
time, the government will begin cashing in the IOU’s in the trust
fund because the government does not hold any earmarked assets
for this contingency. The government will then be forced to raise
taxes or cut benefits to pay off the IOU’s; pick your poison. These
are sobering projections.

Given the reality that we face, it is clearly a long-term problem.
We know that. I believe, then, we must consider long-term solu-
tions. And, as I say, Senator Kerrey and I have introduced legisla-
tion that calls for a number of significant reforms in Social Secu-
rity, one of which would allow individuals to direct 2 percentage
points of their Social Security payroll tax toward a Personal Invest-
ment Plan, a PIP, as we call it, and it is a pip, of course.

I believe that incorporatinf this element of privatization into the
Social Security program could greatly strengthen the public’s con-
fidence in Social Security. Each individual can make his or her own
decision as to how these funds would be invested. We in the Con-
gress would be spared finally from having to listen to the ancient
babble about the trust funds being embezzled or “looted” or stolen,
or thugged, or whatever is most dramatic, to raise money for the
groups using it.

I would emphasize that Senator Kerrey and I are not proposing
that Social Security be dismantled. Under our legislation, the core
of the program would remain in place. Those who choose to estab-
lish personal investment plans would receive proportionately small-
er benefits, but they willl) also receive and reap greater earnings
from their Fersonal investment plans. The exact amount of the
ea;‘}l{lings will depend on the investment decisions each individual
makes.

Essentially, what we are talking about is empowering Americans
to have more control over their own retirement income. I am con-
vinced that this proposal would vastly improve the financial well-
being of future generations of retirees, but, more importantly, I
also sense a very genuine spirit and enthusiasm for this approach
among younger Americans.

I have three children. They are 38, 36 and 32. They all have seri-
ous doubts about the future of Social Security, and they share that
with me. No wonder. I think that in any kind of proposal that gives
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them some out when they know that there is going to be nothing
in it for them and they are still smiling while they are pouring into
it more and more—I think the figure is that three-quarters of all
workers today are currently %aying more in Social Security than in
Fe@fral income taxes. Somehow they are still wandering around
smiling.

I think anyone between 18 and 45 that does not get organized
and begin to think about what is going to happen to tiem is surely
wandering in the wilderness. Maybe they had better band together.
I think it would be good.

There are several groups that have testified before the Entitle-
ments Commission and before this panel; young, enthusiastic, spir-
ited people who believe that they have to form a political base so
that then they will have the power to walk into a Congressperson’s
office and say the usual pitch, which is, there are blank million of
us and we vote. Until those people between 18 and 45 have figured
that out, I will have no sympathy, no sorrow, no remorse about
what will become of them in this process.

I will vote on a debt limit within a few weeks of $5 trillion. I
have no concept of what that is, nor does anyone. The deficit is
$230 billion, headed for $300 billion, for $400 billion. And, if the
great effort does not succeed in these next months of tTng simply
to slow the growth in programs and not cut anything, then we will
see what happens.

Those of the other political faith can pick up the traces, and any
figures the Social Security people have given us, or anyone else,
you can just accelerate by 50 percent. They will just go broke fast-
er. The pitch will be, why, we would not let those people do that
. to you, we saved you. We would not let them cut Medicare, we
would not let them cut Medicaid, we would not let them toy with
Social Securitz.

Whatever the doomsday scenario is that has been presented by
trustees appointed by this President and members of his Cabinet
will simply be accelerated and come in a more swift and tremen-
dously savage way, because at that point we will simply raise the
payroll taxes or cut the benefits.

Guess which one will go first? The groups that plead for the rais-
ing of the payroll tax do not pay them. Those are the retired, and
the seniors. Largely, most of them have passed the plateau of pay-
ing payroll taxes. You can bet they will not be for reducing any of
the benefits.

So, with these exciting things that thrill my colleagues till they
nearly pale, we will go forward. I always enjoy this role in the
sense that my colleagues go to the floor and say, we cannot touch
Social Security, it is evil, cruel, and we will not stand for it, yet
in the long run they will admit that there are serious problems.

I always say to them, well, you know, we are having some hear-
ings in the Subcommittee on Social Security and Family Policy,
and they go, oh, yes? I say, yes; drop by sometime and tell us how
you would like to restore solvency to the program. Well, I will tell
you, they are like squashed vines in the wintertime: gone.

So, here we go. Today, I think, we have a provocative issue, a
hearing on privatization of the Social Security Old Age and Survi-
vors Insurance Program.
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The first witness was to be my good colleague—I do not think he
is here—the Honorable John Porier, a Representative from the
10th District of Illinois. He has Flcor duties in the House. We will
just kind of adjust for John when he gets here and take his testi-
mony at the time.

But we have an excellent panel. ] am very interesting in hearing
their work, and their recommendations, their thoughts, their criti-
cisms. So, if they would come to the table.

We have David S. Koitz, Income¢ Maintenance Section Head of
the Congressional Research Service of Washington, DC; Steven J.
Entin, Resident Scholar, the Institute for Research on the Econom-
ics of Taxation, Washington, DC; Robert J. Myers, Former Chief
Actuary of the Social Security Administration, Washington, DC;
Michael D. Tanner, the director of Health and Welfare Studies of
the Cato Institute of Washington, DC; and Matthew P. Fink, presi-
dent of the Investment Company Institute of Washington, DC.

I am very pleased to have you here, and we will go forward and
hear your testimony in the order of the appearance as evidenced
on the witness list.

So, in that, Mr. Koitz.

STATEMENT OF DAVID S. KOITZ, INCOME MAINTENANCE SEC-
TION HEAD, CONGRESSIONAL RESEARCH SERVICE, WASH-
INGTON, DC

Mr. Koitz. Mr. Chairman, I was asked to lead off this panel by
briefly summarizing and commenting on recent ideas to privatize
the system.

While interest in privatization of Social Security has grown,
there is no consensus about what it means. At one end of the spec-
trum is the idea that people should make economic choices totally
on their own, including whether or not to prepare at all for retire-
ment, death, or disability.

At the other end is the notion that the government should man-
date that people prepare for these circumstances, but not nec-
essarily through a government-run system.

There are few people today who would suggest that there is no
need for society to prepare for retirement, death, and disability and
that the government should be totally uninvolved.

But there is growing interest in expanding the role of the private
sector, while reducing the government’s. The seeds for this dis-
content probably date back to the mid-1970’s when changing eco-
nomic and demographic circumstances began straining the existing
system.

Although there was little interest in wholesale reform, a new
wave of privatizing ideas began to emerge. One proposal designed
and circulated on the Hill in the early 1980’s by the Insurance
Company of North American would have permitted workers to con-
tribute up to $6,000 a year to an IRA-like account, and then take
an immediate income tax deduction for the contribution. For each
$1,000 workers deposited in their accounts, they would forfeit a
half of one percent of their eventual Social Security benefits.

A similar plan authored by Peter Ferrara and promoted by the
Cato Institute would have given workers an income tax credit of up
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to 20 percent of their Payroll taxes for equivalent deposits in what
he called “super IRA’s.”

Another plan devised by Michael Boskin and promoted by the
National Federation of Independent Business would have not
privatized any part of the program per se, but transformed it into
a two-tiered system, with the second tier fashioned after a tradi-
tional insurance annuity plan. Representative Archer offered this
proposal in a House Ways and Means Committee mark-up in 1983,
but it was defeated.

In 1986, Representative Gingrich developed a plan to eliminate
the payroll tax and have workers under age 40 mandatorily con-
tribute to IRA’s instead of Social Security; older workers were to
be grandfathered under the existing system, and a new program
was to be created to guarantee seniors a poverty line income. A
VAT was to be levied to provide the needed revenues.

In the last two Congresses, Representative Porter introduced
bills to privatize the Social Security surplrses by mandating that
2 percentage points of the payroll tax be deposited in IRA-like ac-
counts. Former Senator Simms, when serving on this committee,
had proposed a similar plan. Both were offered as alternatives to
the payroll tax cut proposed by Senator Moynihan in 1990.

Your proposals, Mr. Chairman, that you recently co-sponsored
with Senators Bob Kerrey and Robb, also are similar. S. 824, which
is an optional arrangement, and S. 825, which is mandatory, would
have people set aside two percentage points of the payroll tax in
a Personal Investment Plan, also modeled after an IRA. In return,
they would be required to take lower Social Security benefits when
they retire.

Representative Solomon recently proposed another variant that
would require the creation of an investment board, with a broad
mandate to manage Social Security funds, including authority to
invest them in stocks and bonds. His arrangement would be like
that used for the Federal Employees Thrift Savings Plan. It is run
by an investment board offering Federal employees three types of
investment options. Two of them are market-based funds managed
by the Wells-Fargo Company and Nikko Securities.

The Chilean system offers yet another model. In 1981, Chile en-
gaged in a sweeping rapid reform of its system, under which pri-
vate pension accounts managed by investment companies were es-
tablished to replace much of the government-run program.

Beginning in 1983, new labor force entrants were brought into
the system and existing workers were given strong inducements to
join. It has been estimated that some 90 percent of the work force
is now under the new system.

Although the political issues with privatization are enormous,
perhaps the foremost issue involves a very practical consideration:
how to finance the transition from the old to new system. There are
43 million people today who receive almost 40 percent of their in-
come through Social Security. Although there are some surplus So-
cial Security taxes flowing into the government, the system is still
basically pay-as-you-go.

If we told workers that next year they were to put their taxes
into private savings plans instead, how would we continue to fi-
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nance the $340 billion in current benefits? The cash surplus today
is only about $30 billion a year.

To put this in perspective, foregoing taxes equal to 2 percent of
payroll would result in an annual revenue loss of $60 billion. Even
if people were required to take reductions in their eventual Social
Security benefits, this would not slow the system’s outgo for many
years. However, the revenue loss would be immediate. A decade’s
worth of foregoing these taxes would result in $1 trillion in lost re-
ceipts and new interest.

ven if it were accepted that the Social Security system could
forego these receipts, for instance, by allowing it to tap into the
Treasury if its financing were endangered, there is still the ques-
tion of how the govemment would make up for the revenue loss.

Excess Social Security taxes now flow into the Treasury. If the
Treasury no longer received them, it would have to borrow the
funds. In effect, the money would flow into the Nation’s investment
markets through one door, only to be borrowed back through an-
other. If borrowing is not an option, the question for policy makers
is, what taxes are going to be raised, or what spending cuts made,
to cover the revenue loss?

My intent here is not to minimize the philosophic issues about
privatizing. Removing the social aspects of Social Security, intro-
ducing the risks inherent in private savings, and potentially fore-
going inflation protection strike at the heart of the system. But
those issues all become academic unless some means can be de-
vised to deal with the transition.

In 1987, CRS did an analysis for this committee of one of the pri-
vatization proposals circulating then, and last week we issued a
new report on the Chilean system. Both go into the issues in more
depth than I can here.

ith your permissions, Mr. Chairman, I would submit them for
the record.

Senator SIMPSON. Thank you very much.

[The analysis and report, referred to and the prepared statement
of Mr. Koitz appears in the appendix.]

Senator SIMPSON. Now, Mr. Entin, please. I will give you 6 min-
utes there, instead of 5.

STATEMENT OF STEPHEN dJ. ENTIN, RESIDENT SCHOLAR, IN-
STITUTE FOR RESEARCH ON THE ECONOMICS OF TAXATION,
WASHINGTON, DC

Mr. ENTIN. Thank you, Mr. Chairman. It is a pleasure to be with
you this morning. My name is Steve Entin. I am with the Institute
for Research on the Economics of Taxation.

Prior to joining IRET I was at the Treasury Department. It was
my pleasure to work on the Trustees Reports for 8 years with the
Office of the Actuaries, the finest group of researchers, I think, in
the city. Prior to that I was with the Congressional Joint Economic
Committee, where I also dealt with Social Security matters.

I must say that I think OASI—the Old Age and Survivors Insur-
ance—system has been a tragedy. It has kept the elderly out of
poverty, but in doing so it has unnecessarily reduced the income of
the rest of the population.
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It is a tax transfer system. It has caused a substantial drop in
the personal saving rate, and, by cutting capital formation, has re-
duced incomes all across the board. The primary goal of any reform
of OASI should be to replace it with a system of real private saving
and insurance, with an appropriate safety net for the poor.

When OASI takes a dollar of payroll tax from current workers
it gives a dollar to current retirees; there is no saving. By contrast,
workers who set aside income over 40 years in bank accounts, mu-
tual funds, stocks, and bonds are saving that income. At a 7 per-
cent rate of return, $1 saved at age 20 would be worth $16 at age
60, and $32 at age 70. No tax transfer system can do that. Further-
more, saving boosts investment, wages, and employment. Workers
do not have to wait until they retire to benefit.

The tax transfer system has another drawback. The tax on pay-
roll is an excise tax on labor. It raises labor costs and discourages
hiring. By contrast, a saving program, even a mandatory one, is not
a tax. If the payroll tax were transformed into personal saving, the
tax would become a deferred wage and the disincentive to work
would vanish, U.S. labor costs would fall, U.S. employment output
and GDP would rise.

One means of encouraging saving and moving toward privatiza-
tion of OASI would be to allow workers to divert part of their pay-
roll taxes into private saving plans, perhaps modeled on IRA’s, in
exchange for reduced OASI benefits. Examples include the Kerrey-
Danforth proposal in the report of the Bipartisan Commission on
Entitlement and Tax Reform, your own bills that you have intro-
cIi)uced with Senator Kerrey, and the proposal of Representative

orter.

The more that can be done along these lines the better. If a 1.5
percent transfer of payroll to a saving plan, as in Kerrey-Danforth,
can more than make up for the associated OASI benefit reductions,
then 2 percent, 4 percent, or 6 percent transfers can put young
workers even further ahead.

Deeper cuts in the payroll tax rate would require further trim-
ming of Social Security benefits and replacement rates over time,
but in each case the added annuity vafue of the resulting saving
plans would boost total retirement income.

If the diversion of the payroll tax into private saving were large
enough, then the annuity alone would produce more than sufficient
retirement income. Over time, OASI benefits could be phased out
entirely, along with most of the remaining OASI payroll tax, with
some delay, of course, during the transition to cover the benefits of
current retirees.

Chart 3 in my testimony illustrates this. For example, the annu-
ity available after the 4-percentage point diversion, which is just
over one-third, by the way, of the OASI share of the payroll tax
rate, would provide an annuity worth three times projected funded
OASI benefits.

Retirees could get three times the benefits for one-third the cost
through a real saving program. That is, if OASI were their only
source of retirement income, this reform could triple that income,
while taxing them less all their working lives. If pensions and sav-
ing and wages constitute about half of their retirement income,
then this reform would roughly double their retirement income.
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A policy change that could double or triple people’s incomes for
20 years of retirement—a quarter of a lif..cime, a third of an adult
lifetime—is a very urgent and worthwhile policy change.

I think the table illustrates two points. First, there is a higher
yield in stock and people should be encouraged to invest in stock
rather than government bonds. Second, because you want the sav-
ing to finance added plant and equipment, and to raise productivity
and wages, you reall% do not want to pay for this with government
borrowing because then people would have to buy the bonds in-
stead of the stock.

My paper discusses a social safety net. A remaining portion of
the OASI tax might be used to make certain that people’s annuities
were brought up to a minimum standard for people who had inter-
mittent wage histories or low wages.

I have discussed the transition that would need to be made for
older workers. I will not go into these details in these six minutes,
but {)lthink all of these things can be worked out without too much
trouble.

There would be some added respo.isibilities for workers. If OASI
benefits, including survivors benefits, were trimmed, workers
would have to make certain they had adequate life insurance. If
the DI program were reformed along similar lines, people would
need some private disability plans.

The focus of all of these debates seems to be on how to pay for
the transition. The budget rules, unfortunately, have been written
to forbid policy changes from diminishing the projected actuarial
balance ofP OASI, and that means finding spending cuts or tax in-
creases to offset Erogram changes that would otherwise worsen the
balance, within the confines of OASI.

That has often led to proposals to trim the benefits for current
retirees. That is not strictly necessary. There need not be, and I
think there should not be, any effect gom privatization on current
beneficiaries. Their benefits should continue as under current law,
and so should the benefits for people about to retire.

To protect people about to retire you need to find cuts in the gen-
eral budget to allow a transfer from the general fund to Social Se-
curity. You could think of it as “redeeming the raided trust fund”
if you like, although I share your view as to what that means.

The transfer would only need to be about a point of GDP for a
2- or 3-percentage point transfer of the payroll tax into private sav-
ing. I cannot think of any Federal spending program, however, that
would do as much for people as tripling or doubling their retire-
ment incomes. I would say, cut anything you can find, because peo-
ple would be better off if you did that than keeping the Federal
budget going the way it is.

I think the biggest difficulty in making the transfer is not the
technical one; the actuaries can help you design that. The chief one
is one of political will. I know you want us to be frank as we ap-
pear before you, and since there is no other member present, I can
say, present company very definitely excepted, the problem is one
of political will.

at is needed is willingness to sacrifice. I do not mean sacrifice
by the voters who would gain substantial increases in retirement
and lifetime incomes. I mean sacrifice by the Congress, which
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would have to agree to a moderate amount of Federal spending re-
straint, give back a large portion of the payroll tax, and trust the
pu})lxc enough to give them back control of their lives. This is the
chief obstacle I see to privatization.

Thank you.

Senator SIMPSON. Well, I thank you.

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

Senator SIMPSON. I know that we will have some provocative dis-
cussion; the next witness will assure that. Our friend, Mr. Myers,
who is certainly highly-regarded and respected, and often presents
us with things we do not want to hear, and things we should hear.
I appreciate your remarks, all of you, and what is to come.

0, Mr. Myers, nice to have you here, sir.

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

Mr. MYERS. Thank you, Mr. Chairman.

First, I would like to say that I agree strongly with you that So-
cial Security should be on the tabﬁ; I have been arguing for at
least the last 5 or 6 years that something should be done about the
long range financing deficit that appears to be present.

As you may recall, I worked closely with the distinguished Sen-
ator from New York, Senator Moynihan, on his pay-as-you-go pro-
posal. That solved the problem completely by the tax method. I do
not hold to that; I believe that it can be solved by benefit reduc-
tions as well. But my main concern would be to solve it and have
confidence in the system restored.

I am afraid that I may not be in complete agreement with the
distinguished Chairman about privatization, but let us take that
up.
First of all, what does privatization of Social Security mean?
There are many different ways. It can be compulsory, or it can be
voluntary; it can be partial, or it can be complete, as in Chile; it
can be gradual, or it can be instantaneous, again, as in Chile. I
have gone into some details on this in my prepared testimony.

My philosophy as to the Social Security program is that it should
provide a broad universal floor of protection with everybody cov-
ered who is employed. There should be weighted benefits so that
the lower-paid are not as likely to need public assistance as in a
straight individual equity system. I do not like public assistance,
not only because of its demeaning nature, but also it is subject to
high administrative expenses, and also fraud and abuse.

As to the Chilean system, which many people talk about as being
such a great success, I had the privilege of being invited there
twice by the Chilean Social Security system to give my objective
views on what I thought of it.

In summary, I might say that the Chilean system is not what
many U.S. advocates say it is, or want it to be. It is a fine system
for Chile, it solved the problems they had, but that does not nec-
essarily mean that it is a good system for every other country.
Each country has its own problems.

One great advantage that Chile had is that it had mammoth gen-
eral revenues available—in other words, budget surpluses avail-
able—to finance the transition to pay for prior service costs and,
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for all time to come, to pay for a very high minimum benefit, one
that amounts to about 30-35 percent of the average wage.

How did Chile have that situation? For one thing, they had just
grivatized many of their industries, so the Chilean Government

ad excess monies available for this transition. Now, that-brings
me to why the Chilean model is not at all for the U.S., because we
do not have budget surpluses. Instead, we have mammoth and ap-
palling deficits, and you cannot finance things with deficits.

What are the problems with privatizing the U.S. Social Security
system? First of all, there is the technical problem of providing rea-
sonable disability and survivor benefits. This can be done, but it is
rather difficult.

Second, there are the anti-selections possible if it is optional. In
other words, the low-cost cases will opt out of Social Security, while
the high-cost cases will remain in it. The costs of Social Security
will boom, and there may well be a much larger public assistance
cost.

Also, the administrative expenses under a privatized system are
high. In Chile, the administrative expenses for the retirement-ben-
efits portion of the system are about 13 percent of contributions,
and they will be higher in the future as more people retire, and
monthly payments are made. In the U.S. system, as you well know,
the administrative expenses are slightly less than one percent of
contributions. So, this is at least a partial offset to the higher pos-
sible rates of return that might be obtained under privatization.

Also, I believe that the higher rates of return, under some privat-
ization proposals, are overstated. I do not think that they will be
achievable over the long-run, especially if there is a great degree
of privatization. It is true, that we should have more savings in
this country, and we could have more economic development, but
there is a limit where there is too much money to invest and not
enough places to invest it, and that can produce fraud, abuse, and
waste.

What do I think should be done? I think that Social Security
should be modified to put it on a sound basis over the long-run.
There are many ways that I think the system could be changed to
be affordable and to be reasonable. I think that it is best to have
a combination, as was done in 1983—part done through taxes, and
part through benefit reductions.

The benefit reduction that I favor the most and which I think is
in your proposal is to raise the retirement age, the so-called “nor-
mal” retirement age at which unreduced benefits are first payable.
This only makes sense. People are living longer, and demographic
problems should be solved with demographic solutions.

Second, I think that there should be much more encouragement
of private savings to be built on top of Social Security. I do not like
mixing private savings and Social Security; it is like mixing oil and
water.

But I think there could be much more encouragement of private
savings through more liberal provisions for IRA’s and for Keogh

lans, and so forth. Perhaps, even, I think that consideration might
given to building on top of a reformed Social Security program
a mandatory privatized savings program.
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In other words, there could be an additional contribution rate of,
say, 2 percent, 3 percent, or even 4 percent, and have that invested
through the same approaches that many of the advocates of privat-
ization want to do through the private sector.

I also would point out, in concluding, that, if any privatization
is to be done like that, something should be done so that small
amounts are not put into this system because the administrative
expenses of handling $50 a year, or $100 a year from the millions
of people who have low earnings just would eat up the principal.

I am on the board of trustees of two large mutual funds, so I am
most certainly in favor of private savings. But, as I say, I want to
keep them separate, have them built on top of a sound, durable,
Secial Security system:.

Thank you, Mr. Chairman. -

The CHAIRMAN. Thank you very much, Mr. Myers.

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

Senator SIMPSON. Now, Mr. Tanner, please.

STATEMENT OF MICHAEL D. TANNER, DIRECTOR OF HEALTH
AND WELFARE STUDIES, CATO INSTITUTE, WASHINGTON, DC

Mr. TANNER. Well, thank you, Mr. Chairman. I am Michael Tan-
ner. I am the director of Health and Welfare Studies at the Cato
Institute, and I am also director of Cato’s project on Social Security
Privatization.

I want to thank the Chairman for holding these hearings and for
having the political courage to address an issue which a lot of his
colleagues have not been able to address yet, but which is going to
be very important for the future of this country.

In less than two weeks, Social Security will celebrate its 60th an-
niversary. As it does so, I believe it is an institution in profound
crisis. As recent public opinion polls have shown, more young
Americans believe in UFOs than believe they will receive their So-
cial Security benefits. The unfortunate fact is that, while their
views on extraterrestrial visitation are problematic, their opinion
on Social Security may be perilously close to correct.

I will not go into all of the fiscal problems with the system. I be-
lieve, Mr. Chairman, you summed that up very well in your open-
ing statement. But what I do want to point out is that one issue
that is not necessarily addressed in just the problems of the fiscal
situation is that, even if you could correct the actuarial problems
with Social Security, the system remains a bad deal for most Amer-
icans. Payroll taxes are already so high for today’s young workers
that the promised benefits that these workers will receive amount
to a low below-market return on those taxes. In short, Social Secu-
rity is a bad investment.

In fact, studies show that for most young workers such benefits
amount to a real rate of return of 1 percent or less on their re-
quired taxes, and for many workers the rate of return is actually
zero, or even negative rates of return. They would be better off
stuffing the money in a mattress. These workers can get far higher
returns through the private savings, investment, and insurance
markets today.
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In a forthcoming study by the Cato Institute, financial analyst
William Shipman of State Street Global Advisors considers the po-
tential investment return under a variety of scenarios.

He considers examples for both high- and low-wage earners born
at three different dates—1930, 1950, and 1970—and compares the
actual Social Security benefits that those individuals would receive
under current law, with the potential return that the individual
would have received if he or she had been ailowed to invest in an
amount equivalent to the payroll tax in either the stock or bond
market using actual historical rates of return, and then projected
rates slightly lower than the historical rates of return.

He found that in every sinile case the return was higher for the
individual in the private markets than what they were actually re-
ceiving or going to receive from Social Security.

If the proposed reforms that we hear talked about—raising pay-
roll taxes and cutting benefits—are adopted, the rates of return be-
come even less and the investment becomes even worse for today’s
young worker.

The only viable alternative is to privatize the Social Security sys-
tem. In my written remarks I go into considerably more detail
about how that can be achieved, how to finance the transition, and
what would a privatized system would look like. .

However, I would like to suggest that the concept of Social Secu-
rity privatization is not untested; we do have the example of Chile,
And, while I certainly would not want to see that system adopted
in its entirety in the U.S., there are many differences between our
sgstems economically and culturally, and there are some things
that I think that they did not do right that I would like to have
seen them done differently.

But we should know that their system has been privatized and
has been successful. Chile’s Social Security system actually pre-
dated ours, having started in 1926. They were the first in this
hemisphere with a public pension system. It was a pay-as-you-go
scheme, just like ours; a basic deposit scheme. It ran into demo-
graphic problems. In the late 1970’s, its benefit payments were
greater than its taxes and it had no fund reserves.

Based upon the anticipated decline in the benefit/support ratio,
the problems were going to get worse, much as ours are, so Chile
decided to fundamentally restructure its system, and not merely re-
form the flawed pay-as-you-go system.

The new system is one of forced savings. It required workers to
contribute 10 percent of their wages to their own accounts at a pen-
sion fund company, called AFPs, which invest the wages in securi-
ties, such as stocks and bonds. Contributions and investment re-
turns are not taxed, but withdrawals are.

Upon retirement, affiliates have the option of purchasing a life-
long annuity, withdrawing a monthly benefit from their AFP ac-
count, or purchasing an annuity that is effective at a future speci-
fied date. Participants also have the right to contribute an addi-
tional 10 percent of after-tax wages to their accounts, which
compound tax-free.

The AFPs are single-purpose companies. They are licensed and
regulated by the government. Among other obligations, they are re-
quired to invest their contributions, distribute the benefits, offer in-
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surance, conduct participant recordkeeping, and keeping a certain
level of reserves.

Much like our mutual fund industry, the workers assets are sep-
arate from the AFP assets. If an AFP were to go out of business,
affiliates’ assets would be transferred to another AFP. Individuals
have the right to choose and change their AFP, moving their ac-
counts between them.

The success of Chile’s public pension privatization can be meas-
ured in many ways. Whereas, in the late 1970’s there were vir-
tually no savings, now the cumulative assets managed by AFPs are
about $23 billion, or about 41 percent of GDP; during the past dec-
ade, Chile’s real GDP growth has averaged over 6 percent, more
than double that in the U.S.; and for the 5 years ending in 1994,
the annualized return from the Chilean stock market was 48.6 per-
cent versus 8.7 percent in the U.S. market.

But, most importantly, beneficiaries are now receiving a much
higher benefit for much lower taxes than before. Since the
privatized system became fully operational on May 1, 1981, the av-
erage rate of return on investment has been 14 percent per year.
As a result, the typical retiree is receiving a benefit equal to 80
percent of the average annual income over the last 10 years of his
working life, almost double the replacement value of the U.S. work-
er.

Now, no one suggests that we will receive 14 ipercent rates of
growth in the United States, but our studies do show that, given
historical rates of return, workers here can receive five, six, or
seven times the rate of benefits that they can expect to get from
Social Security.

The Chilean’s reforms have been such a success that they have
been copied throughout the world: in Latin America, in Argentina,
Peru, Columbia; in Britain they are allowing people to opt out of
the top tier of benefits; Italy has begun some privatization of the
Social Security system.

In short, this is a system that has been taken around the world
and modeled, and done in relevance to the own economic conditions
in each country. We should be following the same or similar route
in this country. It is the only way to preserve retirement dignity
and a retirement future for America’s workers.

Thank you.

Senator SIMPSON. Thank you very much.

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

Senator SIMPSON. Mr. Fink, please.

STATEMENT OF MATTHEW P. FINK, PRESIDENT, INVESTMENT
COMPANY INSTITUTE, WASHINGTON, DC

Mr. FINK. Thank you, Mr. Chairman. I am Matthew Fink, presi-
dent of the Investment Company Institute, which is the national
association of the mutual fund industry.

Mutual funds increasingly serve as the investment of choice for
all ty%e: of retirement plans, including both employee benefit plans
and IRA’s. At the end of last year, approximately $760 billion—35
percent—of mutual fund assets were held by various types of re-
tirement vehicles.
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Our industry believes that the legislation that you and Senator
Kerrey have introduced is a thoughtful and timely proposal to en-
hance our current pay-as-you-go Social Security system by intro-
ducing for the first time an element of personal savings.

By giving workers the option to invest 2 percentage points of
their OASDI taxes in personal investment plans the bill begins to
address the two key problems: the impending solvency crisis that
you mentioned in your opening remarks, and also the widespread
lack of confidence that you also mentioned.

I must say, last night I did my own test case and asked my two
teenaged children, ages 19 and 17, did they believe they would ever
collect from Social Security? The answer was, no. So, hased on my
sample, I think Generation X does nof think it is going to collect.

We believe that a self-directed account which would incorporate
the best features of the current individual retirement account, like
-your proposed PIP, is the optimal way of achieving partial funding
of the system for a number of reasons.

First, it would allow workers, for the first time, tc receive the
benefits of compounding in their PIP accounts. Second, contribu-
tions, as other witnesses have mentioned, can be invested in assets
such as equities, which historically produce higher returns than
Treasury bills. Third, the investments into stocks, bonds, and mu-
tual funds will provide private capital for the country’s economic
growth. .

Fourth, it would help encourage a personal savings habit as an
American habit. Fifth, it would give every American a better idea
of his or her personal responsibility to save for the future. And fi-
nally, going back to what begins this all, I think it would start to
give people better confidence in the Social Security system.

We think that these goals could be accomplished by a PIP that
would be created and marketed by private financial institutions,
suc}} as brokerage firms, mutual funds, banks, and insurance com-
panies.

We know from the IRA and the 401(k) experience that if you
allow this in the private marketplace, these institutions will have
their own interests in vigorously promoting the PIP and educating
investors about it. Another benefit is what individual Americans,
rather than the government, will be responsible for directing cap-
ital flows.

A number of witnesses at other hearings and this morning have
noted the very serious transition problems that would occur if you
were to attempt to fully privatize the Social Security system.

I would note that these problems would be less, of course, in the
case of a partial funding proposal, such as the PIP. According to
the material, Mr. Chairman, that you released when the legislation
was introduced, the PIP proposal “would have no impact on the
long-term solvency of the OASDI trust fund.” That is true. There
will, however, be short-term problems.

But the first thing is to try to get a handle on the extent of those
short-term problems, and in doing this I do not think it is fair to
start with the supposition that 100 percent of covered workers will
all elect to move their 2 percent out of the Social Security system
into the PIP.
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One of the other witnesses assumed that in his testimony; I
think that is an exaggerated view. So I would suggest as a starting
point some actuarial work to attempt to assess how many people
are indeed likely to move the 2 percent out of the current system
into the PIP.

A second criticism we have heard from other witnesses is that
workers would be terribly confused because there would be such a
variety of funding media. We have had actual experience in this
country since 1974 with IRA’s, for which all kinds of media are per-
mitted, and I do not think there is much evidence of confusion. In
fact, we found financial institutions, for their own reasons, doing
a pretty good job of education.

A third criticism which we have heard this morning of the PIP
is the alleged heavy administrative expenses with the small ac-
counts involved. I must say here, the mutual fund industry does
have very good experience because we are vehicles that are specifi-
cally designed to pool the investments of thousands of investors in
order to obtain economies of scale and operation.

We think mutual funds, and probably other institutions, are
well-equipped to handle small accounts and small contributions in
an effective manner, and I would think that particular criticism
probably could be handled pretty easily. _

I do not want to minimize these concerns about the transition,
but I think far worse would be a failure to initiate any reforms, to
simply throw up our hands and do nothing.

Thank you.

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

Senator SIMPSON. Thank you very much, all of you. That is very
helpful and of great interest, for the record.

So let us have some discussion here and look at this issue of sav-
ings and investment, and what privatization might do there.

So, with regard to Mr. Fink and Mr. Tanner, both of you have
stated in your remarks that investors can expect significant rates
of return if the Social Security program is privatized. Yet, there
has been™ discussion—and I think in my mind it is true—that
Americans are largely very conservative investors.

Now, how can we, or should we even, encourage these investors
to put their money into more lucrative, but perhaps higher-risk
type investments?

Mr. FINK. I would think there is one thing that is needed and
which we have urged the Department of Labor to do now, just with
defined contribution plans. I would not have the government tell
people how to invest, but I think I would simply provide Americans
with historical information showing that, over long periods of time,
5 years, 10 years, or longer, in every period that-is measured, equi-
ties will outperform bonds, and bonds will outperform short-term
instruments. There will be greater volatility, but, as I said, there
is a priority of long-term experience.

I think that information ought to be gotten out by both the pri-
vate sector—which is being done—and by the government. Again,
it is up to each person to decide how to invest, but I think there
iis some historical evidence here that ought to be out in the public

omain. -
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Mr. TANNER. I would just add that, in terms of the actual result,
even if an individual was as conservative as they could possibly be
under a privatized system, they would still receive better returns
than they would from future Social Security benefits, where they
can expect to receive a negative return. Future workers, especially
if you reduce benefits and raise payroll taxes, would be better off,
as I say, stuffing it in a mattress. So even a conservative invest-
ment will be better.

The second, is the total question of what savings would effect.
Economists would tell you are not going to get a total net change
in savings because you are just transferring from the government
sector to the private sector, but I would suggest the value of those
savings and what those savings do for the economy, the quality, if
you will, is vastly different when the private sector gets to invest
money than when the government gets to invest the same amount
of money.

Senator SIMPSON. Is it your thought, too, that if we did privatiza-
tion in Social Security that that would increase savings and invest-
ments in other areas; is that what you are saying?

Mr. TANNER. It would improve the quality of investments avail-
able. If you are putting $400 billion available into the investment
markets that is available for people to borrow to start businesses,
to expand plants and equipment, and so on, you are going to bene-
fit the entire economy in a way that you are not going to get if the
money is being sucked up by the Federal Government.

Senator SIMPSON. Well, l}:et us look at transition issues, getting
from here to there, which will, of course, be a very difficult aspect
of enacting any elements of privatization.

So let me ask Mr. Myers and Mr. Koitz, in your opinion, how do
these administrative costs, under the current system, compare with
the administrative costs under a grivate system? And, of course,
you have touched on that. Would it matter if it was partially
privatized or wholly privatized? You cite a figure of 13 times the
administrative costs in Chile versus here.

What is your thought about that, both of you?

Mr. MYERS. Mr. Chairman, I think there is not only the adminis-
trative costs, which, as I said, is a partial offset to any higher rate
of investment return, but also there is the transition costs involved
in paying for the high-cost groups who stay in the Social Security
system versus the low-cost grouﬁs that opt out.

All of the discussion to date has assumed that the employer tax
belongs to the employee. The money’s-worth analyses that are
made which show that some people are Fetting low or even nega-
tive rates of return assume that. I would argue that that is not
necessarily the case.

As you may recall, Mr. Chairman, the whole committee held
hearings several years ago on the money’s-worth aspect of Social
Security, and I would refer back to those hearings. I do not think
that it is proper to consider that the employer tax belongs to each
emplogﬁe individually. This is not done in private benefit plans,
generally. -

Under a defined-benefit pension plan that has an average cost of,
say, 5 percent of payroll, each employee does not get benefits worth
5 percent; the older get more, while the younger get less.
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It is the same way with school taxes. You pay school taxes
wl_lether you have children in school, or have had, or will have. I
think that it is more reasonable to assume that the employer tax
is pooled for the benefit of the lower-paid workers, for tﬁe benefit
of workers with dependents, and so forth. If these money’s-worth
analyses are made just looking at the employee taxes, you get quite
a different picture than some of the previous witnesses saicf

If I might say, Mr. Chairman, you might be interested, since
there has been discussion of the Chilean system, in putting into the
record what I hope is a very objective piece that I wrote on the
Chilean system that presents, I think, some facts that perhaps
have not been brought out.

For one thing, Mr. Tanner said that the original Chilean system
was a {)ay-as-you-go system. That was definitely not the case. It
was a largely funded system. The trouble with it was, they had
such inflation that all of the -ssets became worthless.

Thank you, Mr. Chairman.

Senator SIMPSON. Wow. A difference of opinion there. But it did
start in 1926, if I recall, the Chilean experiment.

Mr. MYERS. Yes.

Senator SIMPSON. And whatever it was started then, and then
deteriorated. Then, of course, the privatization you discussed of in-
dustry. But it is held up as an ideal through the country; people
write of it and speak of it. But I think there are some very different
things. Principally, is the tremendous debt of the United States.
The debt limit is $5 trillion soon, with deficits. That is not the case
with regard to Chile.

But, Mr. Koitz, did you have any comment on that question? It
was kind of a dual address there.

Mr. KoiTz. Yes. I see two angles to it. One of them is dealing
with the transition itself; to what extent are the administrative
costs a financial burden? And then the other, is what was men-
tioned earlier, that the administrative costs of administering a pri-
vate system versus Social Security. Let me hit that one, first.

It is almost by definition that the private system is going to cost
more. The question for the individual is, will he or she get a better
rate of return? The costs of promoting, advertisinﬁ, and selling
those systems is not something that is inherent in the current So-
cial Security system. So, that is a difference.

In terms of the transition, to get directly to your question, there
is going to be more administrative costs, for instance, in the gov-
ernment operating a new thrift board, as is proposed in S. 824 and
S. 825. Is that going to be the real issue? No. The real issue is the
transition cost caused by the lack of revenue, as I alluded to before.

To get a little dialogue going here, Mr. Fink said that I may have
exaggerated when I mentioned the $1 trillion in lost receipts re-.
sulting from your proposal. S. 825 creates a mandatory 2 percent
set-aside. So, if that were the route that is followed, based on the
Social Security trustees’ report, 2 percent of payroll foregone for 10
years is $1 trillion, with interest. I do agree that if you went the
S. 824 route—the voluntary one—the costs would be lower.

The experience with 401(k)s, as Mr. Fink or others may have al-
luded to, is an example. They were enacted in the late 1970’s, and
the appeal was tremendous. They were promoted, and grabbed
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onto. They still are. I think defined contribution plans, qualified
plans, grew from 200,000 to 600,000 over the 1980’s.

But Congress was so concerned in 1983 about the appeal of
401(k)s that it stepped in and said that they are no longer tax-de-
ductible for Social Security purposes. So I think the appeal of your
Kpo osal would be strong. And, while a $1 trillion loss might be

igh on a voluntary basis, expecting 50 percent participation might
not be, and that is a half a trillion. So I would pose the question,
what is small enough, or what is too high?

Senator SIMPSON. Did you care to comment on that?

Mr. TANNER. Yes. Mr. Chairman, I think one of the things to re-
member in the discussion of the transition is that all of the as-
sumptions of how there will be additional costs if people opt out
and the fact that we will have to find ways to fund current bene-
fits, or benefits for current recipients if you stop people paying in
the payroll tax, are based on the assumption that we have the
money to pay the current benefits now. The fact is, we do not. The
trust fund is a polite fiction.

As you yourself noted, we are eventually going to have to start
cashing in those bonds around 2012, 2013, and you are going to
have to find money from general revenues in order to pay those
bonds, and that situation is going to get continually worse.

Now, there are essentially four ways to fund the transition. One,
is a default of any form. Everything essentially is a default, from
raising the retirement age, or cutting COLAs are a form of de-
fault—they. are a form of reducing benefits that have been prom-
ised-—onto writing off a portion for people, for example, under the
age of 40, let us say, who opt into the private system may get no
credit for the previous contribution to Social Security. They would
still be better off, but you may want to consider doing that.

The second, is to bond the debt out in some portion. I agree, we
would not want to bond out the entire $7 trillion, but you may
want to bond out some portion of it. You may wish to keep some
small portion of the payroll tax continuing in, private 10 percent
and keep 2.2 going in, or something like that. Or you may want
to identify $350 billion or so in additional spending cuts and fund
it out of general revenue.

The Cato Institute would be happy to provide you with $350 bil-
lion in spending cuts that we think you could make over and above
the other ones. So, it would be some combination, no doubt, of
those four methods.

There would be some default, some bonding, some continuation
of the payroll tax, and some additional spendring cuts. But it cer-
tainly is possible to do so.You are going to have to do so, going to
have to make some adjustment, in order to pay current benefits be-
cause thc money is not there now.

Senator SIMPSON. Well, you touch upon serious issues that the
Entitlements Commission so well addressed. I commend Senator
Kerrey and Senator Danforth again. We do not even vote on 63
percent of the Federal budget as Senators and Congressmen.

People cannot understand that one yet, but I hope they will even-
tually pick it ui), because if we do not do something with the enti-
tlements we will not be voting on 73 percent of the Federal budget
within the next 10 years.
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So guess what will get hit? All the things you read about in the
newspaper. That is the only place to go. If you cannot hit Medicare,
Medicaid, Social Security, Federal retirement, and interest on the
debt, you cannot hit anything. It will not get us there. Unless that
gets understood by the American people, it will be, indeed, as
someone said about Social Security, a Ponzi game. Worse than
that, we will be strapped in our ability to change things.

It is one of the most difficult things to have people coming to
your office in these difficult budget times saying, well, we only
needed $80 million for this program, or this remarkable thing for
the kids, or for the seniors, or for the disenfranchised, or for some-
one who deeply needs it. It is only $80 million, or $40 million, or
$50 million.

I said, yes. Well, if you would just help us try to peel a cost of
living allowance off of people who earn over $40,000 a year and not
let them receive that, or affluence test benefits, we can save $20
billion. Depending on the CPI and Social Security, that cost of liv-
ing allowance is somewhere between $5-15 billion a year, going to
people regardless of their net worth or their income. You could
fund a lot of $80 million programs, but that has not sunk through
the great consciousness yet as to what could be done there.

But I want to ask, if I could, Mr. Myers. Do you have anything
to add about Mr. Koitz’s statement that administrative costs would
be higher but the rate of return would be higher and, therefore,
some type of offset?

ll\)'[r. MYERS. I agree completely with what Mr. Koitz said on that
subject.

Senator SIMPSON. Let me ask you, then. Let us get back to this
Chilean ideal, because it keeps coming up. As I understand it, it
was in 1926, and then they privatized the program in 1981. Oddly
enough, that is about when we were bringing the life back into
ours, through Senator Moynihan.

A privatized model required a mandatory contribution of 10 per-
cent of earnings by all workers, then after they came in after 1982
they could choose whether they wanted to be covered under the
" new system or the old system. But employers are not required to
pay into the system at all. They pay nothing for the system. In
1981, all employers were required to give a wage increase of 18
percent to all employees, approximating the increased cost to the
employer.

Contributions then are invested in 21 different pension funds,
and they compete against each other on the basis of returns and
service. Mr. Fink would like that, I think. But they are very closely
regulated by the government. They have to comply with govern-
ment-mandated investment requirements. Only 30 percent of the
pension fund can be invested in government-approved common
stocks. But there is one that is very clear: pension funds have to
invest at least 50 percent of their assets in government obligations.
That makes you wonder how really privatized it is.

But it is also, I think, clear that investment houses would com-
pete against each other if we were doing that, and, thus, the in-
vestment costs would be there. So it seems it would be difficult to
pass along all the administrative costs to the worker. Would you
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agree with that, Mr. Myers, Mr. Fink, or any of you, where we are
on that? We will get to you all. I would ask you all that.

Mr. MYERS. Mr. Chairman, 1 think that you have given an excel-
lent bird’s-eye view of the Chilean system, unlike some people who
talk about the Chilean system in this country. For instance, many
people say that it is a great thing for industrial growth and devel-
opment progress because the employer dces not pay anything. Yet,
as you pointed out, the employers gave a 17 percent pay increase
at its inception. So, the question then comes, who is really paying
for it? You just cannot trace it through.

Senator SIMPSON. Yes, Mr. Entin?

Mr. ENTIN. Two points, if I may. If you look at mutual funds
today you find the management fees generally on the order of .5
to 1.5-2 percent. They are not significantly different from Social
Security. If you go back to that issue of the wage, most economists
would state that the whole payroll tax is currently coming out of
the gross wage.

Remember, if you are a worker receiving a paycheck of $100, the
gross wage is really nearly about $108 or $109. That $8 or $9 is
the employer contribution to Social Security. But that is not re-
ported to the worker, it is just simply done by the company.

What the Chileans did, in large measure, was simply tell the em-
ployers to tell the worker about the $8 or $9 on the pay stub. -
Today, what would happen is you would find a firm paying $108,
reporting $100 to the worker, and then taking almost $8 out of the
worker’s check for the worker’s share of the payroll tax and giving
the worker a net of $92.

What the Chileans said was, tell the worker about the $108 and
take out the full $16, then pay the worker the $92. It was simply
a reporting change more than a real wage hike. There may have
been some adjustments, but most of that was simply technical
“what do you call it and where do you put it on the pay stub” kind
of accounting change.

The firm does pay the entire payroll tax to Social Security, and
the worker, having seen it come out of gross wage, gets that much
less for his labor. Workers do bear the entire payroll tax. So that
should not be an issue. The reason that you get the growth out of
the system of privatization is that the worker’s saving, insofar as
the government is not borrowing it, goes into added plant and
equipment. It is not that the employer does not have to pay the
payroll tax.

Senator SIMPSON. Yes, Mr. Myers?

Mr. MYERs. If I might correct my good and able friend, Steve
Entin, on just one point. The administrative expenses of mutual
funds—I think Mr. Fink will agree—of 1-1.5 percent is not 1-1.5
percent of current contributions, but rather it is 1-1.5 percent of
total assets. That is a different thing than measuring it against
contributions, which, for Social Security, administrative expenses
are about 0.8 of one percent of the current contributions. They are
not measured against the total assets of the system.

- Senator SIMPSON. Do you have any comments on these, Mr. Tan-
ner and Mr. Fink?

Mr. FINK. I have ro expertise in Chile, and I think countries dif-
fer. But two things occurred to me as I heard the other witnesses.
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Chile apparently mandated how these 21 funds have to invest, or
set parameters. That is not the kind of thing we do in this country.
with 401(k)s, IRA’s, Keogh plans. We have had very effective pri-
vate systems without government-mandated portfolio guidelines. I
would hope, if we move forward with the PIP, as I hope we do, that
we follow that route and not a mandated route.

As far as expenses, I am a little lost because there are a lot of
funds in this country that charge no administrative fees on con-
tributions, the only fee is on the assets. So the average fund prob-
ably has an expense ratio of something like 1 percent, with no
charge on money coming in. That is all the cost to the fund man-
ager of processing the money coming in and out. It is all paid for
by the annual 1 percent charge on the corpus. So I think it is a
fair measurement to look at mutual funds expense ratios. They pay
for the cost of the transfers.

Mr. MYERS. I was not saying that this is the wrong way to do
it, but there are two different types of measurements. You cannot
compare administrative expenses to contributions on the one hand
and administrative expenses to assets on the other hand and say
that they are comparable indices.

Mr. TANNER. Mr. Chairman, if I could suggest, it is irrelevant.
It really does not matter what the administrative expense borne by
the funds are. What is important is the return that the individual
receives. If the individual is receiving only a 1-percent return, but
the administrative expense is only 1-percent versus the 15 percent
and 15 percent, the individual is better off no matter what the ad-

- ministrative expense is if he is getting a higher rate of return.

To return to, I guess, my big disagreement with Mr. Myers, is
on the question of whether or not the employer portion of the pay-
roll tax is part of the taxes paid by the individual. I think we have
seen this (f:abate on payroll taxes again and again in Congress. We
saw it with the President’s health care bill last year when he want-
ed to mandate that employers provide health insurance.

It is the fact that when you increase the total cost of compensa-
tion to a worker, the worker bears the cost. That money that comes
out of the employer side to pay for the Social Security tax on the
worker is money that the worker does not see in his paycheck as
money that comes out of his total compensation and he does, in
fact, pay that tax. It is merely a transfer mechanism or an account-
ing mechanism, as Mr. Entin said.

enator SIMPSON. Mr. Koitz, would you like to mix it up a little
here just for a moment in any of this particular aspect, or pass?

Mr. KoI1z. I basically agree with Mr. Tanner. Again, going right
to your question, I mentioned that there were three different
things—promotion, advertising, and selling expenses—but there
also is tge expense of maintaining an account over the lifetime of
the individual. Mr. Fink is probably a better one to query on this,
but people change what they want to invest in, in stocks, bonds.
They switch bond funds.

The experience of the Federal thrift board might be something to
look at, but the bottom line is it creates cost. And, whether you
measure the administrative costs against current contributions or
you measure the administrative costs against the assets of the
fund, the bottom line is, somebody -has to pay. Those are adminis-
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trative expenses, and they are likely to be larger under a private
plan. But the key question, as Mr. Tanner said, is, what is the rate
of return people are going to get? And I do not think there is any-
body at this table who would refute the notion that money’s worth
under Social Security will go down in the long run for the average
wage earner. Thus, it is almost inherent, on average—and I em-
phasize that—that the private side would probably provide a better
rate of return.

Senator SIMPSON. What is really interesting is, as we hear the
peons’ praise for the Chilean plan, is I think people do not realize
that it is rather heavily government-controlled. I do think, as Mr.
Fink has said, that Americans are going to sit still, at least in the
investment community, to see regulation of investment funds b
the Federal Government, specifically if they have to comply wit
government-mandated investment requirements, for instance, 30
percent of a pension fund, or 50 percent of the assets of the govern-
ment. I think that one needs to be aired very clearly before we get
};.oo enamored of that as you read about it in its most simplistic
orm.

Yes. Did you have a comment? Then we will go to another ques-
tion.

Mr. ENTIN. I would agree with you on that, sir. At the time that
Chile privatized, of course, it had just gone through a series of po-
litical upheavals in which the government had nationalized most of
the banks, the financial industry was in a shambles, and they had
to, perhaps, set up this rather restrictive approach. We have thou-
sands of banks, thousands of mutual funds, and a much more high-
ly-developed financial community. I would think that would be
easier for us to handle than it was in the Chilean case.

The one thing you do have to avoid is having the government to
a great deal of bonding out of this because otherwise somebody in
the society would be buying the added government debt, even if it
were not the people who were putting the money into the retire-
ment plans. One would not want to see that.

But to avoid that you would really need to have to slow Federal
spending growth by only about 0.5 percent a year for about 8 years
to cover the conversion, and I do not think that is beyond the realm
of possibility, particularly if you can show people the potential ben-
efits of the savings accounts.

Senator SIMPSON. Let me ask a couple of questions to Mr. Entin
and Mr. Tanner. One of the biggest transition problems if we de-
cided to partially or wholly privatize is determining how we can
avoid the short-term deficit—and several of you have talked about
that—in the trust fund.

For example, if we permit workers to divert payroll taxes away
from their current trust fund and into their own private accounts,
how do we continue to finance current and near future bene-
ficiaries’ retirement? I know that we say, well, we have a surplus.
I know that, too. But that surplus is tissue paper come 2013, and
wenall know that, too, even though it is going to maybe get to $2
trillion.

So every time you go to a town meeting and you hear, well, what
about all the surplus; what are you doing, you chiselers, looters,
pillagers? You say, well, the surplus is there but every penny of it
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is invested in something backed by the full faith and credit of the
United States and is not at our disposal.

_Then 2013 comes and you wander up to the window and say, all
right, here we are, and we need tc cash the bonds. We cannot make
the payments, the green checks are not going out. That is the
t(i;)oxr!)sday coming in 2013, not 2031. So how do we do this short-

rm?

I want to welcome Senator Nickles here, who is always very ac-
tive in all things with regard to the Finance Committee. If he has
any questions in a moment, he can certainly address those. I at
least give him an A for courage to wander in here, into this giant
trap. It is like a Venus fly trap. They open the door back there and
they say, my God, get out. The staff says, do not come in, for God’s
sake. They will have a picture of you.

Yes?

Senator NICKLES. Let me just compliment you on holding the
hearing. I apolngize. As soon as I walked in I was beeped and said,
please go to the Floor and speak on an amendment.

But I appreciate our witnesses. I am a quick study. Mr. Entin,
I reviewed your comments and my staff tells me that Mr. Tanner
and Mr. Fink both had made supportive statements for the idea of
privatization, or at least partial privatization.

I also want to compliment you on your legislative effort, where
you talked about having a percentage of the payroll tax set aside
where individuals would allow, what is it, 2 percent? "

Senator SIMPSON. Two percent.

Senator NICKLES. Two percent. I think there is a lot of merit to
- that, where individuals will be able to have that money. I am as-
suming it will be invested or controlled similar to an IRA and their
control, 'where there really is real savings, where it is invested, un-
like the system we have today.

I think there is so much misconception on the present system
trust funds, what people have invested. It is so misleading that
some movement towards allowing people to have a portion of the
payroll tax actually under their control in real savings has a lot of
merit to it, in taking the pressure off of the public system, but also
in having real accountability and real savings. To me, that is excit-
ing. So I compliment you for it, and I appreciate our panelists.

Mr. Myers, welcome. You have been before this committee maybe
more than any other witness that I am aware of. I understand you
have a little different viewpoint. I have not had a chance to review
your statement wholly, but I am going to look at all these state-
ments.

I think we owe it to the American people, one, to be truthful
about the fact that the system as it is right now is very deceiving,
where people think they have invested money and that that money
is actually working for them, accumulating and taking care of them
instead of basically being a system where it is basically an income
transfer program. I think we have to be truthful with people, we
have to let them know the facts.

I would like to have us have a real saving system, and maybe
we could do that with some allotment of the payroll taxes going to
individuals under their control, and commensurate with that they
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could have a reduction in benefit from the public side, but have a
real benefit coming from the private sector under their control.

I think a lot of individuals, and I will say, speaking as one of the
younger members in the Senate, although I have been here awhile,
younger generations are very skeptical of this system. I think
maybe that would help alleviate some of the cynicism, some of the
concerns of it.

So I compliment you for t.ie hearing, and I appreciate our wit-
nesses. I apologize that I am not able to really enter into more of
a dialogue with our witnesses, but I will review these statements
because I know you have done some good work on it, and I appre-
ciate it.

Senator SIMPSON. Don, thank you very much for coming by. I ap-
preciate your participation always in the committee and the sub-
committee activities.

So let me go back to that question about, as we divert from pay-
roll taxes from the current fund and into the private accounts, how
do we best continue the current and near future retirement bene-
fits, the cash flow? If we could start maybe with Mr. Koitz, and just
go down the line. Do you have a quick thought?

Mr.?KOITZ. Are you asking me what taxes to raise and spending
to cut?

Senator SIMPSON. Yes, that is it.

Mr. KoITz. I beg off, Mr. Chairman. [Laughter.]

Senator SIMPSON. Well, if we can do it, you can do it.

Mr. KoiTz. I did mention in my testimony that there was an as-
pect of the Chilean transition that might be worth looking at, and
that is, initially, they required that government bonds be the heavy
instrument used for investments.

Now, they made their transition quickly. Maybe we could look at
the same kind of thing by mandating that these private accounts
be heavily invested in government bonds, or totally invested in gov-
ernment bonds for awhile. You might react by saying, well, what
does that do? If one accepts the premise that one of the reasons for
doing this is that people feel more comfortable with defined con-
:;iritl:ution plans, you still deal with that even though developing a

ebt.

For example, I have a lot of money in the G-fund of the Federal
thrift plan, and the fact that it is all government does not bother
me at all. It is my account; it is a contractual arrangement. So if
you accomplish nothing more, if we are dealing with trying to get
people to reach a comfort level, that does it.

Senator SIMPSON. That is very interesting, because Senator
Kerrey and I, in our proposal, are suggesting something along the
Federal thrift or savings plan, or IRA’s. That is our theme as we
talk about the 2 percent.

I think we just finished picking time with regard to “hat, wheth-
er you stayed in the A or the G or the F, and it showed the rate
of return and increase. It was very interesting. One was down 2
percent, or at 2 percent 2 years ago, and now has gone up 12. I
mean, the volatility of all of them, you want to get a little in every
one of them, I would guess. But that is very interesting.

Do you have any comment, Mr. Entin?
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Mr. ENTIN. The less you do with government borrowing, of

course, the more the money will go into promoting economic
growth. That is the one drawback of having people having to put
money into the government bonds—there is no private saving and
investment occurring.
_ The volatility, for a young person, is not serious. If you are look-
ing 40 years ahead, the stock market can go through very many cy-
cles and the average return is simply much greater than you would
ggt ]in bonds, so young people certainly should be investing in
stocks.

Any reputable money management firm or brokerage house will
advise younger workers to be heavily weighted in stocks and *hen
shift them into bond funds as they approach retirement. That is
the standard practice. ,

As for the funding, let me reiterate. You would have to cut Fed-
eral spending growth by about 0.5 percent for 8 years, which seems
to me not to be out of the question, to handle the transfer of the
payroll tax without borrowing beyond that point. It would be a
purely temporary borrowing, if you had to do it at all.

There are other sources of funding, if you have to do it within
Social Security—and again, I do not think the budget rules should
be followed on that; if the whole economy benefits the whole burdget
should contribute, not just OASI. One could, as will have to be
done eventually anyway, reform Disability 1nsurance, tying its ben-
efits, perhaps, to the same sort of diminution as applies to OASI
benefits when the normal retirement age is raised.

You can probably raise revenue while cutting marginal tax rates
if you reform the tax treatment of Social Security benefits. You
could probably raise some money by doing some easing of the earn-
ings test. I think a lot more people would work if you did that.

But the main point should be that there is nothing else you are
spending money on in the Federal Government that can double or
triple people’s retirement income for the last 20 years of their lives,
or have anything like the present value of that. _

I would go into most other areas of the government. I would take
a hard look at virtually everything that Energy, Education, Trans-
portation, and the Commerce Department do and ask, do we need
these programs if we can get this great alternative instead?

Senator SIMPSON. I am going to ask a question of Mr. Myers
while Mr. Nickles is here. Mr. Myers has been here so many times,
he just kind of rocks back in his chair. He looks very comfortable;
nearly a fixture. Quite comfortable, and he should be up here, per-
haps. He has been here many times as a distinguished participant.

Now, with that, what is your answer to that question?

Mr. MYERS. Well, first of all, I thank you for those kind remarks.
As it so happened, I counted up before I came in here. I have had
the honor and pleasure of testifying before the Committee on Fi-
nance 35 times, beginning in 1950.

Senator NICKLES. I missed that one.

Mr. MYERS. I must also say, Senator, that I certainly agree with
you that people do not understand what really underlies the financ-
ing of Secial Security, and the more education that can be gotten
across to people, the better it is.
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Now, to get to the question of privatization, I think that the real
Achilles’ heel of any privatization proposal ia how to finance the
transition, considering that there will be many costs involved.

The low-cost cases will tend to opt out of Social Security and into
privatization because it will fit them better. The high-cost cases
will stay under Social Security, and the financing problems of So-
cial Security will get worse. That is why 1 want to keep separate
Social Security and savings in the private sector. I want to change
Social Security so as to make it viable over the long-range by ap-
propriate changes and, at the same time, build on top of it through
privatization.

As I said before, this can either be by strengthening the present
voluntary provisions so the people will save more, or else have a
compulsory layer on top of Social Security of a privatization nature
of the type where people invest in various mutual funds of their
choice and can switch back and forth.

Senator SIMPSON. Thank you.

Mr. Tanner, do you have anything to add?

Mr. TANNER. Well, again, to return to my testimony, there are
essentivlly four ways to fund the transition, and I suspect it will
be done as a combination of all of them. There are forms of default
ranging from raising the retirement age, which I think is very log-
ical and should be done, down to writing off the contributions of
peotple under a certain age who opt into the private system.

If I was allowed to go into the Frivate system tomorrow and say
there will be no credit for any of my past contributions to Social
Security, it would be as fast as I could get my hands on a pen to
do it. I think that most people under the age of 40 would take that
option in a minute.

You can bond out some of the debt. Again, I think we should do
as little as possible of that, but it is certainly possible and it is pos-
sible to have the requirement that the funds guy back a portion of
that debt and sort of fund it in the back door that way. You can
continue some portion of the payroll tax.

As 1 say, privatize 9-10 percent of it, keep some small portion
going temporarily during the transition period to continue some
revenue coming into the system, or you can come up with addi-
tional spending cuts. Cato has identified $88 billion a year in cor-
g‘orate welfare that we think could be a nice place to start cutting.

here are certainly other possibilities. It could be some combina-
tion of that.

The other important thing to remember is that much of the costs
that you are anticipating in the future of Social Security is a sum
cost. You have those costs, whether or not we recognize them. They
may not be funded, and they may not be explicitly recognized, but
they are out there and we are going to have to pay many of those
obligations.

We talked about young people believing more in UFOs than So-
cial Security. I submit that Social Security is a UFO. It is an un-
funded future obligation and it is sitting out there, and you are
going to have to come up with much of this money, whether we pri-
vatize or not.

Senator SIMPSON. I did not hear that. What did you say? I really
did not. Don was leaving. What did you say?
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Mr. TANNER. I said that young people may believe more in UFOs
than Social Security, but Social Security actually is a UFO, an un-
funded future obligation, and you are going to have to come up
with 'that money somewhere down the line, say, in 2012, 2013,
when those bonds start looking to the general revenue, saying we
are going to have to come up with that money. You are going to
have to do some of these things anyway. This is a way to do it and
give everybody more of a return at the same time.

Senator SIMPSON. Mr. Fink?

Mr. FINK. I guess I will just echo Mr. Tanner and some of the
other colleagues on the panel. They have outlined the alternatives.
I would just say, two of the advantages of your legislation are first,
it is not total privatization, it is only 2 percent.

Second, it is optional, so not everyone will elect to invest the two
percent, as I said earlier. What will happen is that some people
will elect, so the fund will shrink faster than it is going to shrink
without this proposal. But, as Mr. Tanner said, you are going to
face the same problem of Social Security financing anyway. This
may speed the year the problem hits up to 2008 instead of 2013,
but the same question is going to be faced then.

This would speed it up when you have a financing problem, but
I think it would be a better alternative. If nothing else, it will bring
to the public’s attention how the Social Security system actually
works, and the problems with it, which is kind of masked now.

Senator SIMPSON. Well, I would wind down here. But, if nothing
else, hopefully in a year people would know more about Social Se-
curity than they will know, and have known since 1950 when Mr.
Myers was here. When I was in my 40’s and 50’s I paid not one
whit of attention to what this is.

When I was practicing law in Cody, Wyoming in the 1970’s and
my older clients would come in and say, there must be a mistake
here. Here is my Social Security, and it has gone up 12 percent.
What does it mean? I said, I do not know. They are smart out
there. So, whatever it is, just count on it, it is there; it is a wonder-
ful thing.

It did that in the 1970’s; 8-, 9-, 10-, 12-percent increase in your
check per month. And people looked at it and said, I only put in
nickels into this thing. People at that age did put in pennies and
nickels, $5 a year, and things like that.

So I will remember this phrase, UFO, unfunded future obliga-
tion. Then when people always talk about, why do we not do some-
thing about these tax expenditures, we can nail these guys. Let us
clean up the act over there. I always say, well, gosh. I am ready
to do that. Why do we not take the two big ones? We should start
with the big ones, should we not? Yes, you bet, get the tax expendi-
tures. Well, the first big one is home mortgage interest deduction.
They say, well, now, wait a minute; I was not thinking of that.

Then you say, well, let us take the second biggest one, which is
emploger deduction of employee health care gremiums. And they
say, oh, God, I do not want to do that either. So maybe we can get
throu%h that babble too and know that that will not get done, po-
litically, anyway, or doing something to those overseas, which we
have already done through the tax structure.
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But with regard to Chile, I was going to ask some more ques-
tions. But I think we will just leave that at this point. You have
added distinctive comments on that. But the Chilean system has
elements of redistribution and I hope that, if nothing else, the peo-
ple of America will realize that the Social Security system is a tre-
mendously redistributional system.

And they do not understand that, because when you mention the
replacement rate their eyes just glaze over. But they had better un-
derstand when you are talking about, who can get hurt the worst
if we do not do something with Social Security, it will be the poor,
not the rich. Do you all agree with that, each and every one of you?

That has seemed to escape people, that when you have a formula
like we do today with a 42-percent replacement rate for an average
Social Security recipient, that rate among the poorest is about 65
percent. That means 65 percent replacement of what they earned
per month is coming to them in that check per month, while the
replacement rate among wealthy recipients can go as low as about
30-32 percent. Do you all agree with that?

Mr. MYERS. I would say about 25-26 percent.

Senator SIMPSON. 25 percent. That was very good. I could not
have asked a better question. Let the record show, 25 percent to
the wealthy.

Now, if we cannot begin to turn it around and, say, do something
really bizarre like monetize the debt, guess who will take the hits?
The pension plans, the people with their money in what you are
doing. If we cannot get that across through a bunch of dull-witted
befoggers in the country, then we will have earned that great,
great description of H.L. Menken that we truly are that great sub-
species, boogus Americanus, which is a great Latin phrase which
you do not find much. :

Now, I have one final question since you are captive here and we
are about to wind up. Let me ask you, and put you all on the spot,
a little bit unrelated. In the coming weeks we are going to discuss
how we can encourage savings and investment through the tax
code. This committee will discuss the tax situation.

In your thoughtful backgrounds and what you know, do you
think we can see any dramatic increase in savings and investment
t}}:roggh an expanded IRA or a 401(k) plan, and why do you say
that? .

Mr. KoiTz. I think I will pass, Mr. Chairman.

Senator SIMPSON. Pass again. Well, we have passed on that one,
too. .

Yes?

Mr. ENTIN. Where people have maxxed out, that is, have made
the maximum contribution to these plans, raising the lids would
give them added incentive to save. But when they hit the new lid
they would, again, have no added incentive to save beyond that
point. .

The major tax restructuring proposals that go to exgensing of
plant and equipment and, as in Nunn-Domenici, given IRA treat-
ment at the front-end for all saving, or, as in the flat tax, give a
back-ended IRA treatment, would stand a much better chance of
giving additional saving incentives to everyone wherever they cur-
rently are in their saving patterns.
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Expensing urges people to put more planf and equipment in
place and offers a higher return to the saver; you get both a push
and a pull. I think you would get quite a bit of additional saving.
The saving rate may not go up because, as you get more plant and
equipment and the economy grows, incomes will rise and so will
consumption, but saving, consumption, and total incomes will all be
higher if you could go to that kind of a system.

Senator SIMPSON. Yes? ~

Mr. MYERS. Mr. Chairman, I am certainly not an expert in this
area, but I would most certainly agree that steps should be done
to encourage savings through what I would call liberalized rules as
to IRA’s, 401(k)s, Keogh plans, and so forth. I think that this would
be successful. Perhaps I think that it will be successful because I
so much hope that it will be, because I believe that what this coun-
try needs is more savings, and anything that can do that is all to
the good.

Senator SIMPSON. Mr. Tanner? ‘

~Mr. TANNER. Yes. I would strongly support those changes as
well, and I think that anything that increases savings is good, and
it is particularly good for the economy.

As far as individuals go, it does relate to how much discretionary
income they have to make in additional savings and investment, so
it is not going to benefit the low-wage earner as much.

To return to the topic of the hearing today, the fact is, those peo-
ple, any extra income they have is being sucked out of them pri-
marily by the payroll tax and they do not have the money to invest
in additional IRA’s or things of that nature. Therefore, privatiza-
tion would be the biggest boon to the low-wage worker and the
middle class worker than it would be to the wealthy who have the
discretionary income to make secondary investments now.

Senator SIMPSON. Mr. Fink? _

Mr. FINK. Mr. Chairman, I cannot say strongly enough, I think
if you had to do one thing to encourage savings and capital forma-
tion in this country, it would be an expansion of IRA’s and 401(k)s.

We know from the pre-1986 IRA experience, before they were cut
back, they were much more popular than people had imagined.
Every year more people were contributing and every year the in-
come level of people contributing dropped. In other words, it start-
ed with the wealthiest, went to the upper middle class, and, as you
got into 1986, it was dropping. ‘ '

Another benefit is, as Professor Skinner and others have shown,
that as people started contributing to IRA’s they also started mak-
ing other contributions to savings. They got the savings habit. That
is one reason I think the PIP is such a good idea, because even if
it is only a sliver of privatization it will awaken people to the need
to save.

I think IRA expansion is probably the best thing you can do, sir.

Senator SIMPSON. Well, we have much to do as we get into the
serious stuff after doing the budget resolution, which is not real
hard voting yet. When we get to the hard stuff, and doing it here,
it will be telling the American people how we are going to pay for
it and where it is going to come from in this committee, with Sen-
ator Packwood and Senator Meynihan leading us.

93-435 - 95 - 3
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We must get the voices heard through the clutter, the tin that
has been shot out, as they do in the military where they shoot the
tin and the scraps out into the air to blunt the radar, to blunt the
beam. The beam is, the trustees are telling us the truth and we
have to respond and we have to do it beginning now.

Everyone has told us that, every trustee; the civilian trustees,
the Democrat, the Republican, the appointed trustees by the Presi-
dent. The Entitlements Commission, by a determination of 30 of
the 32 of us, said that unless these things are turned and begun
to be resolved, that in the year 2030 people would be paying 40
percent of their income in payroll taxes to sustain the programs,
and that was an agreed figure of 30 of 32 of us.

So it is serious stuff. You have helped us, again, with more infor-
mation, more education, views that are very important to us. I
thank you.

John Porter’s remarks will be placed in the record. He is in full
combat on the Floor of the House. I appreciate what he has done
in the past. His remarks will be entered into the record, as will Mr.
Myers statement, a very unbalanced view of Chile currently and its
problems, and it will be edited by the rest of the panel. [Laughter.]

Senator SIMPSON. Sandra Green Swirski, thank you.

That will conclude our hearing. -

[The prepared statement of Representative Porter appears in the
ape;x}l\dix.].

[Whereupon, at 11:16 a.m., the hearing was concluded.}



APPENDIX

ADDITIONAL MATERIAL SUBMITTED

PREPARED STATEMENT OF STEPHEN J. ENTIN
OVERVIEW

Social security is facing a crisis. The Federal Old-Age and Survivors Insurance
program (OASI) and the Disability Insurance (DI) program deliver social security.-
retirement, survivors, and disability benefits to some 38 million beneficiaries. These
programs (jointly referred to as OASDI) face enormous deficits as the baby boom
begins to retire. (See table 1, table 2, and chart 1.)

ther than simply patching up the OASI and DI programs, consideration should
be given to privatizing them. At the very least, the retirement benefit program
should be converted to a system of private saving and insurance. The current OASI
system is a tax-transfer program that depresses saving, income, and employment.
The primary goal of any reform of the OASI system should be to replace it with
a system of real private saving and insurance.

Individuals of even modest means can obtain large amounts of retirement income
by conscientiously adhering to a lifetime saving program. One means of encouraging
saving and moving toward privatization of OASI would be to allow workers to divert
a portion of their payroll taxes into private saving accounts modeled on IRAs. Vir-
tually all wage earners could save if they were given payroll tax relief. With
compound interest, the amounts available at retirement would dwarf benefits avail-
able under social security and sharply increase the retirement income of future gen-
erations. The added saving would boost capital formation, wages, and employment,
and benefit workers even before they reach retirement.

Reductions in payroll taxes would require reductions in OASI benefits. These ben-
efit cuts would be more than matched by increased private retirement income. The
potential rstirement income from private saving is so great, assuming that even a
modest percent of payroll tax can be redirected into private saving, that social secu-
rity benefits could be phased out entirely for middle and upper income wage earn-
ers, along with most of the remaining OASI tax.

Ideally, the OASI system would evolve over time into a safety net for the elderly
who would otherwise be at or below the poverty level. Retirement income would
come primarily from private saving. Government assistance would be limited to aug-
menting the incomes of people whose retirement set-asides under the payroll tax re-
duction program were not enough to generate a specified minimum level of retire-
ment income. The government would make up the difference between the income
available from their retirement plans and the minimum benefit.

The great tragedy of the OASI program is that, in largely achieving its goal of
keeping the elderly out of poverty, it has unnecessarily restricted income growth for
the whole population. OASI has encoura%‘ed each recent generation to rely on the
next generation for support in old age rather than on saving for its own needs. The
program has crippled the biggest motive for Yersonal saving and has caused a sub-

-stantial drop in the personal saving rate. Relying on a tax-transfer system instead
of real saving greatly increases the cost of providing for the elderly, and by reducing
capital formation, reduces incomes of people of all ages. It is time to return to a
system of resl saving that will not only keep the elderly out of poverty, but will do
so at a far lower cost and will raise incomes for the elderly and non-elderly alike.

@81
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REAL SAVING VERSUS TAX/TRANSFERS

When the OASI program takes a dollar of payroll tax from current workers, it
ives a dollar to current retirees, who use it primarily for current consumption.
ere i8 no saving involved. Indeed, total saving is likely to decrease.

B]y contrast, workers who set aside income over forty years in bank accounts, mu-
tual funds, stocks and bonds are saving that income. The compounded returns on
that saving produce several dollars at retirement for every dollar of contribution. At
a 7 percent real return, a dollar saved at age 20 would be worth $16 at age 60 and
$32 at age 70. No tax/transfer system can give that kind of gain.

Furthermore, saving helps capital formation, raises worker productivity and
bweagefg, and raises employment. Workers do not even have to wait for retirement to

nefit.

A tax-transfer system has another drawback. A tax on payroll is an excise tax on
labor. It raises labor costs, and discourages work and hiring. A worker knows that
he will never see those tax dollars again. His future social security benefit is tied
to his earnings history, not to the amount of tax he paid in. The benefit formula
and the tax rate have often been, and surely will again be, changed independently
of one another.

By contrast, a saving program, even a mandatory one, in which some of one’s
wages are diverted into one’s own retirement account, is not a tax. The money is
still one’s own. It cannot be taken away and given to someone else. One will have
it back some day. If one dies, it does not vanish; it becomes part of one’s estate.
If the payroll tax were transformed into personal saving, the tax would become a
deferred wage, and the disincentive to work would vanish. U.S. labor costs would
fall. U.S. employment, output, and GDP would rise. In Chile, when personal saving
account contributions replaced the payroll tax and the government social insurance
program, these labor market effects were dramatic. The shift led to enough addi-
tional saving, investment, labor force participation,-and employment to enable Chile
to grow 14 percent per year in real terms for the last 14 years.

THE KERREY-DANFORTH PROPOSAL IN THE ENTITLEMENT COMMISSION REPORT

In the report of the Bipartisan Commission on Entitlement and Tax Reform, Sen-
ator Robert Kerrey (D-NE) and then-Senator John Danforth (R-MO) recommended
using the power of Krivate saving to deal with the impendins OASI deficits. The
Senators started with the presumption that payroll taxes would not be raised. Sim-
pl{ raising payroll tax rates to patch up OASDI is not the answer. The current pa&-
roll tax is 15.3 percent, half paid by the worker and haif paid by the employer. Of
that total, 12.4 %;rcent funds OASDI and 2.9 percent funds Medicare Part A (Hos-
pital Insurance, HI). If social security retirement and disability benefits grow at the
rate provided under the current benefit formulas, the OASDI portion of the payroll
tax rate would need to be hiked by nearly 6 percentage points over the next 756
years. A 6 percentage point increase in the tax bite on wages would depress employ-
ment by roughly 3 percent below levels that are now projected, equivalent to about
3.6 million jobs in today's economy, and to more than 4 millicn jobs in the larger
labor force of the next century. The payroll tax is already larger than the income
tax for the majority of American families, and is destroying their ability to save for
a home, a college education, and retirement. Further increases in the payroll tax
are flatly unacceptable. They observed that the existing payroll tax rate would cover
a diminishing percent of promised rising real benefits over time, about 79 percent
of promised benefits by 2020 and about 69 percent by 2070. Put another way, Social
security currently promises benefits equal to 42 percent (the “replacement rate”) of
an average wage worker’s pre-retirement wages at the normal retirement age. The
funded replacement rate is only about 29 percent in the long run. The Senators as-
sumed that replacement rates would have to be allowed to fall to hold benefit
growth to the funded levels.

As the Bipartisan Commission on Entitlement and Tax Reform pointed out, the
structure of the social security retirement and disability benefit formulas lead to
promised real retirement benefits that rise 12.5% per generation for people with the
same real income. In addition, real incomes are projected to increase, and benefits
along with them. It is not possible to pay rising real benefits for a rising number
of years of retirement with declining numbers of workers per beneficiary without
substantial tax rate increases.

Per capita real benefits at the normal retirement age are projected to roughly dou-
ble under current benefit formula rules between 1995 and 2072, and could be
trimmed without harming future retirees. An average wage single worker retiring
at age 65 in 1995 received over $10,300 in benefits, and over $15,000 with a spouse.
An average wage two worker couple could receive over $20,600. A high income two
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worker couple could receive over $28,800 in benefits. Looking ahead, benefits for an

average-wage worker retiring at age 67 in 2072 are projected to be over $20,200 in

1995 dcollars, over $30,300 with a spousal benefit; over £40,400 for an average-wage

z;v&-ng;ker couple; up to about $64,000 for an upper-income two-worker couple. (See
e 3.

There is no need to double real benefits as rising real incomes over time make
people better able to save for their own retirement. Yet the benefit formula is de-
signed to keep “replacement rates” (initial benefits upon retirement as a percent of
pre-retirement income) constant for each portion of the earnings distribution across
the generations—at about 56% for low wage workers, 42% for average wage work-
ers, and 27% for upper income workers. Benefits are projected to roughly double be-
zause real earnings are projected to roughly double all across the income distribu-

ion.

Trimming benefit growth would cost no jobs, would encourage work and saving,
and would result in higher lifetime incomes for future generations. People are young
before they are old. It makes no sense to lower their after-tax incomes, employment
opportunities, and ability to save while they are of working age in order to give
them higher transfer payments after they retire.

The Senators then suggested trimming benefits a bit further, to about a 26 per-
cent replacement rate for an average wage worker, to permit the payroll tax to be
cut by 1.5 percentage points. They proposed that the 1.5 percentage point payroll
tax cut be shifted into individual tax deferred retirement saving accounts. Under
conservative assumptions about real rates of return in such accounts (a three per-
cent real return as on long term federal bonds), the accumulated assets in the ac-
counts would provide more than enough retirement income to offset the extra bene-
fit trimming, and would be able to offset a significant portion of the initial reduction
in replacement rates to currently funded levels. Beneficiaries would be better off
than with the amount of currently runded benefits alone. (See chart 2.)

For example, a worker saving 1.5 percent of wages from age 20 to 67, and invest-
ing in a tax deferred government bond fund yielding (historically) a 3 percent real
return (above inflation), could acquire an annuity at retirement equal to about 7
percent of a year's pre-retirement wages. I have assumed throughout that wages
rise 1 percent a year in real terms due to productivity advances, and that workers
at age 20 receive 80 percent of their ultimate wage, rising to 100 percent over twen-
ty years. The annuity plus the reduced social security benefit would give the retiree
a combined replacement rate of 32 percent, greater than without the tax reduction
and added benefit cuts.

Social security gives a higher benefit to one-earner married couples by means of
the spousal benefit. The spousal benefit is 50 percent of the primary worker’s bene-
fit. The average wage one-earner couple effectively gets a 63 percent replacement
rate. Saving in a stock fund with a higher rate of return, or cutting payroll taxes
b{ a bit more than in the Kerrey-Danforth proposal, would enable those retired cou-
ples to come out ahead as well.

THE SIMPSON-KERREY BILL

Senators Alan Simpson (R-WY) and Robert Kerrey have introduced an important
social security reform bill, the “Strengthening Social Security Act of 1995,” S. 825.
It expands on the insights of the Kerrey-Danforth section of the Entitlement Com-
mission rel)ort. S. 825 would set aside 2 percentage points of the OASI payroll tax
in personal investment plans for workers under age 55 beginning in 1998. The funds
could be invested in stocks, bonds, or some combination in a federally managed
plan, or in an IRA of one’s own choosing. S. 825 would give workers the option of
placing their payroll tax reduction in government managed bond, stock, or mixed
asset funds, or in their own IRAs. Government should not acquire partial ownership
of and voting rights in private corporations. Retirement savings accounts should not
be managed by government officials; they should be managed as are IRAs, by work-
ers and their chosen financial institutions or financial advisors. The federally-man-
aged option in S. 825 would start by investing in index funds, spreading the invest-
ment over the whole stock market. The danger is that it could easily be converted
into a vehicle for the government to be selecting stocks, favoring one company, in-
dustry, or type of investment over another (as with Secretary of Labor Robert
Reich’s socially targeted investment proposal). A similar objection applies to the pro-
vision in S. 825 that would require the trust fund balances to be invested in equi-
ties. Other provisions, including an increase in the normal retirement age and ad-
justments in the OASI benefit formulas, would balance OASI in spite of the payroll
tax diversion. Some of the particulars of the bill for balancing the remaining portion
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of thg OASI system could be improved upon, but the basic direction of the bill is
sound.

POTENTIAL BENEFITS OF INDIVIDUAL SAVING ACCOUNTS FOR YOUNG WORKERS

. The more that can be done along the lines of Kerrey-Danforth or the Strengthen-
ing Social Security Act of 1995, the better. If saving 1.5 percent of payroll can more
than make up for the associated benefit reduction, then saving two percent, four
pﬁm&?’) or gix percent can put young workers even further ahead. (See table 4 and
chart 3.

. Deeper cuts in the payroll tax rate would require further trimming of social secu-
rity replacement rates, but in each case, the added annuity value of the resulting
savings plans would boost total retirement income. If the diversion of payroll tax
into private saving were large enough, the annuity alone would produce more than
sufficient retirement income. Over time, OASI benefits could be phased out entirely,
along with most of the remaining OQASI payroll tax (with some delay during the
transition to cover the benefits of current retirees). All that needs to be kept in the
way of benefits is a safety net for low income workers whose saving, due to low
wages or intermittent work history, could not generate an annuity large enough to
provide an adequate retirement income. Only a small portion of the SASI payroll
tax would need to be kept to pay for the safety net. Alternatively, this welfare fea-
ture of the OASI system could be funded by income taxes.

Table 4 and chart 3 show the annuity values of IRAs at 3 percent and 7 percent
real rates of return (expressed as a percent of gre-retirement income) if 2 percent,
4 percent, or 6 percent of payroll were diverted to IRAs between ages 20 and 67.
The table also shows how much OASI replacement rates would have to be scaled
back to accommodate the lous of the payroll tax revenue. These remaining OASI
benefits are the most that could be provided under the remaining payroll tax, but
they need not necessarily be paid. Instead, they could be eliminated to allow for fur-
ther cuts in payroll taxes.

Diversions of 2 percent, 4 percent, or 6 percent of payroll tax to IRAs invested
in relatively low-yielding government bonds could generate annuities at age 67 that
would replace 10 percent, 20 percent, or 30 percent of pre-retirement income; if in-
vested in stocks, the set-asides could replace 43 percent, 87 percent, or 130 percent
of pre-retirement income. A mixed portfolio would produce results in between. Re-
duced OASI benefits that could be paid after these various payroll tax reductions
would add between 14 percent and 24 percent to the replacement rate. The com-
bined benefits would exceed currently funded OASI benefits averaging 29 percent
of pre-retirement income.

e more generous the diversion and the more stocks in the investment mix, the
less need there would be for any OASI payments at all. Youni workers who would
be in the diversion program most of their working lives would not need any OASI
benefits to achieve a comfortable level of retirement income, and the benefits and
most of the remaining OASI tax could be phased out completely over time. The an-
nuity value from an IRA funded by diverting 2 percentage points of the payroll
taxes would exceed the value of funded OASI benefits by nearly one half if the IRA
were heavi‘liy weighted in stocks. If 4 percentage points were diverted, the annuity
value would be double currently funded OASI benefits if the stock/bond split were
60 percent/40 ﬁeroent. Invested entirely in stocks, a 4 percentage point diversion—
just over one-third of the OASI share of the payroll tax rate—would provide an an-
nuity worth three times projected funded OASI benefits. If the saving were invested
in stock funds, the annuitized benefit might exceed pre-retirement income. Most

eople are not likely to want to replace in excess of 100% of pre-retirement income.

eople would be better off if the{ were allowed to do part of this saving outside of\
the retirement-restricted IRA to be able to obtain some additional income in earlier
years. Alternatively, the saver should be allowed to-begin drawing on the IRA before
age 62, provided that the annuitized income exceeds the minimum safety net level
the government had aireed to guarantee, (Taxpayers can withdraw money from cur-
rent-law IRAs before the “minimum” withdrawal age of §9-1/2 without penalty if the
withdrawals are at a rate consistent with exhausting the IRA over one’s remaining
life expectancy, as determined by IRS actuarial tables. At the very least, this degree
of flexibility should be allowed in any new program.) .

Furthermore, Social Security Leaefits account for only about 40% of the income
of persons age 65 or older. Earnings from savings, pensions, and wages from contin-
ueg work account for over half of the of the income of the elderly. Private income
plus OASI benefits typically provide retirees with incomes of between 70% and
100% of pre-retirement earnings. When these other sources of income are added to
the potential annuity value of the diverted payroll tax IRAs, retirees could replace
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80% to well over 100% of their pre-retirement income, more than with current OASI
outlays even if OASI outlays were eliminated. Retirees could get three times the
benefits for one-third the cost through a real saving program,

The higher yield available in a stock mutual fund has two implications. First,
workers should be encouraged to invest in stocks or stock mutual funds rather than
put all their saving into federal bonds. Second, it reinforces the importance of pay-
ing for payroll tax reduction by cutting government spending, not by running larger
federal deficits and issuing more government bonds that someone would have to
buy. For best effect, the saving in the retirement plans should boost national saving,
add to the stock of plant and equipment, raise productivity, and increase employ-
ment and wages (added gains for workers not factored into the returns calculated
above). For that to happen, the private saving must not be diverted into financing
additional government debt.

SAFETY NET RETAINED

Ideally, IRAs funded by diverted payroll taxes would exceed and replace currently
funded OASI benefits. A worker’s retirement benefit would be the annuitized value
of the IRA at whatever age the worker (:cided to begin drawing benefits. There
would be a safety net, however, for low wage workers or workers employed only
intermittently. Insofar as the value of their annuities fell short of some minimum
standard retirement level, OASI would make up the difference with a montA\éy pay-
ment. The OASI safety net could be paid for by retaining that part of the OASI pay-
roll tax not diverted to IRAs, or out of general revenue.

OLDER WORKERS DURING THE TRANSITION

. Workers currently in their fifties, forties, and thirties would be in the private sav-
ing system for only part of their working lives. They would have less time than
younger workers to accumulate retirement savinﬁ, and would have smaller annu-
ities at retirement, which might not fully offset the benefit reductions necessary to

ay for immediate cuts in the payroll tax. For such workers, some portion (decreas-
ing with youth) of current law OASI benefits would have to remain in place. Alter-
natively, such workers could receive a federal bond reflecting some portion of the
benefits they have earned to date. The bond would be placed in their retirement
saving accounts to augment their retirement annuities to ensure that the sum of
the reduced OASI benefits and the annuities would be larger than currently funded
OASI benefits. Future outlays to service and redeem the bonds should be covered
by federal spending restraint, not by future borrowing.

FUNDING THE TRANSITION: EFFECT ON THE TRUST FUNDS AND ON CURRENT
BENEFICIARIES

Any proposal to reduce the role of social security in providing retirement income
and increasing the role of private sector saving must deal with a difficult transition
geriod. How can a current cut in the payroll tax, or alternative saving incentives

e paid for while continuing to pay benefits to current and soon-to-be retirees and
other beneficiaries? This is the critical hurdle that any proposal to partially or fully
privatize social security has to face.

Myth of the trust funds. The Subcommittee’s letter of invitation asked for the ef-
fect of privatization on the OASI trust fund. “Effect on the trust fund” must be re-
garded as a euphemism for the budget cost of the transition to a grivatized system.

The OASI and DI trust funds are not a means of payment of benefits. Treasury
must pay benefits from current taxes or borrowing whenever benefits are due. The
trust funds are merely a sort of budget authority that SSA is granted to order
Treasury to pay benefits without having to come back to the Congress for additional
spending authorization and budget agpro riation. The trust fund balances are in
fact sim 15 bookkeeping entries at the Treasury, containing Treasury securities,
Federal 1.0.U.s. These are liabilities, not assets, of the government. They represent
past years’ excesses of payroll taxes over benefits. That excess payroll tax revenue
was “borrowed” from the trust funds and used to pay for other government pro-
grams in order to hold down borrowing from the credit markets when the rest of
the budget was in deficit. Similarly, the Treasury’s payment of interest to the trust
funds was similarly “borrowed” back. Consequently, in 2013 and beyond, as the
baby boom retires and the time comes to pay future retirement benefits out of inter-
est or principal in the trust funds, the Treasury will have to use the taxes it is then
receiving or borrow additional money in the credit market. )

Long term issues are easy to deal with. Making room for significant payroll tax
rate reduction is relatively simple in the long term, once OASI is brought into bal-
ance and individual retirement accounts are established to substitute for future ben-
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efits. Balancing_ the current OASI system will require trimming benefit growth. For
example, the biggest savings in the Kerrey-Danforth proposal and S. 825 would
come from raising the normal retirement age to 70 by 2029, and from trimming the
OASI benefit formula for average and above average wage workers over the next
several decades (through 2035 under S. 825). These steps would roughly balance
OASI at current tax rates. Deeper formula reductions before 2035, continuation of
the formula trimming beyond 2035, or a more straightforward phase-out of benefits
(except for the safety net) by some fixed date thereafter, could cover the additional
reductions in benefits needed to pay for the payroll tax reductions in later decades,
and could lead to virtual elimination of the OASI portion of the payroll tax eventu-

ally.

X(ear term transition costs are the hard part. For the near term, however, alter-
native means of providing for a payroll tax cut need to be found. The usual benefit
trimming formulas and retirement age increases do not yield enough saving in the
near term to accommodate a payroll tax reduction. There are numerous possible
sources of funding for a payroll tax reduction. Some are within the CASDI program,
and some are elsewhere in the budget. Some of the funding options relating to OASI
could help current beneficiaries.

o Trim on-budget federal spending. Since the Omnibus Budget Reconciliation Act
of 1990, any budEet resolution that would diminish the projected levels of the
trust funds is subject to a point of order in the Senate (requiring 60 votes to
overcome). In the House, any bill that would reduce the 5 or 75 year balance
of the OASDI trust funds is subject to a point of order (requiring a simple ma-
jority to overcome). These rules are intended to require outlay cuts or tax in-
creases to offset OASDI program changes that would otherwise worsen deficits
in the OASDI programs and the total federal budget. The rules require that the
offsets be made within the confines of OASDI, rather than by means of cuts in
on-budget discretionary federal spending or other entitlements.

A broader view should be taken. g’rivatization will help all current and future
workers, future retirees, and the general economy. Higher private saving would
raise incomes and would increase income and payroll taxes, and reduced OASI out-
lays would benefit the federal budget directly. Since most individuals and the broad-
er federal budget will fain from privatization, privatization should be paid for by
a general cutback in all federal spending, not just s?ending within the social secu-
rity program area. Consequently, it makes sense to find spending reductions in the
rest of the budget of sufficient size to enable the Treasury to pay for a portion of
the payroll tax reduction out of general revenues without raising other taxes or bor-
rowing additional money from the public.

One could regard these general revenue transfers as “redeeming the current trust
fund.” Actual transfers would have to be a bit lar%er than simply redeeming the
trust fund, however, because the figure represented by the fund is not iarge enough
to cover a 2 perceni or greater reduction in the payroll tax for 40-plus years, until
additional trimming of benefits beyond 2035 made the transfers unnecessary. A cut
of 2 percentage points in the lgayroll tax would require a general revenue transfer
of less than one percent of GDP. The transfer would need to begin as soon as the
payroll tax were reduced (1998 under S. 825) and could start to taper off as younger

enerations build their IRAs and OASI benefits could be further reduced. The trans-
ers could surely begin to taper off after about 2035, as the baby boom generation
begins to pass on.

It may be difficult to imagine generating a general revenue surplus in addition
to simply balancing the budget by 2002—and keeping it in balance as the OASI sur-
luses evaporate by 2013 as the baby boom begins to retire—in order to have some
eeway to reduce payroll taxes. However, the spending cuts needed could be built
up over a few years, and the eventual rewards to the budget and to American work-
ers, retirees, and their families would be enormous. The potential income gains are
another justification for holding government spending under tight control. Indeed,
given the tax relief, retirement income increases, and increased job opportunities
that workers could get from private saving, almost nothing that government spends
money on (with the exception of basic national defense) is as valuable as diverting
payroll taxes into IRAs.

o Trim DI benefits as the normal retirement age rises. Trimming the disability
benefit formula in line with the reductions in OASI benefits at age 65 as retire-
ment age increases would result in large savings over time, and is critical for
balancing the DI program without raiding the OASI %ortion of the payroll tax.

* Reform taxation of social security benefits. Reform of the current flawed method
of taxing social security benefits could increase the incentive to save for retire-
ment while raising revenue to finance payroll tax reduction. Taxation of benefits
is reelly a tax on other retirement income—interest, dividends, pensions, and
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wages—at auger-normal tax rates. Retirees subject to the taxation of benefits
must add $0.50 or $0.85 in social security benefits to taxable income when in-
come exceeds certain thresholds. Consequently, earning an extra dollar of in-
come can add $1.50 to taxable income, and up to $1.85 since OBRA93, effec-
tively increasing marginal tax rates to 1.5 or 1.85 times their normal levels. For
someone in the 28 percent tax bracket, there is a marginal tax rate of 42 per-
cent or 52 percent on an additional doflar of interest. On wages, with the pay-
roll tax, marginal tax rates can reach 56 percent to 65 percent. Rates can range
from 85 percent to 115 percent on wages when the worker is also subject to the
earnings test.

Taxation of benefits should be decoupled from other income to eliminate the re-
sulting spike in marginal tax rates. The 50 percent and 85 percent phase-ins of ben-
efits into taxable income should be eliminated. Sheltering 0? lower income taxpayers
from taxation of benefits could be achieved quite simply, and without the tax pen-
alty on other retirement income, by an alternate method of benefit taxation. Some
amount of benefits, say, $6,000 for a single retiree, $3,000 for a couple receiving the
60 li)erceni; spousai benefit, and up to $12,000 for a two-worker couple, could be
made tax exempt. Benefits above the exempt amounts, up to half of benefits, would
simply be added to taxable income. These exempt amounts and/or the percent of
3en‘e 138 subject to tax could be adjusted to produce the same or higher revenue, as

esired.

Another approach to decouplinf the taxation of benefits would be to tax all bene-
fits in excess of an individual's lifetime tax “contributions,” akin to the tax treat-
ment of private pensions. Either approach to reforming taxation of benefits could
sharply increase the incentive to save for retirement by reducing the marginal tax
rate spikes while raising significant revenue to finance payroll tax reduction.

o Ease the social security earnings test. Substantial increases in the earnings test
exempt amounts would encourage work, increase earnings, and raise income
and payroll tax receipts by more than it would increase outlays on benefits. The
earnings test imposes outrageous marginal tax rates on added earnings of the
elderly. At incomes of only $15,000 to $25,000, marginal tax rates on wages can
be pushed to between 656 percent and 86 percent by the earnings test. At in-
comes of $25,000 to $60,000, taxpayers may be subject to taxation of benefits
and the earnings test. Their marginal tax rates can reach 85 percent to 116 per-
cent, blatantly confiscatory. The economy loses the effort and skill of its most
experienced workers.

FUNDING OPTIONS TO AVOID

o Avoid benefit cuts for current retirees. The transition to a private retirement
saving program need not be and should not be funded with cuts in QASI or DI
cost of living adjustments (COLASs) of current retirees or future retirees. Cur-
rent retirees would not share in the higher future wages and saving income of
younger workers that the privatization of social security would bring about, and
should not be made to bear a disproportionate share of the cost.

- Furthermore, COLA cuts are not good polic{. If benefit growth is greater than so-

ciety can afford, the benefit formula should be changed for future recipients with
ample warning so that they may plan to work longer or to save more for retirement.
Once people begin to receive {»eneﬁts, the benefits should be fully protected by
COLAs, not eroded randomly by inflation. If COLAs are curtailed, the purchasing
Fower of benefits would decline unpredictably with the severity of inflation and the
ongevity of the recipient. The resulting uncertainty would greatly complicate retire-
ment planning, which is what the COLA is designed to avoid.

¢ Do not raise the minimum retirement age. People who die young would lose all
or most of their OASI benefits. People should still be allowed to draw benefits
at age 62, provided that there is a full, actuarially fair reduction in benefits for
the additional years of early retirement created as the normal retirement age
rises.

¢ Do not add new workers to the system. New state and local government workers
should not be required to join OASDI. Adding more workers to a bankrupt sys-
tem is a bad idea. If a significant portion of OASDI is to be retained, their inclu-
sion would raise tax receipts initially, but would drain funds after they began
to fet benefits. If OASI is to be substantially privatized, there is no reason to
include them, except for some sharing of the cost of the safety net program.

SOME ADDED RESPONSIBILITIES FOR WORKERS

Social security provides benefits in addition to retirement income for workers and
spouses. It gives additional income if the retiree has minor children. It offers survi-
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vors insurance to widows and minor children, and disability benefits. If OASI bene-
fits are trimmed, and especially if the cutbacks are extended to the Disability Insur-
ance program, workers would need to beef up their life insurance policies to protect
their spouses and children and to purchase private disability insurance. The work-
ers would nonetheless be substantially better off with the private savings plans than
with a patched-up social security program alone.

A PERFECT FIT WITH TAX RESTRUCTURING

Reducing payroll taxes for deposit into private tax deferred retirement savings ac-
counts fits philosophically and technically with the major tax restructuring propos-
als that seek to eliminate the income tax bias against saving. These include the Do-
menici-Nunn bill, the Armey Flat Tax and its variants, and various national sales
tax proposals. Privatization of social security fits all these plans, and interferes with
none.

CONCLUSION

Privatizing social security would be far more beneficial to future workers and re-
tirees than merely balancing the current program. It is time to return to the origi-
nal purpose of the program, to keep the elderly from poverty, and to drop the pre-
tense that social security is a national pension plan. A modest but ample guaran-
teed income floor should be set for the elderly, with strict means testing, paid for
by general revenue or a diminished payroll tax. Retirement saving would be left to
the individual, under tax deferred IRA or private pension provisions covering all pri-
vate saving. Such saving plans could easily deliver several times more retirement
income for future workers than the projected benefits payable by a patched-up social
security system.

If government spending is reduced to accommodate such saving incentives, na-
tional saving would rise as well, boosting investment, productivity, and wages. Peo-
g!e would benefit both before and after retirement. By doing less, government would

e doing more for people of all incomes and all ages.

The prospect of much higher income for workers and retirees is the greatest jus-
tification for cutting government spending. Spending should be cut not simply for
the abstract achievement of balancing the budget, nor the philosophical preference
for smaller government, nor merely for the economic gains from reducing govern-
ment waste of scarce resources on projects of low value. Spending should be cut in
order to return their own money to the individuals and families of this country, so
that they can save it, reap high returns in the private sector, and enjoy a far better
future than any government program can give them.
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Table 1. Old Age, Survivors, and Disability Insurance Surpluses and Deficits

With and Without Interest ($ tdlions)
calendar income _ outgo suplusor | interest |  surplus.or: | trast fund,

year exclud.mg deficit (-)- . def. () with: | endof
1995 $369 $340 $29 $36 $65 $502
2000 474 440 33 65 98 936
2005 623 587 3s 100 135 1535
2010 826 801 25 137 162 2,308
2015 1,083 1,139 -57 184 127 3,056
2020 1,409 1,641 -232 202 -30 3275
2030 2,37 3.136 -766 0 -766 0
2040 3,988 5.309 -1,321 0 -1,321 0
2050 6,601 8.843 -2,242 0 -2,242 0
2060 10,893 15,192 4,299 0 -4.299 0
2070 17,962 25,707 -7.745 0 -1.745 0

Source: 1995 Social Security Trustees Report, tables [II.B.3 and II1.B.4, intermediate assumptions.
Outlays exceed tax income (operating deficits begin) in 2013; some interest is then needed to pay
benefits. Trust fund principal begins w0 be drawn in 2020; trust funds are exhausted in 2030.

Table 2. Old Age, Survivors, and Disability Insurance: Surpluses and' Deficits (<) Excluding [merest

calendar current - ' 19% . | perceniof  {° - percentof
(billions): (billions). | - .
1995 $29 $29 1.09 041
2000 33 28 091 0.36
2005 35 24 0.75 0.29
2010 25 14 0.42 0.16
2015 -57 -27 -0.63 -0.27
2020 -232 -109 -2.09 0.84
2030 -766 -200 419 -1.64
2040 -1,321 -233 -4.32 -1.66
2050 -2.242 -267 -4.45 -1.67
2060 -4.299 -346 -5.20 -1.92
2070 -1.745 -421 -5.71 -2.06

Source: 1995 Social Security Trustees Report, tables [MA.2, OI.B.1, M.B4, and OI.C.1,
intermediate assumptions. Current dollars converted to constant 1995 dollars using projected CPL




Table 3. Estimated Pre-retirement Income and Real Benefit Amounts of Retired Single Workers
Upon Retirement at Normal Retirement Age* With Various Pre-retirement Eamings Levels**
Bascd on Aliemative 11 Assumptions

Benefits, constant 1995 Dollars Percent of camings Pre-retirement income, 1994 dollars

Year Low’ Average | Maximum Low Average | Maximum Low Average | Maximum
A}:l:cin;:;g Eamings Eamings Eamings Eamings Bamings Bamings | Eamings | Eamings | Eamings
1995 5,255 10,322 14,424 582 432 238 11,845 23,894 60,605
2010 6,828 11,293 17,610 56.2 419 272 12,146 26,952 64,743
2040 9,152 15,160 24,025 56.0 418 27.6 16,343 36,268 87,047
2070 12,169 20,205 31,976 56.0 418 276 21,730 48,337 115,855

* Normal retirement age a1 which full benefits arc payable is currently 65. This will rise 1o 66 in stages (lwo months per year) for those
reaching age 62 between 2000 and 2005, and lo 67 in stages for those reaching age 62 between 2022 and 2027. Line for 2010 shows
benefits for an individual retiring at age 66 in 2011; for 2040 and 2070, retiring two years laler at age 67.

** Low camings equal 45 percent of average eamings. Average camings assume worker camed national average covered camings each
year of working life. Maximum camings assume worker camed the SSA contribution and benefit base (maximum covered camings) cach
year of working life. Source: 1995 Annual Report of the Board of Trustees of the Federal Old Age and Swrvivors Insurance and
Disability Insurance Trust Funds, Table 111.BS. ‘

N
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Table 4. Replacement rate for average wage single worker from social security and private saving
if payroll tax is reduced and diverted to tax deferred savings plan

o e e ———
Replacement rate from Replacement rate from Replacement rate, social
social security anmuity at retirement security plus annuity
promised funded |. 3% bond 7% stock—1—-3% bond 7% stock
. fund fund fund fund
current law 42 29
If payroll
tax is cut:
2% 24 10 43 34 67
4% 19 20 87 39 106
6% 14 30 130 4 144

Bond and stock funds assumed 10 yield 3 percent and 7 percent real retums (in excess of inflation).
Worker saves indicated percent of wages from age 20 to age 67, reinvesting interest and dividends.
Annuity is purchased at retirement, effectively rewuming eamings and principal over a 20 year
average life expectancy.

Chart1
Comparison Of Estimated Income And Cost
Rates Of Social Security, 1995 to 2070
20 As Percentage of Taxable Payroll
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Cha‘rt 2 Trimming Government-Paid
Benefits To Fund Personal IRAs Can
Boost Retirement income
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~Chart3
Diverting Payroll Taxes To Personal
Saving Raises Retirement Income
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PREPARED STATEMENT OF MATTHEW P. FINK

1 am Matthew P. Fink, President of the Investment Company Institute, the na-
tional association of America’s mutual fund industry. The Institute’s membership
coneists of over 5,000 mutual funds with assets of approximately $2.3 trillion. In-
creasingly, mutual funds serve as the investment medium of choice for retirement
programs, including employer-sponsored retirement plans and IRAs. As of December
1994, approximately $760 billion, r%)resenting 35 percent of total fund assets, were
held in such retirement vehicles. Of this amount, $147 billion is held in 401(k)
plans, and over $285 billion are IRA assets. Mutual funds account for 28 percent
of total 401(k) plan assets and 31 percent of total IRA assets.!

I appreciate this opportunity to testify today on S. 824, the Personal Investment
Plan Act of 1995. This legislation represents a major step in addressing the impend-
ing retirement saving crisis, an issue of vital importance to our nation’s future. It
is a thoughtful and timely proposal to combine a social insurance system with a sys-
tem of voluntary private saving, and it offers individuals the possibility of substan-
tially higher retirement income than they are likely to achieve under the current
Social Security program. Indeed, Institute calculations indicate that, had the PIP
proposal been in place 40 years ago, an individual earning the maximum wage base
and investing 2 percentage points of his contributions into a PIP tracking the S&P
500 would receive a benefit that is 57 percent greater than the benefit offered under
our current system.

I. INTRODUCTION

My testimony today will address:

(1) the need for increased retirement saving, particularly in light of the impending
retirement of the baby boom generation, whose benefit yayments are projected to
exhaust the Social Security Trust Fund by the year 2031;

(2) the mutual fund industry’s strong support for the reforms proposed by the Per-
sonal Investment Plan Act of 1995; an

(3) the benefits of using a self-directed, individual account, which reflects the best
. features of the IRA, for the accumulation social security saving.

Our industry’s primary focus is on saving and long-term investment. Accordingly,
the Institute has long supported legislative efforts designed to enhance both individ-
ual and employment-based retirement programs. For example, the Institute was a
vigorous proponent of the 1981 universal IRA legislation and has more recently
urged enactment of pending legislative proposals to enhance the IRA. The Institute
also strongly supports legislation designed to simplify the complex and burdensome
operational requirements applicable to employee retirement plans and to increase
retirement plan coverage among small employers.

II. THE NEED FOR ENHANCING SOCIAL SECURITY THROUGH INDIVIDUAL SAVING

The Institute strongly supports S. 824, the Personal Investment Plan Act of 1995,
as an essential and well-conceived element of a national program, building on our
existing Social Security system, to assist all Americans to save for their own retire-
ment. Our current pay-as-you-go system is dependent upon an ever-increasing
workforce to finance benefits for retirees. Yet, in light of national birthrate trends,
the workforce of the future will actually be smaller than the current workforce.
When the so-called “baby boom” generation reaches retirement, the ratio of workers
to retirees will be smaller than ever before. Today, for each person aged 65 and
over, there are almost five persons between ages 20 and 64; when today’s younger
workers reach retirement age in 2040, there will be only an estimated 2.7 persons
between 20 and 64 for each person 65 and older.3 Furthermore, demographic projec-
tions reveal that future U.S. retirees will have a longer life expectancy and, there-
fore, a longer retirement, than prior generations. The Social Security Trustees re-
port that the system is insufficiently funded in the long run and is conservatively
projected to have d negative cash flow by approximately the year 2013.4

In light of these well-documented and widely reported projections concerning the
upeoming crisis in the Social Security system, Americans understandably are losing
confidence in the system. A survey released in December 1994 by the Employee

1Mutual Fund 1995 Fact Book, Investment Company Institute (1995); “What's Pumping Up
Mutual Funds,” Business Week, (July 24, 1995) (citing Access Research Inc. survey).
21995 Report of the Social Security Board of Trustees. i
3Board of Trustees, Federal Old-Age and Survivors Insurance and Disability Insurance Trust
Fund, 1994 Annual Report (U.S. Government Printing Office, 1994); Bipartisan Commission on
Etltxilt)i_%ment and Tax Reform, “Final Report to the President” (January 1995).
1d.
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Benefit Research Institute reports that roughly two-thirds of Americans age 26 and
over are not confident that Social Security will continue to provide benefits of a
value equal to those received by retirees today.5 A similar survey conducted for the
public policy rc..earch organization Public Agenda revealed that 72 percent of Amer-
icans think that their Social Security benefits will decline relative to those paid to
current retirees or that they will receive no benefits at all.¢ This skepticism 18 most
intense for those age 18-34; only 28 percent of this group believes that Social Secu-
rity will still exist by the time they retire.”
et, even this widespread sense of “no confidence” in the current Social Security
system has not led most Americans to increase or even begin saving for retirement
on their own. Government statistics show that personal saving as a percent of dis-
posable personal income has tumbled over the last decade—from a high of 8.0 per-
cent in 1984, to_a low of 4.0 percent in 1993.8
An Institute study released three years ago confirmed that, compared to other
generations, the Baby Boom generation seems much less prepared financially for
their retirement years. Despite a higher number of two-income families and a con-
siderably higher per capita income than previous generations, their saving rates are
lower than the two generations that preceded them. The study found that more than
6 out of every 10 Baby Boomers stated that they either were not or could not save
for retirement, even though more than half expressed worry about meeting their fi-
zlant‘:ilalmneeda during retirement.® Subsequent research confirms these alarmicg
rends.

III. THE REFORMS PROPOSED BY THE PERSONAL INVESTMENT PLAN ACT OF 1995 ARE
SOUND AND URGENTLY NEEDED

In short, legielation addressing our retirement saving crisis is imperative. The In-
stitute commends the Subcommittee for undertaking this effort. Sensible reforms
that increase retirement saving must be among our highest national priorities. In
this regard, the Personal Investment Plan Act of 1995 is an excellent place for start-
ing this grocess of reform, The bill would allow workers the option of choosinf to
invest 2. ercentage points of their OASDI payroll taxes in their own personal in-
vestment plans (PIPs). The funds in such PIPs would be invested in the private sec-
tor through either a program similar to the government employees thrift plan or an
IRA type account.

For a number of reasons, a legislative proposal such as the PIP, which provides
for partial funding of Social Security benefits, will enhance retirement security.

First, a program such as the PIP would allow workers to realize the power of posi-
tive compounding on the portion of their payroll tax contributions contributed to the
PIP. Those contributions otherwise would be added to the Social Security Trust
Fund, which, under the current pay-as-you-go-system, would soon be paid out in the
form of benefits.

Second, contributions to the PIP could be invested in assets other than Treasury
securities, such as equities. While the actual investment experience for PIPs cannot
be projected, equities have traditionally produced a greater return than Treasu
obligations.1! For example, over the past 40 years, the Standard & Poor’s 500-stoc

5 Employee Benefit Research Institute, “Retirement Confidence In America: Getting Ready For
Tomorrow,” EBRI Special Report SR-27/1ssue Brief No. 166 (December 1994),

8Public Agenda, “Promises to Keep: How Leaders and the Public Respond to Saving and Re-
tirement” (1994). .

7Third Millennium, “18-34 Survey” (1994). By contrast, 46 percent of those surveyed believe
that UFOs exist.

8 Economic Re&%rt of the President, Transmitted to the Congress February 1994 (U.S. Govern-
ment Printing ce), Table B-27. Preliminary figures indicate that the personal savings rate
may have risen slightgew 4.6 percent for the last quarter of 1994,

Qg?;he Baby Boom Generation, A Financial Portrait,” Investment Company Institute (Spring
1 .

10 According to research performed for Merrill Lynch, half of American families currently onlsy
have approximately $1,000 in net financial assets. Anderson, Joseph M., “The Wealth of U.5.
Families in 1991 and 1993,” C?ital Research Associates (December 1994), “Net financial assets”
as used in the study include checking, savings and money market deposit accounts, CDs,
stocks, bonds, mutual fund shares, IRA and Keogh accounts, 401(k) accounts, and other finan-
cial instruments, less unsecured debt (such as unpaid bills, bank debt and credit card balances)
and debt secured by financial assets. Employer pension fund accruals are not included in_net
financial assets. See also, Employee Benefit Research Institute, “Retirement In The 21at Cen-
turi/—Ready or Not,” EBRI Policy Forum (1994). .

111n Chile, since 1981, the average return on investment for the social security i)ersonal‘ sav-
ings accounts has been 14 percent. “The Chilean Private Pension System,” the International
Center for Pension Reform (1995).

93-435 - 95 - 4
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index has risen an average of 11% a year (with dividends reinvested), while long-
term government bonds have risen an average of 5.6% a year. Over this 40-year pe-
riod, a $1,000 investment in common stocks would have grown to $65,000 (as meas-
ured by the S&P 500 index). By comparison, a $1,000 investment in long-term gov-
ernment bonds would have grown to only $8,894.

Third, in addition to increasing potential investment return to PIP investors, the
shifting of these funds from Treasuries into stocks, bonds and mutual funds would
provide much needed capital for private industry. Indeed, the privatization of the
Chilean system has been credited with helping to capitalize its stock market at a
rate of 100 gercent of gross domestic product.t?

Fourth, the PIP program would increase the personal saving rate of Americans
above their current inadequate levels.1® Moreover, the use of PIPs may help Ameri-
cans to develop a saving and investment “habit” that would carry over into their
non-Social Security assets.!4 This factor is especially important for younger Ameri-
cans who often do not recognize the need to save until they are too close to retire-
ment to build up significant accumulations.

Fifth, in addition to their direct impact upon saving, PIPs would serve to promote
American workers’ sense of personal responsibility for their own financial future
and provide a sense of empowerment for those who take individual control of their
retirement investments. The habits ingrained in American workers through their
the PIP investment program could result in less overall reliance on “big govern-
ment.” As such, the PIP proposal responds directly to the message sent last Novem-
ber by middle-class voters who want to reduce the role of government in their lives.

Finally, and perhaps most importantly, the PIP program would help to restore
confidence in the Social Security system. The public policy organization Public Agen-
da surveyed the general public and asked them to rank the strength of various ar-
guments for getting rid of Social Security. The survey respondents reacted most
strongly to the following two arguments: (1) government is mismanaging the pro-
gram so badly that money is going to waste; and (2) people can get a much better
return if they invest retirement money on their own.15 In addition, the Third Mil-
lennium survey of those age 18-34 reported that 82 percent would support a system
that would “[alllow Americans to direct pr.ct of their social security taxes to a per-
sonal retirement account, like an IRA, which could be kept at any financial institu-
tion you could choose.” 16

IV. FUNDING OF SOCIAL, SECURITY WOULD BE BEST ACHIEVED THROUGH A SELF-
DIRECTED INDIVIDUAL ACCOUNT SIMILAR TO THE IRA

As detailed above, the potential benefits of funding at least a portion of the Social
Security obligations are both numerous and significant. Thus, the PIP program
should be designed so as to maximize these benefits. For a number of reasons, the
Institute believes that the use of a self-directed individual account similar to the
IRA, such as that proposed for PIP investments under S. 824, would enhance the
chances for this program’s success.

First, our experience with the IRA demonstrates that the active support and par-
ticipation of the private sector, with respect to both marketing and investment edu-
cation, is critical to the success of any initiatives. When private sector financial in-
stitutions such as mutual funds, banks and insurance companies promote saving ve-
hicles, they typically launch marketing campaigns that assure public awareness of
the availability of these vehicles and the advantages of saving. Economic studies on
IRAs have confirmed that such marketing cfforts play an important role in IRA pur-
chases.!? Economist Jonathan Skinner cited the sharp decline after 1986 in both

121hid,

13 Again, the Chilean experience of a domestic saving rate of 26 percent of gross domestic
product attests to the positive impact of grivate retirement accounts on savi3g. “A Social Secu-
rit?' System That’s Putting America’s to Shame,” Business Week (March 27, 1995).

4See J. Skinner & R.G. Hubbard, “The Effectiveness of Saving Incentives: A Review of the
Evidence” (January 19, 1995) (finding that most researchers studying savings incentives agree
that, in the long run, 401(k) plans and IRAS have an important positive impact on saving be-
havior); J. Skinner, “Individual Retirement Accounts: A Review of the Evidence,” 64 Tax Notes
201 (January 1992) (concluding that IRAS are a good way for individuals to contribute to their
saving b{ ingraining the saving habit).

18 Public Agenda, “Promises to Keep: How Leaders and the Public Respond to Saving and Re-
tirement” (1994).

16 Third Millennium, “18-34 Survey” (1994).

17See, e.g., J. Skinner, “Individual Retirement Accounts: A Review of the Evidence,” 54 Tax
Notes 201 (January 1992).
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IRA advertising and IRA contributions among those still eligible as evidence of the
role of marketing in the growth of IRAs.

The private sector also has taken the lead in efforts to educate the public on in-
vestment issues. For several years, economists have expressed concern that Ameri-
cans invest their retirement assets too conservatively by focusing on guaranteed in-
vestment contracts, certificates of deposit and money market funds to the exclusion
of equities. Financial institutions have responded to the need for public education
bg_' providing to the public numerous resources designed to demonstrate the amount
of money that an individual would need for a comfortable retirement and the level
of saving and investment returns necessary to achieve that goal.

These public education efforts have produced positive results in the allocation of
retirement assets among different categories of investments. IRA investments in eq-
uity mutual funds increased from 46.6 percent of all mutual fund IRA investments
in 1989 to 63.9 percent in 1994, while the investments in money market mutual
funds decreased from 22.9 percent to 18 percent over the same period.18 (See At-
tachment A)

Americans also are investing their 401(k) plan assets with a more long-term per-
sgective. 401(k) plan investments in stable value vehicles dro fEd from 38.2 percent
of all 401(k) assets in 1990 to 29.8 percent in 1993, while 401(k) plan investments
in equities, other than company stock, increased from 19.8 percent to 27.7 percent
over the same period.!? (See Attachment B)

As our experience with these other forms of retirement saving demonstrates, a
private sector role in the PIP program would virtually guarantee that financial in-
stitutions will make American workers aware of the advantages of PIPs and will
assist them in making prudent decisions about how best to invest their PIPs in
order to meet their retirement needs. Such experience further indicates that Ameri-
cans are eminently capable of directing the investment of their retirement assets,
particularly when provided with appropriate private sector assistance.

Second, the current familiarity of Americans with the IRA would be very impor-
tant in encouragin% the use of PIPs. Regardless of the type of vehicle that is eventu-
ally used for the PIP, widespread public education will be necessary, and, as noted
above, the private sector has the marketing and investment education expertise to
launch a successful PIP F ogram. The education effort would be simplified 1f the PIP
used an IRA-type vehicle, because there is widespread public familiarity with the
IRA. Americans have known about IRAs for over 20 years. They are available at
virtug!ly every financial institution and have been the subject of substantial market-
ing efforts.

ird, a PIP structured like an IRA can offer a wide variety of investment op-
tions. This flexibility would allow each worker to structure his PIP investments in
the way that best suits his particular needs. For example, a younger worker might
choose to invest more aggressively than an older worker close to retirement.

The success of the proposed PIP program depends upon its use by large numbers
of American workers. We believe that the chances of success would be greatly en-
hanced through an IRA-type investment vehicle, which offers significant private sec-
tor marketing and education efforts, public familiarity and investment flexibility.

V. CONCLUSION

The Institute appreciates this opportunity to comment on the PIP proposal and
looks forward to continuing to work with the Committee as it considers Social Secu-
rity reform proposals. I"fforts to convert our current &ay-as-you-go system to a whol-
ly or partially funded system raise a number of difficult but significant transition
issues. These issues will be important to older workers who may rely primarily on
our existing system, because they will not have had sufficient time to accumulate
substantial amounts in a funded account. Transition issues will also be important
{;)o y:i)unger workers who could, under some circumstances, be subject to a double tax

urden.

Although the resolution of these issues wi!' be controversial, we have no choice
but to deal with these problems. We commc: 1 Senators Simpson and Kerrey for
being willing to confront the issues. The PIP p:oposal recognizes the need to square-
ly address our saving problem—it is a major step toward enhanced retirement secu-
rity.
As this Subcommittee continues to work on legislative proposals to secure ade-
quate retirement saving for all workers, we believe that our industry’s extensive ex-

18 Mutual Fund 1995 Fact Book, Investment Company Instiiute (1996).
1% Mutual Funds At Center Stage: Trends and Development: in the Investment Management
Industry, Investment Company Institute (Winter 1994/1995).
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rience with IRAs and other funded retirement saving vehicles will help ua to iden-
%‘;nd resolve pot{enha!“;roblems. We look forward to continuing to work with the
Subcommittee and its staff.

would like to conclude ll)’y once again congratulating the subcommittee for its
timely consideration of the PIP progoaal. Adoption of this pro would improve
not onknc’mr Social Security :gstem ut our entire economy and thus the confidence
of the American people in both.

k you again for permitting me to testify.

ui
I
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PREPARED STATEMENT OF DAvID KoiTz

Mr. Chairman and Members of the Committee, I was asked to summarize and
comment briefly on ideas to privatize the Social S’ecurity system. While interest in
gnvatlzatlon has grown, there is no consensus on what it means and how it could

e done. At one end of the spectrum is the idea that people should make economic
choices totally on their own, including whether or not to prepare at all for retire-
ment, death, or disability. At the other end is the notion that the Government
should mandate that people grepare for these circumstances, but not necessarily
through a Government-run and financed social insurance system.

The debate really goes back to the inception of Social Security 60 years ago. Both
the House and Senate considered and rejected amendments to delete the old-age
benefits title from the Social Security Act of 1935. However, the Senate did adopt
an amendment by Senator Clark that would have exempted workers from Social Se-
curity if their firms offered old-age pensions on their own. In the House and Senate
conference that followed, the Clark amendment proved to be among the hardest is-
sues to resolve, and in the end the conferees dropped it. When the conference bill
came back to the House, an amendment was made to restore the provision, but it
too was defeated, and the stage was set for our current system. I would note that
this type of approach actually was adopted many years later by Great Britain for
the second of its two-tiered national system.

There are few people today who would suggest that there is no need for society
to mandate that reople prepare for retirement, death, and disability and that the
Government should be totally uninvolved, but there is growing interest in expanding
the role of the private sector while reducing that of the Government.

For some, it is an ideological issue. They feel that with Social Security expendi-
tures of $340 billion a year, the Government’s role has gotten too big. For others,
it an issue of uncertainty or a lack of confidence about the future of Social Security.
They feel that too many workers do not believe that the program can survive in its
current form, and that a more “reliable” means of savings must be adopted. For still
others, it is an economic issue. They feel that the economy would be given a boost
and would grow at a faster rate if people saved and invested privately in lieu of
contributing to a Government system. Finally, there are those who believe_the cur-
rent system is inequitable because it has too many social features. They feel that
retirement benefits should be more closely aligned with what people contribute to-
ward them, and that Society’s “social” needs should be dealt with through means-
tested programs that explicitly measure whether people are in need.

The seeds for this discontent probably date bacﬁ to the mid 1970s when it became
apparent that changing economic and demographic circumstances were straining
and would continue to strain the financial condition of the existing system. Although
there was little congressional interest then in wholesale reform, a new wave of
privatizing ideas began to emerge.

One proposal, designed and circulated on the Hill in the early 1980s by the Insur-
ance Company of North America (INA), would have permitted workers to contribute
up to $6,000 a year to an IRA or some similar plan and then take an immediate
income tax deduction for the contribution. For each $1,000 workers deposited in
their accounts, 0.5% of their eventual Social Security benefits would be forfeited.
Workers who made the maximum $6,000 contribution for 331/3 years would forfeit
all their benefits.

A similar plan, authored by Peter Ferrara and promoted by the CATO Institute
in the mid-1980s, would have given workers an income tax credit of up to 20% of
their Social Security taxes for equivalent deposits in what he called “super IRAs.”
Upon retirement, the worker's Social Security benefits would be reduced by an
amount related to some proportion of the lifetime Social Security taxes that had
been effectively refunded through the credits.

Another plan devised by former Chairman of the Council of Economic Advisers,
Michael Boskin, and promoted by the National Federation of Independent Business
(NFIB), would not have privatized any part of the program per se, but transformed
it into a two-tiered system with the second tier fashioned after a traditional insur-
ance annuity plan. He proposed that the Government administer it. Representative
Archer offered this proposal in a House Ways and Means Committee markup on the
1983 Social Security Amendments, but it was defeated. )

In recent years a number of Members have come forward with other ideas. In
1986, Reiresentative Gingrich developed a plan to eliminate the payroll tax and
have workers under age 40 mandatorily contribute to IRAs instead of Social Secu-
rity. Older workers were to be grandfathered under the old system and a new retire-
ment trust fund program was to be created to raise the income of all seniors above
the poverty level. A VAT was to be levied to provide the needed revenues.
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In the last two Congresses, Representative Porter introduced bills to privatize the
Social Security surpluses by mandating that 2 percentage points of the payroll tax
be deposited into an IRA-type account (1% from employee and employer each). Ini-
tlaléy. it was proposed as an alternative to the pay-as-you-go tax cut plan offered
by Senator Moynihan in 1990. Representative Porter envisioned some sort of even-
tual reduction in Social Security payments in recognition that people would be sav-
lﬁﬁ_{thmugh these IRAs, but the means of reduction was not specified in his bills
( 1647 and 2178 of the 102nd Congress and H.R. 306 in the 103rd Congress).
Former Senator Symms, when serving on this Committee, had proposed a similar
arrangement (S. 2026), but without the benefit reductions.

Representative Solomon has proposed yet another variant that would require the
creation of a Social Security Investment Board with a broad mandate to manage
surplus Social Security funds, including authority to invest them in stock and bonds
as well as Government securities (H.R. 2152 of the 103rd Congress and H.R. 164
and 491 in the 104th Congress). His arrangement would be similar to that used for
the Federal employees thrift savings plan. This plan is a salary-reduction savings
program (similar to a 401(k)) that is run by an investment board offering Federal
employees three types of investment options. Two of them are market-based funds
managed by the Wells Fargo Co. and Nikko Securities.

The Chilean system represents yet another model. In 1981, Chile engaged on a
sweeping, rapid reform of its Social Security system. Private retirement accounts
managed by pension fund companies were established to replace much of the Gov-
ernment-run system. Beginning in 1983, new labor force entrants were brought into
the new system and existing workers were given strong inducements to join through
an 18% mandatory salary increase and so-called recognition bonds that reflected the
accrued value of the old system’s benefits. Employers were relieved of any payroll
taxes. Workers were required to make at least a 10% of pgly contribution toward
retirement and 3.3% for survivor and disability protection. The Government over-
sees the investment companies and requires a minimum investment return. It also
runs the old system for those who remain in it and guarantees a minimum benefit
under the new one. It has been estimated that some 90% of the workforce is under
the new system. Many analysts attribute the considerable economic growth that
Chile experienced over the past decade to the new system.

Your proposal, Mr. Chairman, that you recently co-sponsored with Senators Bob
Kerrey and Charles Robb, is probably somewhere in the middle of the pack. S. 824
and 825 would allow people to set aside 2 percentage points of the 12.4% Social Se-
curity tax in a Personal Investment Plan similar to an IRA. In return, they would
be required to take lower Social Security benefits when they retire through reduc-
tions in the Social Security benefit formula that applies to them. The intent is to
cover the long-run revenue loss through benefit formula reductions.

Althcugh political issues with privatization, whether partial or whole, are enor-
mous, perhaps the foremost issue involves a very %x]'actical consideration: how to fi-
nance the transition from the old to new system. There are 43 million people—one-
sixth of the population—who receive almost 40% of their income today through So-
cial Security. Although there are some surplus Social Security taxes flowing into the
Government, the system is still basically pay-as-you-go. If we were to tell workers
that next year they were to put these taxes into private savings plans instead, how
would we continue to finance the $340 billion being paid under the current system?
The cash surplus today (the excess of current revenues to the system over payments
from it) is only about $30 billion a year. To put this in perspective, foregoing taxes
equal to 2% of payroll would result in an annual revenue loss of $60 billion. Even
if people were required to take reductions in their eventual Social Security benefits,
those reductions would not amount to much until way off in the future and there-
fore would not slow the system’'s outgo for many years. However, the revenue loss
would be immediate. A decade’s worth of foregoing 2 percentage points of the payroll
taxes would result in $1 trillion in lost receipts and interest.

Even if it were accepted that the Social Security system could forego these re-
ceipts, for instance, by allowing it to tap in or borrow from the Treasury if its fi-
nancing were endangered during the transition, there is still the overall fiscal goli_cy
guestion of how the Government would make up for the revenue loss. Excess ocial

ecurity taxes now flow into the Treasury. If the Treasury no longer were to receive
them, it would have to borrow the funds. In effect, the money would flow into the
Nation's financial markets through one door—i.e., through worker deposits into
their personal accounts—only to be borrowed back by the Government. If borrowing
is not an option, the question for policymakers is how do we raise the revenue or
make the s&;ending cuts to cover the revenue loss? )

Chile had a budget surplus at the time it engaged in its reforms, and it also man-
dated that initially all investments under the new system be made in Government
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bonds. We obviously do not have a budget sur%lus to draw on, but the second mech-
anism—mandating that personal investments be in Government bonds for some pe-
riod—may provide a partial model for how the problem could be addressed in tms
country.

My?ntent here is not to minimize the philosophic issues about privatizing. Re-
moving the “social aspects” of Social Secunity, introducing the risks inherent in pri-
vate savings, and foregoing inflation protection (which is not easily replicated under
private arrangements) strike at the heart of the system. But those issues all become
academic unless some mechanism can be devised to deal with the transition.

Mr. Chairman, in 1987 we did an analysis for this Committee of one of the privat-
ization grgf)osals circulatinﬁ then and just last week we issued a new CRS report
on the Chilean system. Both of them go into the issues in conaiderably more depth
than I can here. With your permission, I would submit them for the record.

Attachment.

CRS Report for Congress—

AN ANALYSIS OF A PROPOSAL TO AUTHORIZE “SUPER IRA’S” AS AN ALTERNATIVE TO
SOCIAL SECURITY BENEFITS !

THE PROPOSAL

A worker would be able to receive an income tax credit annually equal to part
of his or her social security taxes. To be eligible for the credit, an individual would
be required (1) to deigxsit an amount equal to the credit in a “ super Individual Re-
tirement Account (IRA),” and (2) upon retirement, forego part of his or her social
security benefits in an amount related to some proportion of the lifetime social secu-
rity taxes that had been effectively refunded through the credits.2 The individual
would be able to take additional tax credits for the purchase of private life, disabil-
ity, and late-life health insurance. .

Under one description of this proposal, the credit initially would be limited to no
more than 20 percent of a worker’s social security taxes and those made by his or
her employer.3 Thus, a worker, who with his or her employer paid $2,000 in social
gecurity taxes in a particular year, could receive an income tax credit of $400, as-
suming a $400 deposit was made to a super IRA.

The proposal envisions that Congress in later years would increase gradually the
percent of social security taxes that could be refunded to an individual through this
credit. Eventually, the law would permit an individual to take a credit for all of his
or her social security taxes. In essence, the Government would be indirectly forgiv-
ing the individual from paying any social security taxes, so long as he or she depos-
ited an equal amount in a super IRA. Under a fully implemented system an individ-
ual who made maximum use of this approach would receive no social security bene-
fits, and would rely instead on his super IRA investments for retirement income.
Hence, the proposal would set the foundation for a totally optional social security

system.
BACKGROUND

Ideas of this sort have been emerging with increasing regularity in recent years
in part because of the decline in public confidence in the social security system
which has been particularly acute among younger workers. In this regard, it should
be noted that contrary to popular opinion, the social security cash benefit system
is projected to be in sound financial condition in the near term and for many years
into the future. This favorable scenario—reflected in the central forecasts of the last
four annual reports of the social security trustees—is largely the result of the major
amendments to the program enacted in 1983 and the relatively good economic condi-
tions that have prevailed over the past few years. Problems could emerge in later
decades because of the demographic shifts anticipated in the next century, but the
trustees currently project the system to be in “rough actuarial balance” on average

1For a lengthier description of this proposal, see Ferrara, Peter J. Prospects for Real Reform.
Washington, Cato Institute, 1986. Mr. Ferrara is a Washington attoiney and an Adjunct Scholar
of the Cato Institute.

2]t is not clear exactly how the “proportion” of social security benefits that the individual
must forego would be determined.

3A later description of this proposal suggests that the author might now be envisioning a
more gradual phase in, with perhaps a lower percentage credit to start with, in order to lessen
the initial revenue losses for the Government resulting from the credits. Ferrara, Peter J.
Intergenerational Transfers and Super IRA's. Cato Journal, spring/summer 1985.
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over the “long run”—a period encompassing the next 75 years. (See CRS Report 86—
674 EPW, Social Security: Its Funding Outlook and Significance for Government Fi-
nance, June 1, 1986).

Mr. Peter Ferrara, the author of this particular proposal, is skeptical of these pro-
Jjections, believing that the assumptions on which they are based are too optimistic
(e.g., with regard to birth and mortality rates). He feels that the pessimistic forecast
of the trustees is a more realistic one, and under that scenario the system is not
Erojected to be in actuarial balance. Of greater significance, however, is that he also

elieves the “pay-as-you-go” nature of financing the social security system (i.e., col-
lecting only so much taxes as are necessary to meet immediate expenditures) has
been and continues to be bad for the economy, and that a fully funded private sys-
tem that finances future commitments in advance and invests that “advance fund-
ing” in the economy is far preferable. He argues that the tax rates that the current
system will ultimately require will be so large as to make the whole system—includ-
ing the medicare portion—politically unpalatable. He contends that because the sys-
tem’s tax rates already have grown so large and will have to grow further, today’s
young and middle age workers could get much better returns on their social security
retirement contributions if they invested them in the private sector instead.

His proposal is a variant of an idea suggested in the early 1980s by the Insurance
Company of North America (INA). INA viewed its proposal as a means of extending
the IRA form of savings to the bulk of the Nation’s workforce, who at that time
could not establish an IRA (before 1982 a worker could not establish an IRA if he
or she already were participating in an employer-sponsored pension plan). INA’s
idea was t,otprovide a tax deduction of up to 20 percent of a worker’s earnings (to
maximum of $6,000 a year) if the worker deposited a like sum in an IRA. Once
again, a worker would have had to give up part of his or her eventual social security
retirement benefits.

Although there were a number of technical differences from Mr. Ferrara’s pro-
posal, the main one was that INA would have called for a tax deduction rather than
a 100 percent credit. In other words, a worker would not have been able to finance
his or her entire IRA deposit with income tax “savings.” A deduction would have
permitted ‘only partial financing of the IRA deposit through tax savings—the higher
the individual's marginal tax bracket, the more his or her income tax savings would
have been. Thus, an individual would have had to use “other” discretionary re-
sources to make the IRA deposit.

There was interest in the INA proposal when the Senate debated the 1983 social
security amendments, but nothing became of it.

PHILOSOPHICAL ARGUMENTS

Social security is not insurance or an annuity program in any form recognizable
to the insurance industry, private actuaries, bankers, pension fund administrators,
or other money managers in the private sector. It never has been, although many
people attempt to cast its original 1935 form as such. However, it is frequently
viewed as a very broad form of income protection called “social insurance.” Under
this concept, the group to be “insured”—in this case more than 90 percent of the
Nation’s workers—pooﬁs resources to meet an unconventionally wide variety of indi-
vidual and family circumstances arising from the loss of a worker's earnings due
to retirement, death, or disability. As such, the program has what many refer to as
a mixture of “insurance” (or related annuity) and “welfare” features.

THE CRITICISMS

Mr. Ferrara’s concern about the social security system basically revolves around
its “welfare” features. He calls the unusual mix of insurance and welfare an “inher-
ent contradiction.”4 He argues that because the system has welfare features, it cre-
ates major inequities among its recipients, thus distorting its insurance functions,
and that because it has insurance features, the system carries out its welfare func-
tions poorly. He and other critics point out that because the system has evolved
largely on a “pay-as-you-go” basis (it spends what it receives rather than builds a
fund to meet its commitments), the first few generations of recipients have and are
benefiting at the expense of current and future workers, who have to finance the
“unfunded costs” of providing benefits to past and current recipients. They also

oint out that single workers have to pay taxes to finance the auxiliary benefits of
amily members of other workers, an t{at above-average wage earners will soon
get “poor rates of return on their contributions so that below-average wage earners

‘SeegFerrara, Peter J. Social Security: The Inherent Contradiction. Washington, Cato Insti-
tute, 1980.
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can get “favorable” ones. Mr. Ferrara contends that many (if not most) people work-
ing today would be able to do much better by investing their social security dollars
in the stock market, perhaps getting as much as a 12 perceat “real” rate of return,
in contrast to an estimated 1.5 percent average “real” return from social security
(by his estimates).
. He and others further argue that since social security does not have a means test,
it performs its welfare functions inefficiently. Its tilted benefit structure distributes
benefits to well-off segments of the population in part at the expense of younger
workers with families who have to stretch to make ends meet. And it often provides
large dependents’ benefits to recipients who have substantial retirement incomes
from other sources, once again at the expense of not-so-well-off younger workers.
_ Finally, he and others argue that on the theory that workers “anticipate” receiv-
ing social security benefits when they reach advanced age, they do not save individ-
ually as much as they would over their working years if social security did not exist,
and since social securit{ as a financial institution does not operate on a “funded”
basis does not save), collectively the (it Nation saves less. Consequently, they argue
that capital formation is impaired by the program and the Nation does not have the
opportunity to achieve its full economic potential. The “Supporters’” View

upporters of the program argue that it is the very mix of insurance and welfare
features which has made social security successful. ’Ir:{ne system’s role in establishing
reasonably adequate standards of living for the elderly generally, and in bringing
about a very substantial reduction in poverty among the elder{y, could not have
been accomplished unless workers understood that their support for the system
would eventually establish certain rights for them—i.e., that their support has been
contingent on having a stake in the system. The fact that the program lacks the
high degree of individual equity and precision between contributions and benefits
that exists in traditional forms of private insurance does not in their view outweigh
the social value achieved by avoiging having a high degree of perceived “depend-
ency” in the Nation. In a broad sense, they see the program as insuring society
against the adverse social effects and individual deprivation of having a high pro-
portion of the elderly in a clearly perceived state of dependency.

They contend that if the system’s welfare functions were carried out by some
other means-tested program, that other program would not be as successful at keep-
ing down the overaﬁ level of “dependency” in society. Welfare programs do not fare
well in the allocation of public resources. They argue that only by requiring all
workers to participate in tﬁe system and giving them a stake in it could the system
remain a strong vehicle for addressing the problems of poverty and dependency
among the elderly.

Further, while recognizing that there may be some waste in the payment of cer-
tain social-type benefits to people of substantial means, they do not view this as a
high price to pay to avoid requiring a means test. They feel that because it does
not impose a means test, the system greatly lessens “income stratification” of the
elderly. If income stratification were substantial, they would view it as a perverse
situation, since many people would end up seeing themselves as “having to go on
the dole” for some of their retirement income after having worked and been self-
sufficient their whole lives.

Finally, they disgute the charge that social security encourages consumption over
savings, arguing that the mere existence of social security has made people more
aware of the need to save for their eventual retirement needs. They contend that
statistical evidence obtained through economic studies has been ambiguous at best,
and that depending upon the assumptions employed, it can be shown that social se-
curity has increased or decreased the Nation’s savings rate.

FINANCING ISSUES

Under the super IRA proposal, both the worker and employer would continue to
pay social security taxes at the same rate as under current law whether or not they
participated in the new super IRA system. Thus, Mr. Ferrara points out that the
social security trust funds would be credited with the same amount of income as
under current law.5 (The Government's losses would be with income taxes, not social
security taxes.)

As time passed, this arrangement would appear to enrich the social security sys-
tem to a much greater degree than could be anticipated under current law. The sys-

tem would be credited with the same amount of social security taxes as scheduled

& Although the form is not totally clear, he also envisions the Government's giving all existing
recipients a bond or some other legally enforceable tender to guarantee their benefit “package
as it exists under current law at the time of enactment of the super IRA proposal.
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under current law, but its benefit payout eventually would be reduced as people,
having forfzited a portion of their social security benefits, increasingly relied on
their super IRAs for retirement income. However, the Government could find itself
forfeiting considerable income tax receipts in the near term depending upon (1) the
sgeed at which the new retirement system were im lementetf, and (2) the extent
that workers chose to participate in it. Since a worker could use the new income
tax credit to finance his or her entire super IRA deposit, the new system would not
require him or her to give up any discretionary income to participate. This would
a.pgear to create a strong inducement to workers covered by social security to estab-
lish new super IRAs, and one might expect that “once the word was out,” virtually
all workers would do 80.8

Without taking economic effects into account, one might expect that if a credit for
20 percent of social security taxes were provided initially, the revenue loss to the
Government could approach an equal amount. In 1987, 20 percent of social security
taxes would be a sum equal to about $45 hillion. Even if the participation rate in
the new super IRA program were only 75 percent, the loss of income tax revenue
could be large—at $34 billion. This revenue loss would increase the deficit situation
that the Government must continue to deal with in the years ahead. In other words,
it would worsen the situation by increasing the imbalance between aggregate Gov-
ernment receipts and expenditures.

Mr. Ferrara acknowledges this revenue loss, but lLie contends that overall national
savings would be no worse than under current law. He argues that the deposits peo-
ple make to IRAs would increase national savings on the private side, and even if
the Government were to borrow back the entire amount it gave up in revenues, the
overall amount of savings in the Nation would be the game. He further argues that
if in fact the Government reduced its outgo—instead of borrowing more—to make
up for the revenue loss, national savings would rise.

The weakness in this line of reasoning, political implications aside of increasing
the deficit, is that it assumes that people would not change the amount of their
“other” savings to take advantage of the tax credit. If people were to view the money
invested in the super IRA as a substitute for savings that they otherwise would
have made in some other form, they would not be raising their savings. For in-
stance, if they were going to buy stocks for long-term growth, it now would be to
their advantage to speci%y the purchase as a super IRA investment, since they
would get a new income tax credit for doing so. In other words, peopie who have
the means are likely to substitute non tax-exempt income that may have gone into
“investment” channels regardless, or to borrow money (for instance, through a
home-equity loan), in order to increase their after-tax discretionary income (by tak-
ing advantage of the IRA tax credit) To the extent that people substituted their
super IRAs for other forms of savings, national savings would be unaffected.” How-
ever, the Government through the new tax credit would have lost substantial reve-
nue, and if it borrowed the commensurate amount from the public, it would have
reduced national savings by absorbing more of the available investment dollars in
the Nation than it otherwise would have. When both possible effects are taken into
account—those caused by individuals and those caused by the Government—na-
tional savings could be lower than otherwise, while the Government’s fiscal dilemma
would have been increased.

The basic point here is not that Mr. Ferrara is wrong, but only that his account-
ing of the macro-economic outcome of his proposal is not the only intuitively logical
one.

THE UNCERTAIN IMPLICATIONS OF THE INDIVIDUAL'S CHOICES

Mr. Ferrara correctly points out that future rates of return on social security con-
tributions are likely to decline very significantly in the years ahead. Many workers
retiring in the future will not get their “money’s worth” from social security retire-
ment contributions on a straight rate of return evaluation against possible private
investments. Mr. Ferrara supports his super IRA approach by arguing that people
could get back much more from their investments in the stock market and other

81t is not totally clear how a worker with little or no income tax liability would fare under
the rroposal, i.e., whether a worker whose credit was greater than his or her income tax liability
would receive a refundable or “negative” income tax payment from the Government. Presum-
ably, if one wanted to encourage such workers to participate, a “negative” income tax payment
would be permitted. )

7Even 1if there were to be a prohibition against doing this, it is not likely to be very enforce-
able because of the inability to observe how alternative investments would have been placed or
to discern exactly how people use borrowed dollars in making consumption and savings deci-
gions.
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private endeavors than they will from social security. He uses statistics showing
past rates of return on common stock to support his argument, saying that “real
yields of up to 12 percent annually are possﬁﬁe, and that nothing close to this will
arige from social security.

W ther such an outcome is intuitively logical is highly debatable, but this is not
a dv' yte that can be improved much with facts about alternative investment oppor-
tu::wl @« It is totally dominated by the assumptions one makes about the perform-
ance of the economy, interest rates, investment yields, how people will respond to
taking risks, and the like. It is clear from most analyses in this area that social
security’s “real” rates of return are likely to fall substantially in the future from
what they are today—where most people get back much more than they contrib-
uted—and it is fossible that eventually a large segment of the population would not
get back the full value of its social security retirement contributions even under less
optimistic assumptions than Mr. Ferrara makes about the yields that private invest-
ments will render. However, it is not clear whether socia{security’s return will be
favorable or unfavorable on the average.

Moreover, making statements about what the “averages” are or will be ignores

ossible consequences for workers individually. Stock market investments can be

ighly risky. The fact that stock market yields have been of certain magnitudes on
average does not mean everyone will earn them. Major pension funds, for instance,
have come under considerable criticism in recent years because they have not per-
formed as well with their investments as the stock market “averages” have. How
then is a private individual going to fare on his own? Some people will do very well
if they make wise or “lucky” investments, but others could do less well.

To the extent that a substantial number of people make bad investment choices
or are unlucky, and as such do poorly in savinf for retirement, society could find
that a lan:?e number of elderly people have to rely heavily on welfare programs and
their children. Social security is supposed to be a “floor of protection™ against such
an outcome. Today only 12 percent of the elderly fall below the poverty line. It is
not clear what one can say about what the outcome would be of a system that was
much more heavily “risk prone.” -

And to the extent that a large number of people who took advantage of the super
IRA did have to rely on the Government’s generosity through “welfare” programs,
the “social” tax burden would have been made disproportionately larger for those
who stay with the social security system (they would have to pay nonrefundable so-
cial security taxes while they work, and higher income taxes to sustain larger wel-
fare programs for their peers whose private investments went sour).

The basic point here is that choices that individuals would make regarding super
IRAs could have major implications for future social policy that cannot be observed
or estimated today.
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SUMMARY

In 1981, Chile began to phase out its state-run Social Security system in favor of
mandatory individual pnvate accounts. As Social Security programs in the United States
and other countries increasingly experience long-range financing problems, interest has
grown in the Chilean system, and some analysts have recommended it as a model for
reforming the U.S Social Security program. This report describes Chile's new Social
Security system and presents argumems that support or oppose using a similar approach
in this country.’

Foremost among arguments for adopting the Chilean system are that by placing the
responsibility and reward on the individual rather than the State, a privatized system would
reduce future demands on the Government for financing the predicted high level of costs
associated with the current system, it would provide ownership of retirement resources to
a workforce that is increasingly skeptical that it will receive promised benefits, and it
would enhance national saving and thus economic growth. The main arguments against
adopting the Chilean system are that it would force a generation or two of workers to face
a "double burden,” i.e., they would have to pay simultaneously as workers contributed to
private accounts while paying for the benefits of recipients under the old system, and that
many workers could be worse off because they would face the risk of poor investment
decisions and would lose the features of the current system that are designed to safeguard
the more vulnerable in society.

'This report was prepared 1n response to numerous requests for a description of the Chilean system
and the ramifications of adopting 1t tn this country. as several columnists and authors have advocated.
Thus. the arguments presented address issues regarding replacement of the current Social Security
program with a fully privatized system. The report does not focus on gradual and panial privatization
of the U.S. system. which also has been advocated. For a discussion of these approaches see: U.S.
Library of Congress. Congressional Research Service. An Analysis of a Proposal to Authorize *Super
IRAs * us an Alternanve 1o Social Secunty Benefits. CRS Report for Congress No. 87-14 EPW, by
David Koitz: and U.S. Gencral Accounting Office.  Social Secuniy: Analysis of a Proposal to
Privatize Tnest Fund Resenves: Repont to the Honorable John E. Porter. House of Representatives. ;;
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CHILE'S CHANGE TO ITS SOCIAL SECURITY SYSTEM

In 1981, Chile began to phase out its “traditional" state-run, pay-as-you-go Social
Security system financed by employees and their employers in favor of mandatory
individual private accounts. The old system had several major problems. First, it was
fragmented, with over three dozen plans covering white and blue collar workers with
different benefit structures. The self-employed, wage eamers, and salaried workers paid
different payroll tax rates (as did the employers of workers, usually at a rate higher than
that applicable to employees). Second, it was widely seen to be inequitable, as the plans
covering workers at the low end of the economic spectrum tended to provide the least
generous benefits. Third, the multitude of systems and many methods of benefit
computations led to high administrative inefficiencies and expenses. Fourth, many of the
plans were under-financed, forcing the Government to make up the difference with general
funds. These factors led to noncompliance and widespread contempt of the system.

To take its place, the law provided that, beginning in 1983, wage-earners and salaried
employees entering the workforce were no longer covered by the old system. Instead,
they were required to pay a proportion of their earnings to a private pension fund of their
choice. Coverage for the self-employed was made voluntary. Workers under the old
system were given the choice of joining the new system or remaining in the old one.
However, if they stayed in the old system, they were made responsible for paying the full
share of the payroll tax (i.e., there would be no employer contributions).

As part of the transition to the new system, and to help induce older workers to join
it, employers were required 1o increase workers' wages and salaries by about 18% at the
time the new system went into effect. The employer's burden in paying these higher
wages and salaries was ameliorated by the elimination of the employer share of the payroll
tax, and workers under the old system did not see any reduction in their pay when they
picked up the employer's former share of the payroll tax (workers who switched to the
new system usually received a substantial raise). Also, workers who switched were given
"recognition bonds," to be redeemed at retirement, that represent the value of their rights
accrued under the old system. About 10% of workers have remained in the old system.

To help finance the benefits of current recipients, Chile borrowed from the public.
This was facilitated by a favorable fiscal situation (Chile enjoyed a budget surplus at the
time) and by requiring that the contributions paid by participants in the new system to
private pension plans had to be invested in Government bonds (which effectively gave the
Government the use of the money). Investment requirements later were relaxed to permit
purchase of stocks, corporate bonds, and some foreign securities.

Under the new system, the minimum contribution is 10% of earnings (up to a
prescribed maximum) for old-age pensions, and the required contribution for disability and
survivor benefits is about 3.3%, depending on the requirements of the individual pension
fund. Contributions are tax-deductible. The amount of the pension is based on the value
of the worker's contribution plus interest, but the Government guarantees (i.e., it bears
the cost) that no benefit will be lower than 85% of the current minimum wage. The
Government also guarantees (and bears the cost of) a minimum rate of return. At
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retirement (age 65 for men, age 60 for women), the worker may elect to: (1) receive
monthly payments from his or her account that are determined by the family members’ life
expectancy and the balance remaining in the account (and which are adjusted annually);
(2) buy an annuity from a private insurance company; or (3) combine these two options.
Earlier retirement is allowed if the funds are sufficient to provide adequate benefits, both
in terms of monetary amounts and the rate of replacement of former earnings.

The pension funds are administered and invested by individual pension fund
management companies under Government guidelines. Investment may be in either the
private (stocks, bonds, bank certificates of deposit, etc.) or the public (Government
securities) sector. As of November 1994, 62% of the funds were in private sector
investments. The proportion of assets of each fund invested in stocks and bonds is
limited: 37% for stocks; 50% for bonds. No more than 7% of a fund's assets can be
invested in any one company, nor can a fund own more than 7% of a company's stock.
Furthermore, the funds may purchase only those stocks that are on Government-approved
list. The law allows 9% of a fund's investments to be in foreign securities.

Oversight by the Government is provided by the Superintendent of Pension Fund
Management Companies. If a company does not maintain a minimum return on
investments (net of allowed administrative expenses), it has to make up the difference out
of its required contingency reserve fund. If that fund becomes depleted, the Government
dissolves the company, makes up the difference, and distributes the individual accounts
to other management companies. The most recent figures indicate there are 21 Pension
Fund Management Companies, and at least one company had been liquidated.

ADOPTING THE CHILEAN APPROACH FOR U.S. SOCIAL SECURITY

Arguments For:

Proponents advocate adopting the Chilean system for various reasons. As a matter
of philosophy, they generally prefer using the private rather than the public sector to
achieve protection against the costs of retirement, disability, and death. However, what
gives special impetus to their cause is the generally recognized need to address problems
facing the current U.S. Social Security system. Of these, foremost is the program's
recurring long-range financial imbalance. Under current projections, the present system
is unsustainable without major changes, and traditional remedies such as raising payroll
taxes or finding new groups of workers to bring into the system are less likely to work and
be far more unpopular than in the past. Proponents argue that by placing the responsibility
and reward on the individual rather than the State, a privatized system would reduce future
demands on the Government for financing the predicted high level of costs associated with
the current system. Eventually, it would relieve the Government of bearing much of the
burden of supporting an increasingly elderly population.

Associated with the concern about Social Security's long-term solvency is the
skepticism of workers, especially younger workers, that they will receive promised
benefits, or any benefits at all. A recent Gallup poll showed that Americans are more
confident about the availability throughout their retirement years of pension and savings
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plans than Social Security. Proponents assert that a privatized Chilean-type system would
allay this distrust by giving a sense of "ownership” of retirement resources to workers,
who would have visible proof of their accumulating nest egg.

The current system also is criticized for creating an illusion that the Government is
saving to pay for future benefits by holding current excess Social Security revenues in
“trust funds,” which the critics maintain are in reality nothing but Government IOUs.
Currently, Social Security revenues go into the U.S. Treasury and its benefits are paid
from the U.S. Treasury. When the “ystem's income exceeds its outgo, as is projected to
be the case for another two decades, the excess revenue is credited to the Social Sacurity
trusts funds in the form of U.S. securities. These securities are a promise to raise revenue
in the future when the securities are redeemed--the money itself is spent by the Treasury
on other Government services. Proponents of the Chilean system argue that placing
retirement resources in the private sector would prevent the Government from using them
to pay for other activities, and that eliminating this arrangement would "unmask" the real
costs of other Government programs. They say that this could lead to increased spending
cuts. Reduced Government expenditures means less money need be borrowed from the
public, thus freeing up more resources in the private sector for investment, leading in turn
to more economic growth and internationa] competitiveness. In a similar vein, they
contend that redirecting revenue from a state-run system, where the money is immediately
spent, to a privately invested one would promote real savings.

Critics also contend that the benefits paid from the new system would be more
equitable than those payable under the current system. They aver that Social Security
currently has a contradictory mix of insurance and social welfare goals, and in trying to
accomplish both, does neither well. For example, it attempts to correlate benefits with
presumed need, so it redistributes income to families and lower-paid workers at the
expense of single workers, two-eamer couples, and higher-paid workers. However, it also
relates benefit to past earnings, and imposes no means test. The result is characterized
as a mishmash where windfalls accrue to some, while others suffer a net loss. In contrast,
the benefits paid from the new system would be strictly in proportion to the amount saved.
This would provide workers with the opportunity to earn a higher rate of return than under
Social Security (the Chilean pension funds yielded an average real rate of return of 13%
from 1981 through 1993). They claim that younger workers especially would be attracted
because current forecasts predict worsening rates of return for them under the current
system. It would induce them to focus on their likely resources in retirement and plan
accordingly. They could track the performance of their funds and switch plans to
maximize their rate of return. Thus, proponents say, workers would be more confident
about the availability and fairness of their benefits.

Proponents point out that Chile’'s economy has enjoyed rapid growth since its Social
Security system was changed. They say it is plausible that Chile's recent high economic
growth rate could be duplicated by the United States if pension contributions were invested
in private enterprises where innovation, inventiveness, and motivation would be unleashed.
They contend the new system would enhance worker productivity by providing more
incentive for workers to think about the future and to work harder to achieve real wealth.
In addition, proponents argue that the decline in the cost of labor (because employers
would no longer pay a share of the payroll tax) would lead to more jobs and lower costs

of production.
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Furthermore, they point out that once the new system became fully implemented,
Federal involvement in providing retirement income would be greatly reduced. A vast
Federal bureaucracy would not be needed to track employment histories, take and process
claims using alternative benefit formulas, etc. Administration would be simpler because
benefit computations would be straightforward and benefit categories would be fewer.

Arguments Against:

Opponents of adopting the Chilean system also do so for various reasons. Many of
them philosophically distrust a private sector approach to social issues because they believe
it often hurts the poor or unlucky. However, often at the head of their arguments is a
practical issue; how would the transition from the old to the new system be accomplished?
They maintain that the transition to such a system in the United States would be much
more difficult to implement than in Chile.

First, they argue that cociety would face a "double burden" if young workers were
to contribute to private accounts while commitments to current recipients and older
workers were kept in place. Initially, the Social Security system (and the Federal
Treasury) would lose the cortributions of new workers and the younger workers who
would volunteer to join the new systems. As each year went by, the number of these
workers would increase. However, because few older workers would be likely to leave
the Social Security system, the number of Social Security recipients would be virtually
unaffected for many years. Absent other measures, keepmig Social Security's
commitments would require the Government to raise taxes, cut spending on other
programs, or borrow more from private financial markets. Put another way, a generation
or two would have to pay twice, bearing both the cost of pre-funding the new system and
the costs of benefits under the old system. The United States already is faced with chronic
budget deficit problems, leaving little or no room for the massive tax hikes or public
borrowing that would be necessary (the Social Security Administration esdmates if all
workers currently under age 40 were to stop paying into Social Security, the system would
need an infusion of $6.9 trillion in order to pay promised bencfits to those remaining in
the system). Also, in the current budgetary environment, reducing Social Security taxes
by substituting contributions into the private sector would increase the Federal (unified)
budget deficit at a time when Congress and the public want to reduce it.

Opponents also point out that Chile's situation in 1981, when its plan was enacted,
was far different from ours. Chile's old system lacked social justice because different
groups received widely disparate treatment. Its benefits were often heavily eroded by the
double-digit inflation Chile suffered in the 1960s and 1970s (it was triple-digit in 1973-76).
The multitude of systems, inadequate non-automated recordkeeping, and many methods
of benefit computations caused poor (but expensive) administration, and great public
dissatisfaction and derision. Many systems were financed from fixed-income assets that,
because of Chile's high inflation over the years, were practically worthless. This forced
the Government to intervene with general fund payments that were becoming so large, and
projected to increase to unsustainable levels, that drastic reform was necessary.
Morcover, Chile's radical approach was part of a wholesale reform of the domestic
economy under a military dictatorship designed to roll back Socialism and ease foreign
exchange controls. Opponents point out the Social Security system in the United States,
while it does have long-range financing problems, is operating relatively smoothly and
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_ enjoys broad public acceptance. Whereas the public in Chile overwhelmingly believed that
the old system should be replaced, most Americans still support Social Security.

Opponents also express concern that self-interest would drive up costs during the
transition. Because it would advantage them most, those switching to the new system most
likely would be higher-paid workers. Conversely, participation of workers remaining in
Social Security would likely be concentrated among those who expected to receive
protection of greater value than their contributions. Critics believe a process of "adverse
selection” would drive the per capita costs of Social Security upward.

Aside from the transition problems, opponents take issue with other virtues attributed
to the Chilean system. They dispute that adopting the Chilean system necessarily would
lead to increased national savings. They say that aithough the contributions into the
private pension funds would increase private savings, if the Government compensated for
the lost revenue by increased borrowing from the public, the net effect on saving would
be nil. They point out that the Chilean government continues to bear heavy obligations
(past service credits, the minimum guarantees for benefits and rate of return) under the
new "privatized” system. Also, although employers might perceive that the cost of labor
was lowered because they no longer would pay the employer share into Social Security,
they might face additional costs if part of the burden of financing the old system were
placed on them. '

Opponents also argue that there would be controversy if, as under Chile's system,
the Government were to set policy for how and in which instruments the funds were to be
invested. There probably would be broad public interest in the use of these funds.
Political pressure could be brought to bear to use these investments to shore up ailing
industries or support social causes. That pressure also could be evident in cases where
funds held stock in companies that pollute, make products objectionable to certain
constituencies, or invest in countries with repugnant or unpopular policies.

Opponents also object to weakening the social welfare features of the current system.
For example, the current benefit formula is progressive, replacing a higher percentage of
earnings for lower-paid workers than for higher-paid workers. Also, dependent benefits
are available at no additional cost to the worker. Opponents argue that, although the
minimum guarantee would retain some progressivity in the system, adopting the Chilean
approach would make most workers' benefits strictly a function of the amount of their
earnings and the rate of return achieved by their plan's investments. Also, even if private
investment produced an overall higher rate of return, the value of the portfolio could vary
widely as the values of stocks and bonds rise and fall. Thus, they argue that it is possible
that a substantial number of recipients under the new system could be worse off than under
the current system,

Opponents also point out that the administrative costs of the Chilean system have been
higher than those of the U.S. Social Security program. Since the beginning of the new
system, they have averaged about 15% of contributions, in contrast to 1% for the U.S.

Social Security system.
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PREPARED STATEMENT OF ROBERT J. MYERS

Mr. Chairman and Members of the Committee: My name is Robert J. Myers. 1
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,

n this testimony, I shall only address the subject of whether the Social Security
program (Old-Age, Survivors, and Disability Insurance) should be privatized. It
:‘l;%ul:ii be noted that several quite different approaches could be taken if this were

e done.

One approach would be immediate, complete privatization, applicable to all cov-
ered workers unde. retirement age. Thereunder, mandatorily, all covered workers
would begin to contribute to various available private funds, at their choice (prob-
ably in the same amounts as at present under Social Security, along with the em-
ployer contributions), and the existing beneficiaries would have their benefits con-
tinued 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 cov-
ered workers (or perhaps only those under a certain age) and all future new workers
having their employee Socia{ 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 ap-
proach, 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 irrev-
ocable election by each individual (and perhaps available only fcr current workers).

First I will summarize my philosophy about the proper role of the Social Security
Program. Then, I will discuss the Chilean social security program, which many peo-
ple in this country point to as a model of perfection, without recognizing several im-
portant elements in it that could lead to quite different conclusions. Finally, I will
point out what I believe are irremediable features of the various privatization ap-
proaches and what I believe should be done to improve the present situation.

MY PHILOSOPHY ABOUT THE ROLE OF THE SOCIAL SECURITY PROGRAM

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.

I do not favor the expansionist approach under which a governmental tplan would
rovide complete economic security protection for the vast majority of the popu-
ation. This would be deleterious for the character of the country and for its eco-

nomic 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 prin-
ciples (so that everybody gets exactly their money’s worth, no more and no less), but
rather provides relatively nigher 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.

NATURE OF THE CHILEAN SOCIAL SECURITY PROGRAM

Many people, adversely critical of the U.S. Social Security program, praise the
Chilean system and contend that we should replace our program with it.

The Chilean system replaced a traditional social insurance program. The latter’s
investments had been destroyed by inflation, its administration was poor, and cov-
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erage compliance was bad. Large payments from general governmental revenues be-
came necessary.

_The basic feature of the Chilean system is privatization. Some 21 private compa-
nies sell individual investment accounts, just as our mutual funds sell Individual
Retirement Accounts. At retirement, these accounts can be converted to annuities
or periodic payments. All covered persons contribute 10% of their wages to a se-
lected company, plus about 3-1/2% for administrative expenses and disability and
survivor benefits. Employers do not contribute, unlike the old system, which had
high employer contributions.

The government has a very substantial financial role. First, it provides large
amounts as prior-service credits. Second, relatively large minimum-pension guaran-
tees are made by the government.

_The new system is working well, although other solutions would have been pos-
gible. Some assert that the absence of employer contributions is good for economic
growth. Actually, when the new plan was established, all employers were required
to give a 17% pay increase, which more than offset the new 13-1/2% employee con-
tribution rate.

The assertation is made that the funds accumulating in the investment companies
are used to develop the economy. Actually, much of them are “laundered back” to
the government to meet the large costs of prior service credits and the minimum
pensions (about 40% of the investment portfolio is in government bonds).

It is often ignored that such large amounts of general revenues are needed, for
all time to come. Where would the U.S. if it were to adopt the Chilean approach
get such monies?

The administrative expenses of the investment companies are about 13% of the
contributions for retirement pensions, where ours are slightly less than 1%.

Coverage compliance is poor, with only about 80% of those who should contribute
.doing so. Many low earners contribute on much less than actual wages, because the
minimum pension will be payable anyhow.

The financing assumes that, over the long range, the 10% contribution rate will
Provide adequate retirement benefits. However, this will occur only if an average
‘real” annual interest rate of about 7% can be obtained. This does not seem likely
in an economically well-developed country.

The Chilean system has worked out reasonably well so far. Certain features of
it do not make it suitable for the U.S.

PROBLEMS WITH PRIVATIZING THE SOCIAL SECURITY PROGRAM

One problem with privatizing the Social Security program is in providing inte-
grated, consistent disability and survivor benefits. This is quite possible to do, but
it is often ignored in proposals which are 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 lon
run, even in proposals which gradually and artially phase in privatization an
evintually reduce Social Security benefits to og'set the reduced Social Security con-
tributions.

Prog‘osals that would privatize Social Security b{ permit‘ing individuals to elect
to withdraw from it, either completely or partially, have the problem that those who
would do so would, in general, e 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 rel-
ative 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.

Privatization proposals that involve only partial transfer of the Social Security
contribution rate (such as 2%) have the problem of very high administrative ex-
penses with regard to low earners. As a result, relatively small net amounts are
available to accumulate to purchase retirement protection. Accordingly, such per-
gons will need supplementation by public assistance, whose cost coming from gen-
eral revenues wil ge met by the high earners, who thought that they were doing
so much better through the privatization procedure.

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 administra;
tive expenses. As a result, they assert that much higher retirement protection wi
be provided than under Social Security. However, often when quoting the numerical
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results, a much higher real interest 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.

It is true that many persons would fare better under a completely privatized plan,
under \_thch 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 8o 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 as-
sistance. The Social Security program, like school taxes, desirably involves some in-
come redistribution but, at the same time, provides reasonable benefit protection for
all on a social insurance basis.

WHAT SHOULD BE DONE RATHER THAN PRIVATIZATION

The most important thing that should be done now is to restore the lonﬁ-range
solvency of the Social Security program. (No financing problem is likely in the next
20 years.) To do so, henefit 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. I prefer the combination approach such as rais-
ing the full-benefits retirement age somewhat higher and slightly more rapidly than
under present law and increasing the ultimate tax rate on both employers and em-
ployees by 1.6% each several decades from now, but doing so in several steps.

At the same time, measures should be taken to strongly encourage individuals to
establish private-sector retirement savings accounts, ﬁossibly by favorable tax treat-
ment. Alternatively, it might be desirable to establish a mandatory program of this
nature that is built upon the Social Security program, by requiring “additional” con-
tributions 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 ad-
ministrative expenses 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 they amounted to, say, less than $200, instead of transmitting them to the
selected private-sector fund.

y A



P Social Security

Chile’s
Social
Security

Reform,
After Ten Years

by Robert J. Myers

» Chile established a radically
new social insurance system in
1981, financed entirely through
employee contributions. The author
finds the new Chilean system successfully ad-
dresses the longstanding difficulties of the old
system. Its approach, however, would not be
desirable for the United States. 4

n 1981, Chile “fired a shot that was heard

around the entire social security world™ when

it privatized itslong-established “traditional”

social insurance program. And now, ten years

later, the “'shot™ is still being heard, as ex-
perts from many countries are visiting Chileand
studyingthe operation ofits new, unique program.
Delegations have come from many South Amer-
icanand Central Americannations, aswell asfrom
Poland and the Soviet Union.

Social security experts, even those of a con-
servative bent, usually hold the fundamental be-
liefthat a social insurance program must be ad-
ministered by the government under prescribed
rulesastothe benefits payable. The basic reason
isthat, in ordertoaccomplish its social purposes,
the system must providebenefitsthatareheavily
weighted in favor of certain categories, such as
low income workers and insured persons near re-
tirement age at the start of the program.

Itis especially noteworthy that Chile initiated
itsoriginalsystem (the*'old” one)asearlyas 1924,
Infact, it was the first social insurance program
in the Americas. This lends even more impor-
tancetothe radical departure fromtradition that
Chile apparently made in 1981. When consid-
ering social security programs—as with most
thingsinlife—thereisnot usuallyone *“perfect”
way to operate. Two countriss may each take
adifferent path, with bothofthem having good
programs. Also, when problems arise, usually
several different satisfactory ways are available
to solve them.

The original Chilean program will first be de-
scribed. Then the problemsthat arose, starting in
the 1950s, causing the need forsignificant reform,
will be discussed. Then the new program will be
addressed, particularly with regard tohowit solved
the problems.! Finally, attention will be devoted
to the applicability ofthe Chilean approachtothe
Old-Age, Survivors, and Disability Insurance
(OASDI) program of the United States. The dis-
cussion will belimited to pension benefits and will
not deal with cash sickness(ortemporary disabil-
ity) benefits or with medical care benefits.

GENESIS AND NATURE
OF ORIGINAL SYSTEM

In 1924, Chile adopted a far-ranging social se-
curity program of pensions for old age, disabil-
ity and death (and also cash sickness and med-
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ical care benefits) ? Chile was far abead of any
other American nation in taking this actionand,
with the help of the International Labor Office,
duringthe 1920s .nd 1930s patterned its program
afterthose prevalent in the continental European
countries. As a result of these preceden’s, the orig-
inal Chilean program had certain majorcharsc-

“"Over the years, the onginal system
developed certain weaknesses.
One of the primary faults was the lack
of social solidanty, or sociai justice,
because so many systems for different
occupational groups developed.””

teristics that are considerably different from those
now usually favored worldwide as appropriate
for social insurance systems.

The coverage under the original program was
not nationwide but rather was subdivided by oo-
cupation. Eventually, there were three large
systems~-(or manual workers, for salaried em-
ployees and for government employees—plus
about 30smaller systems for various empioyment
categories (such as bank empiloyees in a partic-
ularcity). As a result, the benefit provisions dif-
fered considerably, and the groups with the great-
est economic and political power had the most

*  gencrous benefit provisions—and vice versa.

The bencfit provisions laid great stresson in-
dividual equity, rather than social adequacy, al-
though not nearly as much 5o as under the sys-
tem now in effect, insofar as the direct coatribu-
tions Lhereunder for current service are concerned.
Eligibility conditions were stringent, requiring
a large number of weekly or monthly contribu.
tsons. Benefit amounts were directly proportional
tothe individual's earnings ievei(altbough a min-
imum benefit of substantial size was later pro-
vided). Furthermore, the retirement ages were
relatively low in many of the systems. The net
effect was that outgo would be very low in the
early decades of operation, but that very high cost
{evels would eventually occur.

The various systems were financed essentially
by level contribution rates from the start, rather
than by schedules of rates that would increase over
a period of years. The consequence of long de-
ferment of benefits and a high immediste level
of financing was intended to produce large ac-
cumulated funds. Although full actuarial reserves,
which would at least equal the accrued liabilities
atanytime, would not be developed, a very high
level of funding was anticipated nonctheless.

Itis widely stated in Chile that the old system
was financed on & pay-as-you-go besis (underwhich
income and outgo areapproximately equal each
year and only a reiatively small fund is accumu-
lated and maintained). This was not the inten-
tion of the original system. However, overthe years,
the experience was such that large fund balances
(in real terms) did not develop, for reasons that
will be discussed later, and the system in actu-
ality operated on a pay-as-you-go basis. Although
many supporters of the new system assert that
the old one failed because it was financed on a
pay-as-you-go basis, this is not necessarily true
(as will be brought out later).

Shortcorings of the Oid System

Overthe years, the original system developed
certain weaknesses. Oneof the primary faults was
the lack of social solidarity, or social justice, be-
cause so many systems for different occupational
groups developed. The difficuity was that those
groups that were in the best economic circum-
stances had the most liberal systems (as to ben-
efit amounts and benefit proportions and as to
tow retirement ages). The three largest ones—for
government empioyees, for most salzried employ-
eesin private industry and for most manual work-
ers in privale industry—ocovered about 90% of
the workers. The many small systems had overty
generous benefit protection.

The general system for manual workers, who
are at the low end of the economic ladder, was
by far the least generous. For example, the max-
imum pension rate was never in excess of 70%
of “final” wage, compared with 100% of *finai™
salary for the general system for salaried work-
ers. Even more important, the “final wage™ un-
der the manual workers system —as computed
overthelastfiveyearsbeforere © mentwithan
unusual method of indexing, which quite often
ran well below the CPI, thereby resulting in un-
desirably low real pensions. On the other hand,
the “*final wage" under the salaried workers sys-



tervene to meet thegrowingdeficitsof outgoover
income for most systems (including the cost of
the minimum pension provision, which was prin-
cipally applicable under the general system for
manual workers). By 1980, about 28%of the outgo
ofallofthesystemscombined came from the def-
icit payments by thegovernment. It was estimated
that this proportion would rise greatly over fu-
ture years, and sosome drastic reform steps were
necessary (and were taken). Specifically, the very
low retirement ages ir some systems have been
gradually increased and will eventually beage 65
for men and age 60 for women.

GENERAL IMPRESSIONS AND
CONCLUSIONS ABOUT NEW SYSTEM

Themain feature of the newsystem, which be-
ganoperationson May 1, 1981, isadefined con-
tribution pension plan based on mandatory con-
tributions of 10% of earnings from all employ-
mentcategories except thearmed forces. This con-
tribution is paid entirely by the employee—or
appearstobe. However, inactuality, as discussed
later, the incidence of the contributions is not at
all clear. When the new system began, those un-
derthe old system were permitted tochange over
toit. After 1982, allnew employees mustjointhe
new system. About 90-95% of all persons under
the old system have shifted to the new system.
Self-employed personscan participateinthe new
system on a voluntary basis. However, it is im-
portanttonotethat, despite the virtually univer-
sal coverage (all workers except the members of
thearmed forces and the self-employed), only 79%
of the labor force of 4.73 million at the end of
1990 were inthenew system; thisindicatesasig-
nificant amount of noncompliance.

At first glance, it seems inequitable that the
new system requires the participants to pay the
entirecost, whereas undertheold system theem-
ployers and the workers shared the cost (although
not equally, because the employer usually paid
more than one-half). However, at the time that
the new systermn went into effect, employers were
required to give a wage increase of 18%, which
approximately met the increased cost tothe work-
ers (not only the 10% for pensions but also the
other costs passed on to the workers for disabil-
ityandsurvivorbenefits and for healthinsurance).
On balance, persons who shifted to the new sys-
tem had about a 10%increase in theirtake-home
pay afterconsideringall contributionsthey were
required to make, while those who remained un-
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der the old system were left in about the same
financial situation as to take-home pay.

Theforegoing situation astowho paysthecon-
tributionsand as to net take-home pay clearlyil-
lustrates that, in broad economic and actuarial
terms, it is difficult, if not impossible, to deter-
mine which party is really paying social security
contributions. However, there were very good psy-
chological reasons for making this shift. To the
workers, there appeared to be reassurance of see-
ing an accumulated balance in their retirement
accounts, which are “‘their own.”

Currently, some unionsare discontented with
the apparent employee-pay-ali naturc of the sys-
tem and believe that employers should pay part
ofits cost. Theyespecially believe that thisshould
bedone in hazardous industries (suchasmining)
soastoprovide higher pensionsor permit retire-
ment at a younger age.

Many workers shifted over to the new system
because of their lack of confidence in the admin-
istration of the old system. Then too, the general
level ofbenefitsundertheold system wasoften low,
because only the minimum benefit was payablein
many cases. Under the newsystem, the retirement
benefits will always be at least such minimum for
persons who have at least 20 years of contributions
and eventually generally will be much larger. The
disability and survivor benefitsaremuch higher un-
derthenewsystem than undertheold (because they
are determined from the basic rate of 70% of final
salary, computed on an indexed basis, in the last
month of covered employment before disability or
deathand the preceding | 1 months). Some persons
did not join the new systemn because the qualifica-
tions for the minimum pension are higherthanun-
der the old one, or becausg they planned to retire
before they could meet the contribution require-
ment under the new system.

Ifonly the defined contribution retirement ben-
efitsare considered, the new system appears very
inadequate during the next two decades because
itwill provide relatively small pensions for those
who retire then. However, this is compensated
for by two features, described later. Individuals
retiring in the near future will generally receive
total pensions that will be at least the minimum
pension (although often that), and so will be no
worse off than under the old system.

Thegreatadvantage of the newsystemis that
it provides much more social solidarity and so-
cial justice than did the old one. All categories
ofworkershave the same benefit provisions, rather



tem was calculated over the same period, but with
price indexing of the first two years. In the pe-
riod of runaway inflation that Chile experienced
inthe carly and mid-1970s (see Table ), the pen-
sions actually payable on this “final salary’ ba-
sis were very small fractions of last pay—even
more so for the manual workers system than for
the salaried workers one. However, even in car-
lier and later years, the annual rate of inflation
was quite high—often 30-70%-—and so this di-
lution of pension amounts was always present to
a considerable extent,

Another problem with the old system was the
opportunity that some persons had toobtain pen-
sions under more than one system (especially as
between the system for public employeesandall
other systems). Such costly duplication of ben-
¢fits benefited some persons, but at substantial
cost to the national economy.

Stillanother difTiculty was the low retirement
ages that were present in some systems. Full pen-
sions were paid after 3§ years of service, regard-
less of age, under the general system for salaried
workers. Similarly, the service-requirement for
retrement pensions(regardless of sge) was 30years
forgovernment employees, 24 years forbankem-
ployeesand 1§ years (or legislators. On the other
hand, manual workers could not receive pensions
untii age 65.

Morcover, the multitude of systems, the ex-
tensive recordkeeping necessary to maintain life-
time histories (without the availability of mod-
ern electronic devices) and the many methods of
benefit computation produced poor administra-
tion, public dissatisfaction and great expense.

Further, very considerable noncompliance with
the coverage requirements occurred, especially
1nthe general system for manual workers. Many
workers and employers knowingly did not pay
ocontnbutions—or eise paid them on a much lower
wage than actually received—because the min-
imum pension would be paid rege: less of the
level of salary on which contributiors were paid.
Also, in some systems, contributions were paid
by many workers on much smalleramountsthan
their earmings until the last five years of service,
because the eamings before then were not used
to compute the pensioa amount.’

Finally, and perhaps most importantly, many
systems were financed on a partial capitalization
basis and had built up a large amount of nom-
1nal assets. However, these assets were in fixed
income investments, suchas bondsand merigages
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TABLE |

Yor lncese Yo lome  You
1930 -0.3% 1950 152% 1970
19 ~14 1951 23 9
1932 73 1932 22 m
1933 24 1953 253 1973
1934 02 1934 3 1974
1933 20 1935 752 1975
1936 33 1936 560 1976
1937 128 1937 na m
1938 43 1938 200 1978
1039 13 19%9 386 19
1940 126 1960 1.6 1980
1941 152 1961 7 1981
1942 258 1962 139 1982
1943 162 1963 442 1983
1944 1.6 1964 460 1984
1945 [ 3] 1963 uns 1988
1946 160 1966 25 1986
1947 N1 1967 1 4] 1987
1948 14.5 1968 266 1988
1949 ? 1969 306 1989

1990

fi

Sowrce: National Bureau of Statistics, Saatiago, Chile.

Percentage increase in Consumer
Price Index® From Previous Yesr, Chile

Increase
12.5%
201
s

328
04
374
2119
920
Y
318
381
197
99
212
199
3.7
19.5
199
147
170
2640

“The Consumer Price [odex for s year is derived asthe a verage ofthe | 2 monthly

gures.
If the index for 1929 were to be considered as 100, that for 1990 would be
60.7 millioa. The corresponding figurs for the United States is 750.

on buildings, which were in terms of monetary
units and not indexed. Thus, with the severein-
flation over the years, these assets became prac-
tically worthless.

Because of the foregoing shortoomings, the gov-
ermment found it necessary over the yeans toin-
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tervene tomeet the growingdeficitsofoutgoover
income for most systems (including the cost of
the minimum pension provision, which was prin-
cipally applicable under the general system for
manual workers). By 1980, about 28%ofthe outgo
ofallofthe systems combined came from the def-
icit paymentsby thegovernment. It was estimated
that this proportion would rise greatly over fu-
ture years, and sosome drastic reform steps were
necessary (and were taken). Specifically, the very
low retirement ages in some systems have been
gradually increased and will eventually be age 65
for men and age 60 for women.

GENERAL IMPRESSIONS AND
CONCLUSIONS ABOUT NEW SYSTEM

Themain feature of the new system, which be-
ganoperationson May 1, 1981, isadefined con-
tribution pension plan based on mandatory con-
tributions of 10% of earnings from all employ-
ment categories except the armed forces. This con-
tribution is paid entirely by the employee—or
appearstobe. However, inactuality, as discyssed
later, the incidence of the contributions is not at
allclear. When the new system began, those un-
derthe old system were permitted tochange over
toit. After 1982, all new employees must join the
new system. About 90-95% of all persons under
the old system have shifted to the new system.
Self-employed persons can participateinthe new
system on a voluntary basis. However, it is im-
portanttonotethat, despite the virtually univer-
sal coverage (all workers except the members of
thearmed forces and the self-employed), only 79%
of the labor force of 4.73 million at the end of
1990 were in the newsystem; thisindicatesasig-
nificant amount of noncompliance.

At first glance, it seems inequitable that the
new system requires the participants to pay the
entire cost, whereasundertheold system theem-
ployers and the workers shared the cost (although
not equally, because the employer usually paid
more than one-half). However, at the time that
the new system went into effect, employers were
required to give a wage increase of 1 8%, which
approximately inetthe increased cost tothe work-
ers (not only the 10% for pensions but also the
other costs passed on to the workers for disabil-
ityandsurvivorbenefitsand for healthinsurance).
On balance, persons who shifted tothe new sys-
tem had about a 10%increase in their take-home
payafterconsideringall contributionsthey were
required tomake, while those who remained un-
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der the old system were left in about the same
financial situation as to take-home pay.

Theforegoingsituation astowho pays thecon-
tributions and astonet take-homne payclearlyil-
lustrates that, in broad economic and actuarial
terms, it is difficult, if not impossible, to deter-
mine which party is really paying social security
contributions. However, there were verygood psy-
chological reasons for making this shift. To the
workers, there appeared to be reassurance of see-
ing an accumulated balance in their retirement
accounts, which are *‘their own.”

Currently, some unionsare discontented with
the apparent employee-pay-all nature of the sys-
tem and believe that employers should pay part
ofits cost. They especially believe that this should
bedonein hazardousindustries (such asmining)
soastoprovide higher pensions or permit retire-
ment at a younger age.

Many workers shifted over to the new system
because of thair lack of confidence in the admin-
istration of the old system. Then too, the general
level ofbenefits under the old system wasoften low,
becauseonly the minimum benefit was payablein
many cases. Under thenew system, the retirement
benefits will always be at least such minimum for
persons who have at least 20 yearsof contributions
and eventually generally will be much larger. The
disability and survivor benefits are much higherun-
derthe newsystem thanunderthe old (because they
are determined from the basic rate of 70% of final
salary, computed on an indexed basis, in the last
monthof covered employment before disability or
deathand the preceding | 1 months). Some persons
did not join the new system because the qualifica-
tions for the minimum pension are higherthan un-
der the old one, or because they planned to retire
before they could meet the contribution require-
ment under the new system.

Ifonly the defined contribution retirement ben-
efitsareconsidered, the new system appears very
inadequate during the next two decades because
itwill provide relatively small pensions for those
who retire then. However, this is compensated
for by two features, described later. Individuals
retiring in the near future will generally receive
total pensions that will be at least the minimum
pension (although often that), and so will be no
worse off than under the old system. .

Thegreat advantage of the new system is that
it provides much more social solidarity and so-
cial justice than did the old one. All categories
ofworkers have thesamebenefit provisions, rather



than the lowest paid (the manual workers) hav-
ingthe poorest protection. Furthermore, the new
system, considescd inits entirety, containsanum-
berofelementsofsocialadequacyandthusisby
no means entirely on an individual equity (or
money purchase)basis, asitappearsat first glance.
Specifically, these elementsarethe minimum ben-
efit provision, the bonos provision (prior service
recognition bonds, as discussed later), and the dis-
ability and survivor benefits. The latter have a
uniform percentage contribution ratebut provide
varying protection for different types of work-
ers,suchas married workers as against single ones,
and older workers as against younger ones.

It also appears that the new system is much
more efficiently operated than the old one, be-
cause it has successfully used computers from its
inception. Althoughits administrative expenses
may seem relatively high (as discussedlater), this
arises in part because of the startup expenses and
becauseof the excellent service provided to par-
ticipants(e.g., the prompt, thorough statements
ofaccumulated contributionsthat are distributed
every four months). At least in part, such higher
administrative expenses are offset by the excel-
ient. highratesofinvestment return. The admin-
istrative expenses of a social security program
should neither be too low (so that poor service
is provided), nortoo high(so that toolittle money
remains to provide benefits).

In summary, the new system—both as to its
design and as to its performance—is excellent.
At the very least, it is a great improvement over
theoldsystem. Further, the new system desirably
contains significant elements of social adequacy
in addition to those of individual equity. How-
ever, this is not to say that the program is with-
out problems or that it is a perfect one, as will
be discussed in more detail later.

General Structure of New System

Allemployeesinthe country, except formem-
bers of the armed forces, are compulsorily cov-
eredunderthe newsystemiftheydid not remain
in the old system. All new workers entering the
labor force after 1982 are required to enter the
new system. Self-employed persons are covered
on a voluntary basis.

The keystone of the new system is a defined
contribution(money purchase)old age retirement
pension.

Theretirement pensionsare provided through
private organizations referred to as Administra-
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doras de Fondos de Pensiones (administrators
of pension funds or AFPs), of which there were
14inecarly 1991. The AFPsare, in essence, pen-
sion investment companies that must meet cer-
tain financial and other requirements and are
strictly supervised by the government. Each in-
dividual worker decides to which AFP the con-
tributions are to be sent (with changes for sub-
sequent contributions being possible, and then
with transfer of past accumulated contributions).
The AFPs invest the contributions after mak-
inga deduction foradministrative expenses, which
iscomposed of (1) a flat amount per month and
(2)apercentageof earnings (formerly, alsoa per-
centageoftheaccumulated contributions—i.e.,
the count of the individual’s account) and a de-
duction forthe cost of the survivors and disabil-
ity benefits,which is a percentage of earnings.
The flat amount varies among the AFPs, gen-
erally being between 100 and 300 pesos in early
1991 (but as high as 497 pesos in one AFP and
zerointhree AFPs, oneof which, however—unlike
any other—deducts 1% ofanyaccountsthatare
transferred to another AFP).

The charges made by the AFPs and their in-
vestment results are widely publicized, so that
covered workers have a basis for making the choice
of an AFP (or for making a change). The invest-
ment results are based on the performance after
the accumulated accounts are considered interms
ofinvestment units(or, astheequivalent, interms
of what is, in essence, a second national currency
unit in Chile, Unidades de Fomento or UF),

The AFPs are permitted to invest in govern-
mentobligationsand other investmentsguaran-
teed by the government (including mortgage bonds)
andincertificatesof deposit ofbanks. Investment
inbondsofprivate and publiclyowned businesses
is possibleupto 50% of the fundsavailable. Com-
mon stocks can be held, up to 30% of the assets
of the fund (and with a limit of 7% on the stock
of a particular company and also with a limit of
7% of the fund's assets being in any one compa-
ny’s stock). Initially, only the stocks of govern-
ment corporations could be bought but, gradu-
ally, oversix years, private company stocks were
permitted to be bought. Furthermore, only stocks
that are on a governmentally approved list can
be purchased. Thelawauthorizesa smallamount
of investment in foreign securities, but the gov-
ernmental supervisory body (the Superintenden-
ciaofthe AFPs)has not yet permitted this; inthe
author’s opinion, such investment would be
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desirable—not so much as to obtain better rates
of return, but rather as a means of having more
diversification, and thus more stabilily of invest-
ment results over time.*
Whenthe program was initiatedin 1981, there
were | 2 AFPs. Intheensuing years, iwonew AFPs
were formed and two of the original ones com-
bined. In addition, another AFP was created in
1990, but 1t was not successful and apparently

“'The entire new system

of retrement pensions, including
the maximum taxable earnings base,
1S operated on an indexed basis.”

wasunder liquidationin early 1991.Someofthe
AFPs are organized by or for certain industries
orprofessions(e.g., agriculture, banking, copper
mining, construction, steel, teachers and textiles),
although membership in the AFP is not limited
1o employees thereof. The other AFPs are oper-
ated by private Chilean financial groupsorbyin-
ternational banks or insurance companies (but
with minority ownership by Chileans).

The Superintendencia strongly coatrols theop-
erations of the AFPs in many respects. [t obtains
currentoperating and investment data from each
AFP and promptly publishes the information
monthly (withonly about a three-moath lag, which
is an excellent record).

The mandatory contribution rateis 10%onall
eamings up to a prescribed maximum, which is
on an indexed basis and is about 5.2 times the
average salary of all covered workers.* In addition,
a contnbution is levied for the financing of dis-
ability benefits and preretirernent survivor ben-
efitsand for part of the general administrative ex-
penses of the AFP. The rate of this contribution
vanes among AFPs. generally being between 2.95%
and J.5%{withalowof2.5%and a high of 3.74%).
Roughly one-haif of such contnbution rate goes
to pay the cost of the disability and survivor ben-

efits (actually, all in four AFPs and from 44% to
63% in the other AFPs). The contribution rate is
payableentirely by the empioyee (with additional
voluntary contributions possible). For those re-
maining inthe old system, the financing hasbeen
changed 30 that the reistively high contribution
ratesare paysbic solely by theempioyee ratherthan,
as previously, in large part by Lhe employer. The
apparent shift in the financing from the employer
and the empigyee combined to thelatter alone was
somewhat more than offset by a governmentally
required increaseof | 8% in wagesand salaries when
the new system went into effect.

Theentire newsystem of retirement pensions, .
including the maximum taxable earnings base,
is operated on an indexed basis. The monetary
amounts (in pesos) of the contributions going to
the individual accounts are, more or less immes
diately, translated into investmen: units, whose
value is (a) the total current value (in pesos) of
the tota! funds of all of the members of the par-
ticular AFP, divided by (b) the total number of
investmeni unitsofall such memberson suchdate.”
Also operable fora number of purposes isihe al-
ternative Chilean form of currency, Unidad de
Fomenio(UF). The valueof the UF changes each
month (and also each day within a monath) ac-
cordingto variations inthe official Consumer Price
Index. For exampie, at the end of 1990, the UF
was 7,043 pesos (or USS21.34); at the sametime,
the investment unit of one of the largest AFPs
was valued at 1,870 pesos (oc .2655 UF or
USS$5.68); on May |, 1991, the value of the UF
was 7,195 pesos (or USS$21.16). Similarty, the value
of the pension accumuiations and then the ben-
efits flowing from them are expressed in terms
of UFs. Atpresent, theinvestments in which the
individual accounts are made (other than com-
mon stocks) are almost entirely in securities whose
principal and interest are expressed in UFs. Also,
the maximum monthly earings on which con-
tributions are payable is in UFs (namely, 60).

The retirement pensions are available at age
65 for men and age 60 for women. They arealso
available at earlier ages if the pension payable is
at least both (s) $0% of the average eamnings of
the individual (in terms of UFs) in the last ten
years (which will oocur only when earningsin the
last ten years were unusually low as compared
with previous ones or uniess the person bad made
relatively la rge voluntary additional contributions)
and (b) * 10% of the legal minimum monthly wage
(in December 1990, 26,000 pesos or US$76.46,



althoughlikelytobe raisedto 33,000 pesosat some
time in 1991).% Because the system ison the de-
fined contribution basis, the pension amount s,
on the whole, merely that which is actuarially de-
termined from the accumulated contributions.
Asaresult, itis reallyimmaterial from a cost stand-
point whetherthere are retirement conditionsto
bemetastoage, because each participant receives
merely her or his own money's worth.

Actually, there are three separate procedures
for determining the amount of the purchasable
pension (whichisin UFs). Underthe firstapproach,
the accumulated contributions are turned over
toaregularinsurance company forthe purchase,
onanactuarial basis, of alifeannuity that includes
prescribed survivor benefits for the dependents
ofthe retired worker. Under the second approach,
theretiree receivesamonthly payment fromthe
AFP, determined by the life expectancy of the
family group and the balance remaining in the
acoount, which is adjusted annually; this proce-
dureissimilartowhatisdoneinthe United States
with regard to minimum withdrawals from In-
dividual Retirement Accounts after age 70% if
tax penaltiesaretobeavoided. Thethirdapproach
is acombination of the other two methods; part
ofthe accumulated contributions is used to pur-
chase a deferred life annuity from an insurance
company, and the remainder is used to provide
such payments as are possible during the defer-
ral period from the funds left with the AFP.

Under any of these procedures, the payment
to be made must continue for the lifetime of not
only the retiree, but also a portion thereof to the
surviving dependents (spouse, children and par-
ents). For example, the proportion of the work-
er'spensionthat is payabletothe survivingspouse
orparentis 60%;ifonechildis present, the spouse
receives 65%, and an additional 15% is paid for
cach additional child.

Under the method of pension payments be-
ingmade from the accumulated account, the an-
nual redeterm:in~tion of the monthly payments
takes intoaccount the family compositionatthe
time and the balance in the account then. Thus,
forexample,considering amarnied pensioner with
nootherdependentsthanthespouse,theamount
payable reflects the ages of the member and the
spouse, as well as the 60% proportion of the work-
er'spensionthatispayabletothesurviving spouse.
Ifthe spouse should die in a particular year, the
amountofthe pension for the following year would
be higher because only one person’s life expec-

74

tancy (that of the retired worker) would be taken
intoaccount. In any event, ifthe investment ex-
perience is favorable and the amount in the ac-
cumulated account is relatively high, the rede-
termined pension amount would increase—and
vice versa.

If the only retirement benefits available un-
derthenewsystem were the money purchaseones
Just described, there would be no question but
that the program would provide inadequate pen-
sions for many years to come. The obvious rea-
son for this is that it will take some years before
the individual accounts based on contributions
beginning in 1981 would be sufficiently large to
provide sizable pensions. The advocates for the
programbelieve that eventually the pension level
will be about 70% of final salary, with its value
beingmaintained bythe indexing procedure. They
readily recognize, however, that suchan ultimate
goal will not be achieved for retirees in the next
fewdecadesbythe “‘purchased” pensionsalone.

What saves the situation and makes the pro-
gram quite suitable is that two other features af-
fect retirement pensions. First, so-called bonos
de reconocimiento (recognition bonds) are pro-
vided; these have the purpose of recognizing ser-
vice under the old system for those who transfer
tothe new one. Second, minimum pensions are
provided in the event that the pension obtain-
able from the direct contributions to the AFPs
plusthatavailable fromthe bonosdoes not equal
a prescribed amount.

The bonosareavailable toall persons whohad
at least 12 months of coverage undertheold sys-
teminthe 60-month period ending October 1980.
The amount for persons with at least 35 years of
contribution to the old system is 80% of the to~
tal salary inthe last 12 months before July 1979,
with CPI indexing from the last month of such
wages up tothe month of entry into the new sys-
tem, with the result then being multiplied by an
annuity purchase factor(10.35formenand 11.36
for women).® A further adjustment is made for
menwhoentered thenewsystematage61 orover
and for women at age 42 or over; the foregoing
amounts areincreased by 2% formenage 61, up
to 11% for men age 65 or over, and by 1% for
women age 42, up to 31% for women age 60 or
over. Afterthe dateof entryintothe newsystem,
the amount of the bonos is expressed in terms of
UFs and is accumulated at 4% annual interest.
The bonosarealsoavailable undera special method
of calculation(based on 1 0%ofthe aggregate wages
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in the applicable period) for those who contrib-
uted to the old system after July 1970 and until
entry into the new system, even though they did
not meet the foregoing ** 12 contributions 1n No-
vember 1975 to October 1980" requirement.
The bonoslump-sum amount is payable by the
government out of general revenues (or borrow-
ing through the issuance of bonds), but not until
thetime thatthe individual is actually retired at

"It 1s most significant that

wage. The latter, although not indexed by law,
has teaded to increase with the rise in the gen-
erallevel of wages expreised in monelary terms—
and likely will continue to do so.

From the foregoing discussion, it may be seen
that, considering all elements of the newsystem,
including the bonas and the minimum pension
provision, the result will generally be quite ad-
equate retirement p:asion amounts. However,
the new defined con! ribution system will not bear
anywhere nearthe entire load for providing eco-
nomic security in retirement or many years. At
the same time, however, it must be recognized
that, for many years to come, there will be very

high costs to the government (for the bonas and
the minimum pensions). In fact, there will atways
be some such cost for minimum peasions forlow

the amount of the minimum pension
15 relatvely high—85% of the legal
minmum wage (increased to 90%
for those age 70 and over), which
in turn 1S about one-half the average

Wage perons. .
Payment of only retirement pensions under
the new system would not be sufficient, eitherof

wage in the country.”’

orafterthe normal retirement age of 63 for men
and 60 for women. The attemnpt, thus, is to pro-
videalump sum atthetimeofthe normal retire-
ment age in recognition of the value of the ac-
crued pension under the old system. Such lump
sumisthen utilized, along with the accumulated
contributionstothe AFPs, to provide retirement
income to those who transferred from the oldsys-
tem to the new one.

The minimum pension for age retirement cases
is available to individuals who have at least 20
yearsof contnibutions tothe old and new systems
combined. In disability cases, the service require-
ment is two years of contributions in the last four
years (with at least six months of contributioas
under the new system).

It is most significant that the amount of the
minimum pension is relatively high—8 5% ofthe
legal minimum wage (increased 10 90% for those
age 70and over), which in turn is about one-half
the average wage in the country. In other words,
aworker withaverage wages is guarantced a pen-
sion of about 40% of eamings, which is a rela-
tively high standard.'® Although the amount of
the minimum pension is not directly indexed, it
15 reasonable to consider that it is, in effect. in-

dexed. because it is tied to the legal minimum
-

itself or in replacement of the old system. Dis-
ability and survivor benefits are provided by an
additional contribution rate, which varies among
AFPs (inaddition to the contribution rates used
for retirement pensions and for administrative
expenses). Such rates varied fromabout 1.1%to
2.3%in carty 1991 and averaged about 1.5%. Such
rates do not vary by age, sex or fumily status of
the participant, The AFP remits this additional
contribution to an insurance cor.pany to provide
the benefits, but laterany excess of the “assessed™
contributions over the actual cost of the insur-
ance is reimbursed to the AFP.

Disability pensions are paysble forlifeandare
financed both by the foregoing described contri-
butions and by the transfer of the accumulated
account in the AFP (including any bonas avail-
able) to the insurance compeny. The disability
benefit for persons who have lout at least two-thirds
of their eaming capacity (tota! disability) is 70%
of the average indexed salary during the Jast ten
yearsof work. Partial disability pensions are paid
st the rate of 50% of the average indexed salary
over the last ten years of work for persons who
have lost at least 50% of their earning capacity,
even though less than two-thirds thereof.

Persons who become unempiloyed and no longer
coatribute have their disability (and survivor)ben-
efit protection continued for 1 2 months afterceas-
ing 10 be employed. However, the pension rate
for tota! disability in such cases is 50% (instead
of 70%), while that for partial disability is 30%
(instead of 50%). Individuals can voluntarily con-



tnbute more so astoodtain a higher benefit rate
{(up to a maxymum of 80% of average salary).

Survavor pensions are similarly payable, both
for deaths in active service and for deaths while
onthedisability pension roll (Quringwhichtime
the contnbutions are waived). In essence, those
dying1n active service are considered as having
become disabled on the date of death. Theamounts
of the survivor pensions depend on the family
composition of the survivors and are the same
proportions of the basic disability pension as de-
scnbed previously inconnection withtheretire-
ment pensions. A lump-sum funeral benefit of
15 UF is available (financed from the accumu-
lated account with the AFP). Any accumulated
contnbutionsheld bythe AFPthatare not needed
topurchase thedisabilityand survivor pensions
andthe funeralbenefitareavailabletotheestate
of the deceased individual as adump sum.

Table |1 presents data for AFPs individually
as to the contnbutions for disability and survi.
vor benefits and for admunistrative expenses (which
aregenerally both flat monetary amountsand per-
centages of pay) for several wage levels in rela-
tion to wages. In general. these cost percentages
decrease as the wage increases: this is a natural
resultofthe individual equity principlesthatun-
derlie the new system and is in conflict with so~
cial adequacy principles (of favoring relatively
the lower paid workers). The cost percentages for
most AFPs fall in the range of 3% 10 3.5%. with
lows 1n the neighborhood of slightly under 3%
and highs of close to 4%.

OPERATING EXPERIENCE
OF THE NEW SYSTEM

The number of active contributors under the
new system has increased rapidly over the years—
from 1.6 millionattheend of 1981 to 3.7 million
for 1990 (sce Tadle 1D, Initially, about 0% ofthe
labor foroe was covered under the new system. and
this increased to almost 80% at the end of 1990.
The proportion of the labor force that is covered
15 still well below 100%, although rapidly grow-
ing. for several reasons. First, membersofthearmed
forces are not covered. and self-employed persons
are covered onfy on a voluntary basis (and most
donot participate). Second, some workersare still
undertheold system. Third, some coveragenon-
compliance occurs (e.g., for domestic workers).

About 36% of the 3.7 millicn contributors at
the end of 1990 were women. The distnbution
bv age was as shown in Figure 1. Tae relatively
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TABLE |l

Contributions for Dissuility and Survivor Benefits
and for Administrative Expenses Expressed
as a Percentage of Wage for Different Wage

Levels, by AFP, March 1991

Moathly Wage*

AFP SUF 1SUF %UF
Bannuestra 3.30% 3.30% 3.30%
Coacordia 403 bR ) 3.93
Cuprum 299 2.9 299
El Libertador 1.90 3.57 X ")
Futuro 328 328 3.28
Habutat 319 - 303 297
lavierta s.15 421 3.86
Magster 416 3.65 346
Planvital 4“9 3.96 3.76
Proteccrwon w7 327 327
Provida 318 wmn 258
Sants Mana p 1] 3.04 0
Summa 362 3.49 3.02
Unios 4.52 397 wmn

*One UF equaled 7,064 pesos in March 1991, The minimum moathly wage
was 26,000 pesos (or 3.68 UF), the average wage was about §1,000 pesos
(or 1 1.4 UF) and the maumum wage on which coatnbutions were made
was 423,340 pesos (or 60 UF).

TABLE Il
Numbers of Active Contributors
and Total Assets of AFPs, by Year
. Total Assets of AFPs
C:::bal I“A:';:d a1 End of Year (billioas of pesos)

Year of Year (tb ds  Amoust Ia 12/31/90 Pesos®

1981 1,605 (50%) 30 170

1982 1,741 (52%) 60 290

1983 ¢ 110 420

1984 1,930 (49%) 200 630

1983 2284 (5TW) 310 170

1986 2,591 (61W) 480 1,020

1987 2891 (66%W) 660 1,150

1988 3,183 (70W) 910 1,410

1989 3471 (74%) 1,35 1,720

1990 1743 (19%) 2,249 2249
*Figures in pas are contnb asp ge of total labor force.
*Adjusted by the Consumer Price Index.
“Not avarlable.
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FIGURE 1
Age Grovp Perceatage
Uader 20 6.1%
20-29 4.3
30-3% 29.2
4049 188
$0-59 64
6064 11
63 and over 0.4
Totat 100.0
FIGURE 2
Type of Investment Proportoa
Government-Guaranieed Investments 4“4.1%
(Treasury or Centrai Bank)

" Time Deposits (in banks) 17.4
Mortgage Bonds 161
Common Stocks 1.3
Bonds and Debentures IR}
Total ' 100.0

TABLE v
Distributions of Active Contributors
and Assets, by AFP, End of 1990
Proportion of Total
Acuve Contnbutors  Proportion of Total
AFP of All AFPs Assets of All AFPy
Bannuestns —_ 0.1%
Concordia 3.4% 1.4
Cuprum 1.8 6.0
El Liberiador 22 16
Futuro 02 0.7
Habitat 171 17.8
laviera 39 24
Magister 1.7 22
Pluavital 2.6 1.3
Proteccion 1.0 28
Provida 29.0 26.1
Santa Mana 20.1 19.3
Summa 10 9.6
Unwon L 2] 8.4
Total 100.0 100.0

Note Total active contnbutors were 3,739.500. Total assets were 2.249 bik-

hon pesos

young age distribution is evident, meaning that
pe1 sion outlays wilibe much higher some decades
from now.

Ruite naturally, the assets in the hands of the
AF Ps have risen greatly over the first decade of
ope-ation—{rom 30 billicn pesos at the end of
1981 0 2.2 trillioa pesos for 1990 (or USS6.8 bil-
lion). A substantial part of this increase was due
toinflation (the declining value of the peso). None-
theless, when expressed ia terms of 1990 pesos,
the growth was thirteenfold.

The assets at the end of 1990 were invested
as shown in Figure 2.

The magnitudeof the total assets of the AFPs
at the end of 1990 is indicated by the fact that
thistotal when measured against the total assets
ofthe entire banking system in Chile (including
the Central Bank) was 24.9%thereof. In 1986 this
proportion was orly 6.7%.

It should be recognized that part of the almost
haifofthe assets tiat are in government bonds can
beattributedtolcans to finano: the bomasand min-
imum peasion costs under the new system.

Table 1V shows the numbers of contributors
and the assets at the end of 1990 distributed rel-
atively amoogthe several AFPs. The largest three
AFPsinvoired 66% of the contributorsand 63%
ofthe assets. Some of the AFPs were quite small
but they serve special groups, and some of them
(e.g., Cuprum, Futuroand Proteccion) have rel-
atively much higher shares of the total assets than
of contributors.

The real annual rates of investment retum for
each year since the inception of the new system
in 1981 are shown in Table V. Also shown are
the riages of return for the individual AFPs. The
high rates of return are noteworthy. Onlyin 1984
and | 987-1989 were ratesof returnas lowas 4-7%
obtained. Whether theaverage annual rate of re-
turn of 1 3% for the entire decade can be achieved
(orevennearty achieved or halfway achieved)over
the long run is a question.

The numbers of pensioners and the average
moathly pensions, by type, for the new aad old
sysiems for September 1990 are shown in Ta-
ble V1. As would be expected, the numbers of
persionersunderthe old system are much larger
than under the new system—about a ninefold
difference---because of the relative immaturity
ofthenew system. Theaverage monthly old-age
pension—recognizing that averages can be
misleading—-is about the same under both sys-
tems, about 36,000 pesos (or USS115). On the
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other hand. the average pension for disability

and sunavorcases is significantly higher uader TABLE V

the new system than under the old one—because

of the procedure of keeping the initial amount Real Annual Rates of Investment Retum
(and also the subsequent ones) up to date with as Measured Against UFs, by Year
recent v/ages and inflation.

Thes verageoperational cost (administrative Year All AFPs Combined Range Among AFPs
expenses) per AFP member was 10,232 pesos(or 1981% 12.9% 9.5-16.6%
about US$31)in December 1990. As compared 1982 288 23.2-302
with the average contribution per member for re- 1983 212 18.5-24.7 -
tirement benefits (10% of salary) then, this was 1984 36 2244
anexpenie rate of 10.2%. Theincreasingefficiency 1983 134 130143
of operations over the years is demonstrated by :::: ':*3 11.5-15.5
the factttatin 198 1-1982 the average operational 988 ": ;:_‘::
cost was ¢ bout 15,000 pesos (interms of Decem- 1989 69 5$9.9.5
ber 1990 pesos). ) - 1990 156 33194

Anothecr way to took at relative administra- 1981-50 130 125160
tive expenses isto compare the contribution rate : '
that. on the average, is used for such purposes *July to December.

(1.5%) with: the contnbution rate for retirement

benefits( 10%), which givesan expense rateof | 5%.

HOW THE NEW SYSTEM TABLE VI
SOLVED THE PROBLEMS

The new program went fartoward solving the
many problenis inherent inthe old system. This Nmm m‘m
1s not to say that the new program is perfect, be- and Oid Systems, W 1990
cause 1t does have some weaknesses (which will ’
be descnbed later), but it is certainly a vast im-
provement. New System O1d System

The new system has the fundamental strength 7 Type Numberof  Average  Numberof  Average
of providingequa!. consistent and reasonabletreat- * ofPenson  Pensioners  Pension®  Pensionens  Peasiont
mentofalltypes of workers, instead ofhighly fa- Old Age 26,393 36047 356,378 35,745
vored. costly treatment for some workers— m‘“Y :::::: ;:;‘:: : ::;;9‘: ::-:;:
generally the higher paid ones. Then, too, effi- g .
cientadministration has been substituted for the Orpbas 21393 8.766 36,469 6.749
extremely complex and poorly run old system. Total 79.663 * 102330 *
'\:Vorkm now knowinuchbetter whcr:ﬂthcy stand —
inancually, because they have individual acoounts because not meanisgful
oftheir sccumulated contributions (which arein- "ot compucad oot
dexed tomaintain their real value)and therefore
have assurance of specific amounts accumulat- enue financing. Nonetheless, there will be very
ingtoward their retireinent needs. Also, they are large general revenue costs to the government for
promptly furmished statements of their accounts many years to come for maintaining the old sys-
three times yeariy and so have visible proof of tem for those who remained in it (especially for
their accumulated retirement protection. exisling pensioners), for guaranteeing a minimumn

Another imponiant advantage 1s that the fu- pension to beneficiaries under the new system
ture demands on the government for financing aad for the bonos.
the new system wall be significantly reduced from The new system has the strength that a substan-
the perhaps overwheimirg levelthat would have tial floor has been built under the retirement ben-
prevailed 1f the old system had continued un- efits payable from the accumulated contributions
changed. And many years hence there will no longer and any accompanying bonas—namely, the guar-

antee of a relatively large minimum pension. It is

be need for anywhere near as much general rev-




true that, because of this provision, many retirees
inthenext few years will receive only the same ben-
efitasundertheoldsystem, but because of the bet-
ter financial structure there is much morelikelihood
that benefit payments will be continued.

Finally, an important feature of the new sys-
tem is that it provides substantially higher dis-
ability and survivor pensions than the old sys-
tem. Thus, the average disability pension pay-
ablecurrentlyunderthe newsystem issomewhat
morethan doublethatundertheoldsystem, while
the survivor pensionsare almost 50%higher. In
large part, this occurs beczuse the new system
bases pensionamountson thelastsalaryandin-
dexes them while on the roll, whereas pensions
under the old system were based on a five-year
average salary without full indexing.

PROBLEMS OF NEW SYSTEM

Inthishumanworld, nosystem ofbenefit pay-
ments is devoid of problems, and no solution is
perfect. There are several areas where the new
Chilean program has certain difficultizs, either
current or potential.

Coverage compliance, which isa necessary fea-
ture of any successful social security program, has
beengreatlyimproved underthe newsystem, both
as to the number of persons covered and as to
accurate reportingof earnings. Nonetheless, there
still seems to be less than full compliance. Con-
tinuing efforts will be necessary to improve this
situation.

The normal retirement ages continue the dif-
ferential by sex that had been present in the old
system. This discrimination against men is not
as serious as it was formerly if appropriate an-
nuity purchase factors by age and sex are used.
Nonetheless, it would seem desirableto have ex-
actly the same retirement conditions apply for
men and women.

A problem area as to the disability pensions
isthelack of coordination and consistency of treat-
ment between persons who become disabled shortly
beforethe normal retirement age and those who
reach such age. The disability benefit (which is
payable forlife)willbe muchhigherin some cases
thanthe retirement pension. This can be a great
incentivetobeadjudicated asbeingdisabledjust
before attaining the normal retirement age. And
at those ages, it is usually not difficult to be con-
sidered as disabled. A possible solution to this
problem istoprovidethat the disability pension
should beatemporaryone, extendingonlyupto
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the normal retirement age, and that thereafter the
retirement pensionfrom the AFP shouldtakeover.
In conjunction with such a change, it would be
necessary toaugment the AFP account with pre-
sumed contributions duringthe period of disabil-
ity (just asisdone, in essence, inthe waiver of pre-
mium provision in life insurance contracts).

The major problemoverthetong rangeis what
will be the eventual level of the retirement pen-
sions. Quite naturally, in a defined contribution
plan, this depends to a great extent on the inter-
estrateactually eamed—or, inthis particular case,
on the real rate of investment return because the
accumulations and purchasablebenefitsare allin-
dexed. Some sponsors of the new system believe
that the ultimatelevel of retirement pensions witl
be about 70% of salary (the average indexed sal-
aryoverthelastten years of coverage). However,
thisis based on obtaining a relatively high real in-
terest rate, such as 6% over the long-range future.

Theexperiencetodateinthis respect hasbeen
relatively favorable. The realannual interest rate
intheinitial decadeof operationonthenetamounts
creditedtotheindividual accounts hasaveraged
13% (but only 8¥%2%in the last four years). Inthe
author’s opinion, it is unlikely that a real inter-
est rate of more than 2-3% will be possible over
the long run, particularly when the investments
are mainly in government bonds or bank certif-
icatesof deposit(asthey have been). Accordingly,
thereisconsiderable question whethertheeven-
tual benefit replacement ratesbasedona 10%con-
tribution rate will be as high as the goal of 70%
of final salary.

One weakness with the new system with re-
gardtotheaccumulationof contributionsinthe
individual accountsisthat thecharge foradmin-
istrative expensesisbased, in part,onaflat monthly
amount. Theresultisthatloweamershavearel-
atively smaller net contribution to accumulate
than do high earners. Although there is logic in
assessing expenses in this manner, it does seem
toproducetheundesirable result that benefits will
be proportionately larger for high earners than
for low earners (although this will sometimesbe
more than offset by the effect of the minimum
pension provision). In the last few years, how-
ever, there hasbeen atrendtoward lesseningthe
importance attached tothe flat monthly charge.

From asocial standpoint, it would be betterto
havean administrative expense charge related only
tothesize of the accumulated account (i.e.,inzs-
sence, that a small portion of the investment rate



of return would be used foradministrative expenses,
as i+ the general practice in the operation of mu-
tua. . vestment funds in the United States). The
difficulty with this approach is that AFPs would
tend to seck only high eamers.as their members,
and the AFPs that had low earmers would appear
tohave worse operatingexperience and would not
be able to pay as large a rate of interest on the ac-
cumulations. Perhaps some poolingarrangements
or charge/credit among the AFPs would be pos-
sible in order to alleviate this situation.

ECONOMIC EFFECTS
OF NEW PROGRAM

It has been argued that the new program will
result in a great increase in private savings. It is
true that this would occur if there were only the
defined contribution pension plan. However, con-
sidering the effect of other elements (such as the
costtothe government of the minimum benefits,
the bonos and the deficits of the old system), this
may well not be the case—oratleasttoonlyalim-
ited extent. So much depends on what happens
in other sectors of the economy that it is impos-
sible to give any accurate answer to the question
of the effect of the new systemon private savings.

The argument has been made that, by shift-
ing the employer contributions to the employ-
ees. a substantial reduction in production costs
hasbeen made. However, on the whole, this has
been largely offset by the required 18% increase
in pay that was made when the new system be-
gan.'! But there was some real decrease in pro-
duction costs with respect to those old systems
that had very high benefit costs.

A considerable amount of government debt
will be created in the future for meeting the def-
icitsofthe old system, formeetingthecostofthe
minimum pensionsand for payment of the bongs.
The latter are payable by the government to the
AFPs, generally many years hence, when retire-
ment orearlier deathordisability occurs—along
withappropriate adjustment forinflationand for
real interest—and not at the present time, when
these amounts payable are being determined.

Itseemsonly reasonable that a considerable por-
tion of this new debt will be purchased by the
AFPs—and desirably so—because they are such
animportant source of new investment funds. Be-
sides, this source of investment is desirable due
to the indexing of both its principal and interest.

Ifthisis done, it may well be argued that, from
a broad macroeconomic viewpoint—and con-
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sideringthe pension system asawhole—nonew
savings are being created. One argument for the
creation of the new system was to increase na-
tional savings. However, in the author's opinion,
this should not be a major purpose of a social se-
curity program—and even may not result, asin-
dicated previously.

Suchaninvestment procedureingovernment
securities would allay the fears of those who be-
lievethat the new system will eventually yield far
too much powerand control overthe private sec-
torofthe economytothe AFPs. Theinvestment
of much of the assets in government bonds will
have a neutral result in this connection.

Itis possiblethattheinvestment ofevenasmall
portion of the assets of the AFPs in the private
sector will have the desired stimulating effect, but
this certainly is a matter that will be determined
over a long period in the future. The principal
ad\ zntage of the new system in the general eco-
nomicpictureis, in theauthor’sopinion, the psy-
chological one of persons feeling that a consid-
erable specificamount of money that is indexed
against inflation is all theirs.

Currently, some discussion is occurring as to
the desirability of investing some of the assets
abroad. The argument that the monies should re-
main in Chile to develop its economy is raised
against this procedure, On the other hand, the
author sees good reason to do this to a small ex-
tent, soasto have betterdiversificationofinvest-
ments(and, asan offset, considerableinvestment
in Chile is currently being made by foreign in-
terests).

Some people argue for participants beingable
towithdraw money fromtheir retirement accounts
with the AFPs for **serious” current needs. The
author believes that this should not be permit-
ted, because the funds are set aside solely for re-
tirement needs (or prior disability or death). Fur-
ther, it would be extremely difficult to determine
administratively which “needs” would qualify.

APPLICABILITY OF APPROACH TO
U.S. SOCIAL SECURITY PROGRAM

It is a truism that an excellent solution to (he
problems of a social security program inone coun-
try is not necessarily suitable for another coun-
try. Nonetheless, let usexamine whetherthe ap-
proachtakenin Chile, which has produced highly
desirable results in solving the problems related
totheoldsystem,isapplicabletothe OASDI pro-
gram in the United States.




Fromtimetotimeinthe past, proposalshave
been made to privatize OASDI, in whole or in
part. Among the most ardent advocates hasbeen
Peter J. Ferrara, who has made several different
proposals over the years. His book Social Secu-
rity: Averting the Crisis(Ferrara 1982) sets forth
a plan to phase out gradually the current tradi-
tional social insurance system toa privatized pro-
gram based on individual accounts ¢f .xcumu-
lated contributions.'? Subsequently, he modified
this proposal soasto have only a partial phasing
out (Ferrara 1984).

Others have recommended this general pro-

cedure, pointingout the imaginative and success-
fulapproachtakenin Chile(e.g.,see Kirkpatrick
1985). On the other hand, public opinion polls
indicate that the U.S. public has little enthusi-
asm for this approach. For example, an Associ-
ated Press-NBC News poll taken in late 1982
showed that, although 75% of the respondents
hadlittieornoconfidencethat OASDI would con-
tinue to exist, 78% said that they would oppose
phasing it out altogether (and have people rely
ontheirown private retirement plans.!3 Further,
in 1983 the National Commission on Social Se-
curity Refortn considered, but unanimously re-
jected, transforming the program into one “‘un-
der which benefits are a product exclusively of
contributions paid” (National Commission on
Social Security Reform 1983).

Inthe author’sopinion, thesituationin Chile
isquite different from that in the United States.
The old Chilean system was plagued with the fi-
nancing problem of ever-growing amounts be-
ing needed fromthe general revenuesof the gov-
ernment, as well as by great anomalies and in-
equitablediscriminationsin the benefit payments
among various categories of workers. The solu-
tionadopted was not—as some American observ-
erssuperficially conclude—toestablish solelyan
individual equity program of personal accounts
based onaccumulated contributions. Rather, such
an approach is only part of the total Chilean so-
cial security program, which continuestoembody
amixture ofindividual equity andsocialadequacy,
justasdotraditional social insurance programs.

Thepresenceofarelatively highminimumben-

efit, the excessof which overthe “purchased’ an-
nuity from theindividual accountisfinanced by
thegovernment from general revenues, represents
an important social adequacy element. This is
alsothe case with respect tothe costly and exten-
sive prior service credits (the bonos)-—also financed
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bygeneralrevenues. A still further eiement of so-
cial adequacy occurs in connection with the dis-
ability and survivorbenefits, which are financed
by a uniform contribution rate, which is unre-
lated to age, sex or family status.

The effect of the new Chilean system is thus
toprovide social justice by having uniform ben-
efits forallemployment categories and by main-
taininga mixture ofindividual equity and social
adequacy principles. At the same time, the new
plan hasthe beneficial effect on the national econ-
omy of considerably reducing, but by no means
eliminating, the cost to the government for so-
cial security, whichismet out of general revenues.

Thesituationinthe United Statesasto OASDI
is quite different. Relatively little of its financ-
ing is what might be termed general revenue fi-
nancing.'*Intheauthor’sopinion, itishighly un-
desirable to have any financing from this source.
Rather, the necessary funds should be derived
ina visible, direct manner from payroll taxes on
workersand employers. Anyphasingoutof OASDI
sothatindividual accounts would beused asthe
underlyingbasis would involve hugegeneral rev-
enuecoststothegovernment. This would be nec-
essary in order to finance the benefits for those
now on the roll and for those within a decade or
two of retirement age, whose individual accounts
based on future contributions could not provide
adequate benefits.

Moreover, OASDIisoperating reasonably well
and is providing a good package of benefit pro-
tection. Thentoo, it is apparently adequately fi-
nanced over boththeshort runandthelongrange.'®

Some poorly informed critics of the OASDI
program makeassertionsthat it may become bank-
rupt in the long run (or, even more erroneously,
in the near future), whereas a privatized systzm
like the Chilean one always hasthe accumulated
individual acoountsavailable. They goontopoint
outthatthe U.S. economy may notbeabletosup-
port the growing population of the aged. What
they failtorealize isthat,ontheone hand, a priva-
tized, individual account system cannot *‘guar-
antee” eitherthe future investment rate of return
ofthe accounts orhow much pension anindivid-
ual unitofthe account will purchase. Nor,onthe
otherhand, dotheyrecognize thatasocial insur-
ance system is flexible and, if financial difficul.
ties arise in the future, appropriate (and proba-
bly small)adjustmentsincontribution ratesand/
or benefit provisions can easily be made to rec-
tify the situation.



Any attempt to completely change the struc-
ture ofthe OASD1system would produce chaos,
both from the standpoint of the benefit design
and from the general budgetary situation of the
govemment. As to the latter, huge deficit prob-
lems already exist as a result of other programs,
andtheyshould not be exacerbated bytakingon
the additional liabilities and current tax losses
that would occur under any of the proposals to
phase out OASDI and move to individual sav-
ings accounts.

Furthermore, those whoadvocatethisapproach
neverclearly indicate howadequate disabilityand
survivor protection would be provided. Norwould
the necessary benefit protection be provided for
low income persons through some social adequacy
approach. As a result, this would likely result in
asignificant growth in means-tested payments,
which are not cost effective and which involve
substantial general revenue financing (which re-
ally falisback intheend on those higher paid per-
sons whomightbelieve thatthey wouldgain from
the individual accounts procedure). 4

Endnotes

1. The author made onsite studies of the Chilean pro-
gramin December 1984 and Apn! 1991, This paperupdates
and extends an earhier article (Myers 1985b). At the end of
1990.the exchange rate was approximately 330 pesos for USS 1.

2. For a reasonably detailed description of the provi-
sions of the program as it has changed over the years, see the
vanous issues of Social Security Throughout the World, is-
sued penodically (in recent years, bienmally) by the U.S. So-
cial Security Administration, withthe firstone issued under
a somewhat difTerent title in 1940.

3. Although basing pension amountson average eam-
ingsoverthe last few yearsof employment (or, alteratively,
the highest earnings over a consecutive peniod of years) works
outquitesatisfactonly inanemployer’s pnivate pension plan,
this procedure has grave dangers when used in a social in-
surance system. Undera private plan the employer, because
of its responsibility (at least in large part) for financing the
plan, will notengage in manipulation of the “final” eamings
so as lo produce larger benefit amounts. On the other l:and,
under a nationwide system. in which costs are bome prima-
nly by “somebody else,” the employer will have much less
compunction about such manipulation. The same situation
prevails astounderreportingof eamings at the youngerand
middle ages, so as to reduce contnbution liabilities without
affecting the amounts of the eventual reirement benefits.

The solution tothe problem of havinga reasonable basis
foreamings forthe determination of pensionamounts when
there hasbeen aninflationary economy over the working life-
timeofthe benefigiary (evenifonlyamildly inflationary one)
15 {0 Use an average over many years of eamings, with the
earmings being indexedto bring them up tothe current level
of general earnings at (or near) the ime of retirement. This
procedure 1s foliowed in the U.S. OASDI program.

4. Aithoughitcould be argued that such monies should
be kept in Chile 1o augment economic growth, this does not
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seem to be essential, because there is much foreign invest-
ment currently being made in Chile.

5. Thecorresponding multiple under the U.S. OASDI
system is about 2.4 (which will be maintained at this level
in the future by the automatic adjustment provisions).

6. Indrawing this conclusion, the reasonable assump-
tion is made by the author that the 18% increase in pay was
bultintothe general earnings structure, for both existing work-
ersand for new entrants into the labor force. It might be ar-
gued that this was not done and that existing workers will
receive smaller wage and salary increases in the future than
would otherwise have occurred, while new entrants are paid
atthe same rate as prevailed before the 18% increase. How-
ever, this cannot be proven (as is always the case in the eco-
nomic arez, when one tries to prove “what would have hap-
pened if something had not actually otherwise occurred™).

7. Thisisthe same procedurethatisused in valuingthe
investment units of mutuai funds in the United States, ex-
cept that investment income and net realized capital gains
areretained (and thus increase the size of the investment unit)
instead of being distributed to the participants currently.

8. Because of the newness of the system, and despite
the availability of the bonas (described later), it is not very
likely that early retirement pensions of the size of 50% of av-
erage eamnings will be available until many years hence, un-
less the carnings in the last ten years were unusually low as
compared with previous onesor uniessthe person had made
relatively large voluntary additional contributions.

9. Analternative methodtocomputingthetotal salary
in the last 12 months of coverage before July 1979 is pro-
vided if it is more favorable. The month-by-month wages in
June 1974 through May 1979are priceindexedtojuly 1,1979,
and the total such indexed wages is divided by five to yield
the alternative “'total salary.”

10. The OASDI program provides about thislevelofba-
sic benefit to persons retiring at the normal retirement age
(currently age 65).

11. See note 6 for further discussicn.

12. Alsocontainedisanexceilent sumn.aryofotherplans
to privatize the Social Security program (see pp. 92-101).

13. Thislackof confidence inthe program'sfinancial vi-
ability still seems to prevail to a certain extent, despite the
passage of the 1983 act (which, theauthorbelieves,quitead-
equately and likely solved the financing problems that be-
came spparent in 1981-1983).

14. For more details on this matter, see Myers 1984.

15. For more details on this matter, see Myers 1985a.
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Addendum to
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This note amplifies and, in some instances, corrects the
article “Chile’s Social Securily Reform, After Ten Years™
(Benefits Quartcrly, Third Quarter 1992).
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missioner, Social Security Administration, 1981-1982; member,
National Commuission on Social Security, 1979-1981; chicl actu-
ary, Social Sccutity Administration, 1947-1970. e is cuncntly
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1. Puge 44, sccond column, first full paragraph.
A practical reason for having only the emnploy-
ecspay contributionsisthatcoveragecompliance
can bobetler cnforced on this basis than if em-
ployer conltribulions are involved as well.

2. Page 44, sccondcolumn, fourth fidl paragraph
1t might have bcen mentioned that, in the next
(wo decades, soinc retirecs willhave asecond pen-
sion, because thcy will have one under the old
sysicm as well as under the new one.

3. Page 43, sccond column, first partial para-
graph. Thedeductionof 1% fortheone AFP that
follows this proccdure is on transfers from an-
other AFP, not on transfers to another AFP.

4. Page S, sccond column, last paragraph. The
morigage bonds arc 1ol guaranteed by the govem-
ment, although there arc governmentat controls
thereon. The approved stock list is prepared by a
governmentally established commission, which con-
sists of three governnient representatives and four
representatives from AFPs. Recently Lhe Superin-
tendenciaofthe AF1’s hasgranted permiission tothe
AFPs to invest, in a limited way, in (oreign secu-
rities.

S. Page 486, first column, third full paragraph
The ratioofthe maximumcamingson whichcon
tributions are levicd Lo the average salary of all
covercd workers is not a fixed quantily, because
it dependsonwhen it ismcasurcd, The ratioshown
(5.25 times) could be as low as 4.7 times.

6. Puge 47, first coltemn, first full paragraph. As
tothethreescparate procedures for deteeminingthe
amount ofthe purchasable pensionand the method
of payment, the choice thercof is up to the retiree

7. Page 48. first column, last paragraph. The
relationship between the legal mininmum wageand
the average wage is nol a fixed one, because the
former is not autoinatically indexed to changes
in the general wage level, but rather is increased
on an ad hoc basis. The stated *one-half™ rela-
tionshiphasattimesbeen aslowas “one-third.”

8. PPage 48, sccondcolumn, third full paragraph.
Recently, disability retirces have been allowed
to usc the other two alternatives for determin-
ing the amount of the purchasable pension and
the method of payment thatold-ageretirceshave
(as per the fiest full paragraphofthe first column
on page 47). ln other words, the insurancecom-
pany transfers the annuily reserve, in whole or
inpart.tothe AP, whichthen disbursesitinthe
saine manncr as for old-age retirecs.
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PREPARED STATEMENT OF JOHN EDWARD PORTER

Chairman Simpson, thank you for holding this hearing and for allowing me to tes-
tify before you today. I come before the Subcommittee on Social Security and Family
Policy to discuss legislation that I plan to reintroduce in this Congress. My Individ-
ual Social Security Retirement Account Act, introduced as H.R. 306 in the 103rd
Congress, would change current policy governing the management of the Social Se-
curity Trust Fund reserve in order to better preserve it for future retirees.

_Mr. Chairman, last year, American workers paid $381 billion in taxes to the So-
cial Security system. $323 billion was paid out in benefits to retirees. What hap-
pened to the $58 billion surplus? Congress used it to pay for deficit spending, effec-
tively stealing future generation’s benefits. This has been going on for years. If noth-
ing is done soon to correct it, the baby boomers prediction that they will receive lit-
tle in the way of benefits when they retire will basically come true.

Sixty dyears_ ago this month, the Social Security Act was signed into law. It was
designed during the Great Depression as a way to protect elderly Americans from
poverty and preserve their dignity through a pension system in which current work-
ers would pay for the retirement of the generation before them. Over the sixty years
of its existence, it has exceeded its founders’ fondest expectations and largely eradi-
cated seniar poverty in America. But since it has never been a funded, vested sys-
tem, but always depended upon current workers’ support for retirees, changing de-
mographics mean future serious trouble for the system. If the federal government
continues to raid the Social Security Trust Fund to finance today’s overspending,
little will be available for Americans beginning to retire about thirty years from
now.

Social Security has been able to pay benefits for sixty years because a large group
of workers has supported a smaller group of beneficiaries. But unless something is
done now, when the baby boomers begin to retire in 2015 a serious fiscal crisis will
occur. These baby boomers have been paying, and continue to pay, high Social Secu-
rity taxes that in theory, are being set aside in a Trust Fund reserve to help pay
their benefits when they retire. In reality, the money is invested in federal debt in-
struments to finance ongoing federal deficits. When the boomers retire, the Social
Security Administration will need cash—not 1.0.U.s—to pay their retirement bene-
fits, and the draw down will involve literally hundreds of gillions of dollars in a very
short time frame. The options will be: (1) a huge increase in payroll taxes, (2) sub-
stantial decreases in retirement benefits, or (3) massive additional government bor-
rowing that will raise interest rates and siphon-off money needed for private invest-
ment. All are unacceptable.

Inside Washington, none of this is a secret. For several years, golicy makers have
made the correct diagnosis—that Congress was stealing the Social Security re-
serves-—but no good prescription for recovery. My prescription: cut the tax and save
and invest the proceeds.

HERE’'S HOW MY PLAN WOULD WORK:

Social Security taxes would be reduced by the amount not necessary to pay cur-
rent beneficiaries. This amount would be refunded annually into mandatory Individ-
ual Social Security Retirement Accounts, or ISSRAs, for every American worker.
These IRA-like accounts would accrue and reinvest interest, tax-free, over the work-
ing lifetime of the individual. Individual recipients would own the accounts and
would manage their ISSRA's investments, assisted by bonded trustees such as
banks, insurance companies, brokers or other money managers. Only fiduciary type,
non-speculative investments would be permitted, including federal, state and local
government obligations, time deposits, AAA corporate bonds, and perhaps, certain
mutual funds. The trustees would be criminally liable for breaches of fiduciary trust
and would only be able to release the ISSRA funds to purchase an annuity when
the owner reac{es retirement age.

Upon retirement, workers would buy a lifetime annuity to supplement their ad-
justed Social Security benefit. Any surplus ISSRA funds, not needed to reach their
unadjusted benefit level, could then be removed in a lump sum and consumed as
the retiree sees fit. An individual’s Social Security benefits would then consist of two

arts: an adi.usted payment from the Social Security Trust Fund and an annuity

enefit purchased with the person’s ISSRA funds. Social Security’s progressive
structure would be maintained by adjustment of the payment from the trust fund—
the regular Social Security benefit. Such an approach would not affect today's retir-
ees and would protect the future benefits of people currently paying Social Security
Kayroll taxes by taking them out of the hands of Congress and putting them in the
ands of those who earned them.
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My ISSRA plan would make every American worker an investor in our nation’s
economy, with a tangible stake in its success. Every American, even those who had
never saved a dime, would have a nest egg that would be theirs, that would grow
and be available as part of their retirement. Because workers would own their
ISSRA, if they died prior to retirement, their ISSRA would become part of their es-
tate to pass to their family or designees.

In addition, my proposal would put $3 trillion, in 1990 dollars, into private invest-

ments, helping to drive down interest rates and speed future economic growth. Fi-
nally, the ISSRA plan would lay the groundwork for a completely portable, fully-
funded and vested private pension system. Instead of a company or union paying
into a pension fund (which may be mismanaged or stolen sometime in the future)
the company or union may pay directly into an employee’s ISSRA. Individuals would
own and manage this fund guided by a powerful incentive—self-interest—to ensure
their own retirement security.
. Moreover, I believe very strongly that once American workers experience manag-
ing a portion of their retirement accounts, they will want to extend this concept to
full control. If, during the Depression, we could have created a fully funded and
vested Social Security system, we would have done so. But that was impossible.
While it would take decades to move from our anachronistic system to an ideal one,
there is no reason not to adopt this as a national policy goal now and work toward
such a vested, fully-funded, employee-owned system in the future.

The Social Security system has been a central institution in American society for
sixty years. We must ensure that it is as sound and strong in the future as it is
today. Taking the Social Security reserve away from Congress and putting it into
the hands of American workers through my ISSRA plan is the best way to do so.

I thank the Subcommittee for its time and would ge happy to answer questions.

PREPARED STATEMENT OF MICHAEL TANNER

Mr. Chairman, distinguished Members of the Committee: I am Michael Tanner,
director of health and welfare studies at the Cato Institute and director of Cato's
Project on Social Security Privatization. I want to thank the committee for the op-
portunity to testify on what may be one of the most important public policy issues
facing this country at the 20th century draws to a close. -

In less than two weeks, Social Security will celebrate its 60th anniversary. As it
does 8o, it is an institution in profound crisis. According to a recent public opinion
poll, more young Americans believe in UFOs than believe they will receive their So-
cial Security benefits.! The unfortunate fact is that, while their views on extra-
terrestrial visitation may be problematic, their opinion on Social Security may be
perilously close to correct.

Recently, the government’s own actuaries reported that the Social Security Trust
Fund will go broke in 2030.2 However, this estimate itself may be unduly optimistic
because 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. The real crisis
starts, therefore, not when the trust funds run out, but when they peak and start
to decline. At that point the trust funds must start turning in bonds to the federal
government to obtain the cash needed to finance benefits. But the federal govern-
ment has no cash or other assets to pay off these bonds. It can only obtain the cash
by borrowing and running a bigger deficit, increasing taxes, or cutting other govern-
ment spending.

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 re-
ceive the promised benefits, such benefits will amount to a low, below-market return
for those taxes. Studies show that for most young workers such benefits would
amount to a real return of one percent or less on the required taxes. For many, the
real return would be zero or even negative. These workers can now get far higher
returns and benefits through private savings, investment, and insurance.

271 “ggl;eration X Believes UFOs but Laughs at Social Security,” Washington Times, September
41995 Annual report of the Board of Trustees of the Federal Old-Age and Survivors Insurance
and Disability Trust Funds (Washington, DC: Government Printing Office, April 11, 1995).
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In a forthcoming study for the Cato Institute, financial analyst William Shipman
considers the potential investment return under a variety of scenarios.3 Mr. Ship-
man considered the examples of both high and low income wage earners born at
three different dates (1930, 1960, and 1970). Shipman then compared the social se-
curity benefits that the individual would receive with the potential return that the
individual would have received if he or she had been allowed to invest an amount
equivalent to the payroll tax in either stocks or bonds.

_ If, as is likely, the system’s impending financial crisis forces reforms such as rais-
ing the retirement age, means-testing benefits, or increasing the payroll tax, Social
Security will become an even worse investment for today’s young workers.

The only viable alternative that will continue to guarantee that older Americans
will be able to retire with dignity is to privaf.ze the Social Security system.

What would a frivatized system would look like? While it is not necessary at this
point to go into a 1 the details of how such a system would function, the logical alter-
native would be some form of mandatory savings program. For example, the 11.2%
payroll tax that is the combined employer-employee contribution to OASDI, the Old-
Age and Survivors Insurance and Disability Trust Fund portion of the Social Secu-
rity program, could be redirected toward a Personal Retirement Account (PRA) that
is chosen by the individual employee.

Under this scenerio, Personal Retirement Accounts would operate similar to cur-
rent Individual Retirement Accounts (IRAs). Individuals could not withdraw funds
from their PRA prior to retirement, determined either by age or PRA balance re-

uirements. PRA funds are the property of the individual. Upon death, remaining
unds would become part of the individual’s estate.

PRAs would be managed by the private investment industry in the same way as
401k Klans 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. One way to protect against excess risk would be to have PRA fund bal-
ances reported in two categories. All funds up to a calculated minimum requirement
would be designated as “Basic” fund balances. “Basic” fund balance limitations
would be calculated by determining 110% of the present value of the actuarially de-
termined retirement annuity necessary to provide a real monthly income after re-
tirement equivalent to the current national minimum wage. The future annuity
cash flow could be “iscounted using the current 1-year T-Bill rate, providing an ex-
gected real.rate of return without long-term inflationary expectations. “Basic” fund

alances would be subject to asset allocation restrictions that would limit the risk
to which they could be subjected. For example, there may be a limitation on how
much of the portfolio could be Jnlaced in common stocks.5 Funds accumulated above
the “Basic” fund balance would be reported as “Discretionary” fund balances. “Dis-
cretionary” PRA balances would not be subject to the asset allocation restrictions
of “Basic” balances and would, therefore, be eligible for a wider range of investment
options. _

In addition, the government could maintain a safety net, guaranteeing a mini-
mum 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 PRA is insuffi-
cient to provide an actuarially-determined retirement annuity which would provide
a real monthly income equal to the minimum wage, the government would provide
a supplement sufficient to bring the individual’'s monthly income ug to the level of
the minimum wage. Given historic rates of return from the capital markets, even

3 William Shipman, “Retiring With Dignity: Social Security vs. Private Markets,” Cato Insti-
tute Social Security Paper no. 2, August 14, 1995.

4For a detailed discussion of what a privatized Social Security system ma( look like‘ see Karl
Borden, “Dismantling the Pyramid: The Why and How of Privatizing Social Security,” Cato In-
stitute Social Security Paper no. 1, August 14, 1995.

8There are many possible formulas to restrict such risk. For example, Karl Borden pro?oses
the following: 100% of basic fund balances could be invested in a diversified portfolio of cor-
g?raw and government bonds with a portfolio duration matched to a planned retirement age.

o bond rating requirements would apptl_y but diversification must be adequate to eliminate
95% of non-systematic risk from the port olio. No more than 25% of the fund could be invested
in government securities, “agency” issues, or government-guaranteed debt. Up to 50% of the

rtfolio could be invested in diversified funds of equity securities. Equity securities would be
imited to those traded on the New York, American, or NASDAQ excharﬁes, and portfolios must
be sufficiently diversified to eliminate 956% of non-systematic risk. Although investment in
broad-based index funds would be permitted, no trading in derivative securities would be al-
lowed other than those necessary for hedging strategies associated with reducing cash demand
risks and smoothing variances from index returns. Systematic risk for eligible portfolios would
be limited to a portfolio maximum beta of 1.05.
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a minimum wage earner will receive more than this minimum from the new system
if he or she participates their entire life. Therefore, in the abaence of a major finan-
cial collapse, the safety net would be required for few aside from the disabled and
others outside the workforce.

Those presently in the workforce would have the option of remaining in the cur-
rent Social Security system or switching to the new private system. Individuals en-
tering the workforce after implementation of the private system would be required
t% pax('lticiliate in the new system. Thus, the current system would eventually be
phased out.

It is important to realize that the idea of privatizing Social Security is not com-
pletely untested. Chile’s Social Security system predated ours, having started in
1926. By 1981, Chile faced the same difficulties as presented by the U.S. Social Se-
curity system today. In response, Chile privatized its system.6

The new Chilean system which went into effect on May 1, 1981, is a true “defined
contribution” pension plan with mandatory contributions of 10% of earnings for pro-
gram participants. The pension available from the system is simply that which is
actuarially computed from the accumulated contributions.

When the new system began, those in the old system were given the option of
switching to the new. After 1982, all new employees were required to join the new
8 §f%et:i" As of 1992, approximately 90-95% of all persons under the old system had
shifted.

Contributions to the system are paid entirely by the employee, with no employer
payroll tax to support it. At the initiation of the system, however, all employers
were required to give a wage increase of 18% to all employees, approximating the
increased cost to the worker but less than the reduced cost to the employer of the
new system.

Pension funds are invested in security portfolios administered by-private organi-
zations known as “Adminstradoras de Fondos de Pensiones” (administrators of pen-
sion funds, or AFPs). Twenty-one AFPs, which compete with each other on the basis
of investment returns and service, are closely regulated, complying with government
mandated financial and investment requirements. Each worker chooses the AFP in
which he wants to participate, and may transfer fund balances at his own discretion
up to four times per fyear. Like any other rnutual fund, the AFP invests fund bal-
ances in a portfolio of securities, and charges the portfolio an administrative fee for
its services. Fees are a combination of a flat monthly percentage plus a percentage
of earnings, and the AFP fee charges are well publicized so that individual workers
may consider the charges in their choice of funds. Fees average 1% of total wages,
down from more than 2% since the system was started. Several of the funds, in fact,
are owned and operated by U.S. investment firms. Provida, with 25% of the system’s
assets and the largest AFP, is 42% owned by New York-based Bankers Trust (ac-
quired as part of a $45 million debt-for-equity swap in 1986), and Santa Maria, the
secéond-largest AFP, is 51% owned by Aetna Life & Casualty of Hartford, Connecti-
cut.

AFP asset allocation, however, is strictly regulated by the government. Portfolios
must consist of no less than 60%. investment in government obligations, “agency”
issues of other government-guaranteed securities leaving no more than 50% of the
portfolio that may be invested in private-sector securities. Common stocks may com-
prise a maximum of 30% of the portfolio (with no more than 7% of the total in any
one company and no more than a 7% stake in any particular corapany). Finally, only
stocks on a government-approved list may be purchased. No foreign securities have
made the list. - ’

The entire system provides for automatic market indexation by translating con-
tributions into investment units. Investment unit value is calculated similarly to a
mutual fun Net Asset Value (NAV), taking the total current value (in pesos) of the
total funds of the AFP divided by the total number of investment units of all mem-
bers at a point in time.

Minimum retirement ages are 65 for men and 60 for women. Participants may,
however, retire earlier if the pensions payable is at least 50% of their average earn-
ings over the previous 10 years and 100% of the legal mi‘nimum monthly wage.

8 For details of Chile's exl?en'enoe with privatizing Social Security, see Jose Pinera and Mark
Klugmann, “The Chilean Private Pension System,” International Center for Pension Reform,
Santiago, Chile, 1995, Luis Larrain, “Social Security Reform,” in Christian Larroulet, ed., The
Chilean Experience: Private Solutions to Public Problems (Santiago, Chile: Center for Inter-
national Private Enterprise, 1991); Marco Santamaria, “Privatizing Social Security: The Chilean
Case,” Columbia Journal of World Business, (Spring 1992); Robert Myers, “Chile’s Social Secu-
rity Reform After 10 Years,” Benefits Quarterly, (Third Quarter 1992); and Saul Hansell, “The
New Wave in Old Age Pcnsions” Institutional Investor (Nov. 1992).
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Three alternative methods for determining the pension value are available at the

participant’s discretion: a. The accumulated contributions may be used to purchase

a life annuity from a private insurance company. Annuities must be government ap-

proved and must include survivor benefits for dependents.

i b. The retiree may elect to receive a pension paid from the AFP directly. It
is calculated using the life expectancy of the family group applied to the balance
remaining in the account, which continues to earn income gased on the AFP’s
performance.

c. A partial withdrawal may be used to purchase a private annuity with the
remaining paid out directly from the AFP.

Perhaps the most innovative feature was the means by which the Chilean govern-
ment sought to provide for transition to the new system. The government issues
“bonos de reconocimiento” (recognition bonds), which effectively recognize the value
of the obligation incurred by the government (the taxpayers) to those who have par-
ticipated in the old system. .

“Bonos” are availa{le to any worker who had at least 12 months of contributions
to or coverage under the old system in the 60 months prior to the start of the new
system. The calculation of the “bonos” due an individual system participant is tech-
nically complex, but provides the financial mechanism for the transition to the new
system. An alternative method of calculation allows anyone who contributed to the
old system after July, 1970, to receive value for the participation. “Bonos” are essen-
tially government bonds that pay 4% annual interest and add to the accumulated
contribution value of the AFPs at the time of retirement. Interest on the bonds is
paid out of the government’s general revenue fund and is in no way supported by
the new pension system. .

Finally, a minimum retirement pension is payable to individuals with at least 20
years of contributions to the old and new systems combined. Disability cases have
a two year contribution requirement. The minimum pension is set at 85% of the gov-
ernment-mandated monthly minimum wage, but does not apply to workers in the
“informal” labor market who have never contributed to a plan. Disability and survi-
vor benefits are not paid from the 10% contribution to the AFP. An additional re-
quired contribution (variable by AFP and averaging about 1.5%) is collected by the
AFPs and paid to private insurance companies to purchase private insurance cov-
eraie for the group of workers contributing to that AFP.

The success of Chile’s public pension privatization can be measured in many
ways. Whereas in the late 1970s there were virtually no savings, now the cumu-
lative assets managed by AFPs are about $23 billion or roughly 41 percent of GDP.
During the past decade Chile’s Real GDP growth has averaged over 6 percent, more
than double that of the U.S. And for the five years ending 1994 the annualized total
return of the Chilean stock market was 48.6 percent versus 8.7 percent for the U.S.
But most important, beneficiaries are receiving much higher benefits. Since the
privatized system became fully operational, the average rate of return on invest-
ment has been 13 percent per year. As a result, 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. Chile’s reforms
are seen as such a huge economic and political success that countries throughout
Latin America, including Argentina, Peru, and Columbia, are beginning to imple-
ment similar changes.” )

Obviously the Chilean model cannot be directly imported to the United States.
There are many differences between the two countries economies and cultures. In
addition, there are areas where the Cato Institute believes the Chileans were to re-
strictive or made other errors. However, the Chilean experience shows that the pri-
vatization of Social Security can be carried out successfully. o

The most difficult question for any proposed privatization of Social Security is the
issue of the transition.® Put quite simply, regardless of what system we choose for
the future, we must continue benefits to today’s recipients.

At the same time, however, we should understand that the design of a new sys-
tem has nothing to do with the liabilities that (rightly or wrongly) have been ac-
crued in the past. The government’s obligation to current (and even future) retirees

7See Alexander Estrin, “Peru’s Privatization Option for Pension and Health Systems,” Social
Security Bulletin 56, no. 3 (Fall 1992): 79; G. Ricardo Campbell, “Argentina Approves a Privat-
ization Model for Social Security,” Social Security Bulletin 56, no. 4, (Winter 1993): 99-100; and
G. Ricardo Campbell, “Columbia Moves Closer to the Privatization of Social Security,” Social
Security Bulletin 56, no. 2, (Summer 1993): 52. .

8The Social Security Administration puts the transition cost at $6.9 trillion. Geoffrey
lz(;lllmggn. “Social Security: The Chilean Example,” CRS Report for Congress, 95-839 EPW, July

. 5.
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is unchanged by a decision to privatize the system. What does change is the willing-
ness to acknowledge currently unfunded liavilities. The commitments entered into
by the federal government as a result of spending current Social Security receipts
are what financial economists call a sunk cost. The liability has aiready accrued and
exists whether we privatize the system or not. In the future the government, if it
is to honor its commitments, will {e forced to either tax or borrow additional funds
from the private sector to finance the cash outflcws necessary to meet these obliga-
tions.

Still proponents of privatization bear the responsibility for suggesting funding
mechanisms for the transition. The reality is that the transition will probably in-
volve some combination of four approaches.

The first of these is a partial default. Any change in future benefits amounts to
a partial default. Tuis could range from such mild options as raising the retirement
age, reducing COLAs, or means-testing benetfits to “writing off “ obligations for indi-
viduals under a certain age who opt into the private system.®

For example, any individual under the age of thirty who chooses the private sys-
“tem may receive no credit for past contributions to Socizl Security.

The second solution to the problem of unfunded liabilities is one that provides for
the recognition of the present value of those liabilities in the form of government
bonds to be issued to current system ‘participants and taxpayers. Once we have de-
cided on the extent of the limited defaults the system wZH tolerate, it is not a dif-
ficult calculation to determine the moral (if not legal) stake each working American
currently has in the implied promise of the current Social Security system to each
of us. The system currently calculates a figure known as a “Primary Insurance
Amount” (PIA) based on a review of the taxpayer’s average monthly earnings from
employment covered by the program. “The PIA is the benafit for a single retired
worker who starts receiving his monthly Social Security check at the normal retire-
ment age.” 19 Normal retirement age is now 65, but will rise to 66 in 2008 and to
67 in 2027 (and could, as above, rise further with further system defaults). Benefit
computations are based on earnings during the 35 years of highest covered earnings
up to age 62 (or the worker's age when he or she applies for benefits, whichever
is later), and the wages in each year of the earnings record before age 60 are multi-
plied by an index factor to take into account the growth in netional average earn-
ings since that year. The result is the individual’s “average indexed monthly earn-
ings” (AIME), which is then multiplied by percentages that are weighted to favor
low-income earners to finally determine the Social Security benefit.

The AIME can be used to calculate for each American worker today his or her
expected retirement benefit given tax “contributions” to the system to date. Current
retirees’ benefits are, of course, already determined. The presen: value of the actu-
arislly-calculated annuity due each system participant may then be easily calculated
discounting at the T-Bond rate, and each system participant can be issued zero-cou-
pon T-Bonds maturing at their projected retirement date. The bonds would be
placed in each individual’s PRA.

It is important that these zero-coupon Treasury securities tten be allowed, in
turn, to trade on the secondary market. Within the limitations already described for
Basic fund balances, both current retirees and prospective retiiees should imme-
diately begin to personally manage their PRAs according to th:ir own risk pref-
erences, thus increasing the diversification benefits of individual PRA portfolios and
maximizing personal liberty. A third method of financing the transition would be
continue a small portion of the current payroll tax. For example, workers could be
allowed to invest 10 percent points of the current 12.2 percent GASDI payroll tax,
with 2.2 percentage points continuing to fund a portion of current benefits.

Finally, Congress could identify additional spending cuts and use the funds to pay
for the transition cost. For example, the Cato institute has identified more than gSO
biilion in corporate welfare that could be eliminated.!!

In conclusion, we must realize that Social Security is an unfunded pay-as-you-go
system, fundamentally flawed and analogous in design to illegal pyramid schemes.
Government accounting creates the illusion of a trust fund, but in fact the govern-
ment spende excess receipts immediately. The liabilities already created are unrec-
ognized by the government accounting system, but represent sunk costs that cannot

®The Supreme Court has already held in Fleming v. Nestor that workers have no property
rights associated with the Social urity system, including no legal claim to either their ac-
crued contributions or their anticipated benefits.

1°Pamela M. Terrell, “Social Security: The Search for Fairness” Editorial Research Reports
by the Congressioral Quarterly, April 5, 1991.

!1Stephen Moore and Dean Stansel, “Ending Corporate Welfare as We Know It,” Cato Insti-
tute Policy Analysis no. 225, May 12, 1995.
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be recovered. Only adjustments in spending patterns can pay for those commit-
ments. The choice remaining is between continuing to support a bankrupt system,
or building a financially sound structure for the future.

Only private pensions with individual property rights to accumulated fund bal-
ances can create a secure pension system. Evidence of such a system’s effectiveness
is available from the example of Chile, which privatized its system in 1981. The
glan has been a success but stops short of fulf)privatization. Various plans have

een proposed for the U.S., but each suffers the effects of compromise with central-
planning approaches.

A plan that achieves the dual objectives of security and personal liberty would di-
vert current OASDI payments to private Personal Retirement Accounts, similar to
Individual Retirement Accounts (IRAs), managed by the financial securities indus-
try. Modern risk-management methods should be used to minimize risk for the por-
tion of the account necessary to finance minimum retirement needs. Personal risk
preferences should be allowed to guide the investment of fund balances in excess
of the minimum.

Transition to a new system requires a recognition of current intergenerational
commitments and makes choices that minimize transactions costs as we liquidate
obligations to ourselves and integrate system liabilities into a privatized financial
structure.

Thank you, I look forward to answering you questions.
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Mr. Chairman, Members of the Committee, thank you for the opportunity to offer
%sl:&gment on behalf of the American Federation of Government Employees,

BACKGROUND

The Social Security Administration has been increasingly unable to properly fulfill
its public service mission and stewardship responsibilities over the past 10 years.
These problems have been well-documented in testimony by AFGE and others con-
cerned about SSA. The Agency cut its workforce by 17,000 positions in the late
1980’s, and made unrealistic forecasts that future systems improvements would
make up for it. Automation could not make up for the losses, and the situation has
worsened as disability workloads and other responsibilities have grown much faster
than predicted. We are now faced with the prospect of another round of cuts, and
more promises about the efficiencies to be realized from automation. The crisis has
been exacerbated by a lack of strong, stable, responsible leadership and by the con-
tinued politicization of the Agency and its programs. Things would be far worse if
not for the efforts of the dedicated, experienced employees who remain.

We wonder when SSA will start acting like an independent agency by asking Con-
gress and the Administration for what is so desperately needed, authority to hire
and train more direct public service workers. Social Security is too important to the
public to be further crippled by the meat axe approach to cutting the Federal
workforce. By refusing to invest in hiring and training, SSA is being “penny-wise”
and “pound-foolish.” ,

Disabled individuals wait far too long for medical decisions. On the other hand,
we are entitling people who should not receive benefits, and keeping others on the
rolls after they have recovered. We save “pennies” in administrative costs by keep-
ing staffing too low, and waste “pounds” by net payout of excess benefits.

5uality and integrity reviews, already inadequate, are being further reduced. In-
vestigation and prosecution of fraud and abuse gets little attention and almost no
resources. This depletes the Disability Trust Fund for Title II, and the General
Fund for Title XVf, and causes further loss of public confidence in these programs
and in Government at large.

PRIVATIZATION IS NOT THE ANSWER

Unwilling tc champion the clear need for substantial increases in staff, SSA lead-
ership has turned to others who wish to do the Agency’s work, and intends to ex-
pand this collaboration. SSA claims that 6%-7% of disability claims are currently
taken by “third parties.”

State and local government agencies, non-profit organizations, and for-profit busi-
nesses are involved. Most operate with little or no oversight from SSA, and their
employeesa/volunteers typically have little or no training. None are as qualified as
$SA’s own employees, and they do not receive similar ongoing training and access

(2
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to instructions needed to properly take applications for our complex and constantly-
changing programs. All are motivated to get their clients transferred from other in-
come support and/or medical insurance programs to Social Security and/or SSI bene-
fit rolls and Medicare and/or Medicaid.

For-profit businesses are paid well if they generate awards, little or nothing for
taking claims which end up as denials. For instance, one of them receives $700 for
an award and nothing for a disallowance, another a $125 filing fee only if the claim
is denied but $1600 if allowed! These natural conflicts of interest distinguishes them
from Federal employees whose duty it is to ensure that only eligible individuals be-
come entitled, and then only to the amount in benefits due them under the Social
Security Act.

It is also a conflict of interest for authorized representatives to “assist” SSA in
taking initial claims, then represent the claimant against the Agency for a fee at
a later hearing.

We know that allowing non-Federal employees to become involved in critical
claims-related functions which are inherently governmental in nature can harm pro-
gram administration, applicants, and taxpayers. The Agency has refused to code
these “third party” claims for quality and integrity review purposes, to review the
claims, or to conduct any cost-benefit analysis, Jespite the recommendations we
have been making as this activity increased over the last 5 years.

Fortunately, we do know about the independent evaluation of the SSI Qutreach
Demonstration Program by Sociometrics Corporation, the expanding investigation of
interpreter fraud in the SSI program, systems security risks identified by com%uber
experts, Privacy Act issues, and the experiences of our own employees. On the basis
of our knowledge and experience, we can evaluate the Allsup Inc. proposal and the
Statement of Representative Tom Davis presented on May 24 to the Committee.

THE SSI OUTREACH DEMONSTRATION PROGRAM

Since 1990, Congress has appropriated at least $27 million in grants for the SSI
Outreach Demonstration Program. Additional costs have been borne by local SSA
field offices who train grantee personnel, correct obvious mistakes on forms received
from them, and process the referrals or claims. SSA pays up to 95% of the adminis-
trative costs of agencies which are awarded contracts. Grantees once only screened
and referred potential applicants; but have become increasingly involved in taking,
developing, and documenting both SSI and Social Security Disability Insurance ben-
efit applications. Non-profit, for-profit, and state or local government agencies are
eligible to apply for grants under the latest version of the Program.

he Sociometrics Corporation’s August 1994 Report revealed that after the first
4 years only 4,544 applicants had been awarded benefits through this Program!
AFGE assures the Committee that SSA workers are far more productive, and is con-
vinced that private sector efficiency would be worse yet due to the need to make
a profit and the absence of any unpaid volunteer claim-takers. High turnover of
antee volunteers and employees, poor management, and underestimation of the
ifficulty of the work, were cited as problems in a number of the 31 projects which
were evaluated. Large numbers of applicants were incorrectly “screened-in” as eligi-
ble by the grantees, causing a lot of unnecessary processing work for SSA’s employ-
ees. Most alarming was the discovery that some applicants were incorrectly
“screened-out” as ineligible, but later applied with SSA anyway and were deter-
mined to be eligible.

SSI INTERPRETER FRAUD

SSI fraud perpetrated by applicants, “middleman” interpreters (including state
and non-profit agency employees), and J:hysicians is currently being investigated by
SSA employees serving on national and regional multi-component task forces. Mid
dlemen complete the medical questionnaire part of the disability claim, arrange for
the manufacture of medical and non-medical allegations and evidence, charge fees
to applicants illegally, and accompany them to Social Security offices and medical
exams, Applicants do not know that SSA will provide service directly without charg-
ing a fee, and many who are in fact disablezf and eligible are taken advantage of
by these third parties. Hundreds of individuals have been implicated in the Tacoma
and Vancouver areas in Washington state alone, and millions of dollars paid out er-
roneously. The problem in Seattle ap%ears to be bigfer, but has not yet been fully
investifated. Significant activity has been uncovered in Texas and California, and
probably is occurring in many other states.

This scandal was the subject of a hearing of the House Ways & Means Committee
Subcommittees on Oversight and Human Resources in February 1994. Commis-
sioner Chater announced that one of SSA's administrative initiatives would be to
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establish a database identifying available, reliable interpreters and translators for
our employees to use. We are still waiting for the interpreter database, and we do
not even have national directories of SSA employee interpreters and translators for
our interviewers to use.

We have learned the following, and must not forget these lessons when consider-
ing other initiatives to privatize or collaborate with other organizations:

1. Given the opportunity, some people will steal from the most vulnerable in-
dividuals as well as the taxgayers at large.

2. SSA loses control of the claims process when others are involved in com-
plc_a(timg applications, recording information and documentation, and gathering
evidence.

3. We cannot afford not to review cases. It took years for this scandal to be
exposed. If we were doing timely continuing xfi,sability reviews and SSI
Redeterminations in person, and comprehensive quality and integrity reviews,
millions of taxpayer dollars would have been saved. Staff and resources, and a
strong commitment from Management, is needed.

RISKS TO SYSTEMS SECURITY AND PRIVACY

SSA had planned to allow electronic filing by 3 Outreach Demonstration Project
grantees beginning in April, and to other third party claim-takers as part of Disabil-
ity Redesiﬂ:l‘ beginning in August. These plans were put on hold due to concerns
raised b GE and by a March 18 article in the Baltimore Sun. H&R Block, Allsup
Inc., and other private sector entities have been lobbying for electronic access to file
disability claims. SSA’s REGO II initiatives call for electronic filing of retirement
claims by businesses on behalf of their employees.

Computer experts insist that no “fire wall” can be built which would exclude
skilled hackers from SSA’s vast databases if electronic filing of applications by third
parties is allowed. Numerous intrusions into supposedly secure systems have been
documented in the media. There must be no tolerance for any initiative which com-
promises systems security and the privacy of individual Americans in any way.

Funds could be stolen electronically by setting up phony claim records in SSA sys-
tems, money diverted from existing records i:, “representative payees” and through
direct deposit to bank accounts, data could br. 2" ~nged on existing records to change
payments, and earnings records could be alterad,

n violation of the Privacy Act, the Agency currently permits volunteers and non-
SSA employees in SSA field offices to have direct access to many kinds of records.
It has also given some state employees direct access to Social Security Number
records and other electronic systems of records, and expects to open these private
files to other states. These non-Federal employees are not subject to the Privacy Act,
and could not be sanctioned for violating it. SSA intends to allow the public direct
access to its earnings files next year via kiosks and the INTERNET. Long-range
plans would allow everyone direct access to databases to file claims, and to change
addresses and other information.

Agency leaders have shown irresponsible disregard for their duty to protect the
privacy and financial security of Americans. Congress and the public must insist
that records be secured and not compromised by SSA’s reliance on third {)arties, or
on individual self service, where there is any possibility that an individual could ac-
cess records on others. It was reported that former Commissioner Dorcas Hardy lost
her job in 1989, in part, because of an arrangement by which SSA verified Social
Security Numbers for a credit agency. It seems that Agency leaders still do not take
seriously their responsibilities to protect the extensive private information held in
our files on virtually every American.

SSA EMPLOYEE EXPERIENCE WITH THIRD PARTY CLAIMS “ASSISTANCE”

The Agency has not been interested in determining how mary_ -people have lost
benefits, been paid incorrect amounts, or received money not due, as a result of
third party involvement. Claims are taken by people who have little or no training,
and natural conflicts of interest. They are then submitted to our employees to be
processed. Quality and integrity are traded off for the expediency of having someone
else take applications, which is supposed to offer relief to our decimated workforce.
In reality it often delays the process for the applicant, and creates more work for
SSA employees.

Third parties frequently take weeks to get applications for benefits to SSA for
processing, which delays initiation of development and the decision. The delay can
cost the individual benefits if a filing date is not properly protected by the third
Barty. Few of them know enough about Social Security child, spouse, and survivor

enefits to identify potential entitlement; again causing potential loss of benefits.
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Claims Representatives must load paper applications from third parties into auto-
mated systems, but normally take claims directly on the system themselves. Paper
claim questions and format are different than those for automated claims, so do not
translate perfectly. SSA employees must make another contact or guess at the an-
swers, which is either inefficient or puts quality at risk.

Recontact with applicants is often necessary to complete the claim file and resolve
obvious errors and inconsistencies. Our Claims Representatives recognize when sup-

lemental forms are needed and have them availagle, and the need to ask necessary
ollow-up questions not on the forms. Cleaning up third party errors and omissions
becomes especially difficult and delays case processing when we are required to deal
with a third party serving as authorized regresentative. We are then required to go
through them rather than deal direct with the claimant. An SSA employee may
have to call Kansas to request information about an individual who lives in the em-
Slciyee's own smal. community in Washington state, for instance. This causes more
elays.

Third party authorized retpresentatives demand that SSA employees photocopy
files for them, send copies of notices and computer screens, etc. This creates addi-
tional work for Claims Representatives, since we have virtually no clerical support
in field offices, and takes us away from claims processing work.,

A Social Security employee typically has no direct contact with the claimant,
which raises concerns about identity and Fossible fraud. We are concerned that
widespread program integrity problems similar to those being identified in the inter-
preter fraud investigations are occurring in other kinds of third party situations. It
also means that claimants are not receiving proper and complete reporting instruc-
tions, and our employees increasingly report that this is causing more overpayments
which cannot be recovered. Allegations of “without fault” by beneficiaries who were
not advised of their responsibilities to report changes lead to decisions to waive
overpayments rather than collect them.

Some specific problems reported to us regarding actions particular for-profit third
parties involved in the claims process include:

1. intentionally failing to list all income on applications.

h2. ﬁltering applications by changing answers without the applicant initialing
the change.

3. persuading claimants to waive the right to an oral hearing, to save admin-
istrative (travel) costs for the authorized representative.

4. withholding medical evidence in early stages so that claims go through the
entire appeals process before being allowed, thus increasing the fee that SSA
authorizes as a percentage of back pay to the claimant representative.

5. overcharging claimants by assessing fees both within and outside the fee
petition process.

6. selective medical documentation to ensure allowance of claims, because a
contract claim-taker is paid by an insurance company only if allowed.

7. claimant representatives tape-recording initial claim interviews with SSA
em lé) zes and creating a hostile, adversarial relationship between the claimant
an .

8. abuses in preparing, and charging fees for development of, Plan for Achiev-
ing Self Support (PASS) plans.

REGO 1l

The Agency’s charge under REGO II, to increase the number of Social Security
Retirement claims filed by employers for their employees, has not been well-received
so far by businesses. They see no advantage for them to take on SSA's work and
are suspicious that it will become mandatory in time. They offer integrated pension
programs, where there is an offset due to Social Security, less often than in the
past, 80 do not need to know the amount of the Social Security payment. They are
concerned that they could be held liable if they do something wrong in taking, devel-
oping, or documenting a claim that would harm an individual. SSA intends to keep
trying to generate interest.

THE MYTH OF THE SIMPLE CLAIM

Many people inside an outside of the Social Security Administration who do not
themselves take, adjudicate, or review claims operate under false impression that
certain kinds of claims are “simple.” Retirement apﬁlications are often characterized
this way. The implication is that these can be taken, developed, and documented
properly by interviewers who have little training and experience. In reality there
18 no way to tell if any claim, no mater what kind it is or appears to be, will be
“simple.” Few turn out to be.
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Social Security benefit applications are legal documents, and until each on is adju-
dicated, it is an ?p lication for all benefits which may be payable. Only careful
interviewing by a fully-qualified SSA employee will ensure that entitlement to each
type of benefit that exists is considered. A qualified interviewer must be knowledge-
able about dozens of little-known benefits addition to the better-known retirement,
disability, spouse, and survivor benefits. For example, entitlement may be available
to a divorced individual on the record of living or deceased worker. We pa
totalization benefits under a growing number of international eements whic
credit workers for their coverage under social security systems of other countries.

Benefits can be lost when potential entitlement is not recognized and a claim not
taken during what appears to be an early contact, because we cannot ordinarily pay
benefits for months before the month of filing. Benefits based on age can begin be-
fore age 62, as early as age 60 or even 50 for certain benefits. Full-time employees,
even those with high earnings who intend to stop or interrupt work later in a year,
may need to fie while still employed in order to receive correct payments.

In order to entitle people to the proper check, our interviewers must know which
benefits from other sources result in an offset, which types of payments from em-
ployers or from self-employment require withholding of benefits, and be trained to
identify and correct earnings record posting problem. Earnings record problems cre-
ate significant risk of payment error, particularly because of the need to credit mili-
tary service and due to especially significant earnings posting problem for years be-
fore 1951 and after 1977.

CONCLUSION

Americans pay more and get less when the most sensitive, critical, complex re-
sponsibilities of the Social Security Administration are turned over to others.

Their charitable contributions must increase to support non-profit organizations
who take, document, and develop benefit applications.

Their state and local taxes fund such activities by state and local government em-
ployees. Their fees to authorized representatives cost them ’\Ix‘g to $4,000 in retro-
active benefits which they would otherwise receive. ey pay more for
goods,services, and insurance premiums when businesses’ insurance companies pass
along the cost of hiring private sector claim-takers to do SSA work. Federal taxes
are increased to pay for demonstration projects and contracts which are far more
expensive than increasing the number of gSA employee service providers.

andling by third parties can add delays at various stages of the claim process,
increase SSA administrative costs, and result in loss of benefits to individuals.

Fraud by “middlemen” has already cost all of us many millions of dollars in Wash-
ington state alone. This no doubt represents just the tip of the iceberg. SSA must
finally take responsibility for evaluating and monitoring quality, integrity, and cost
of third-party claims.

We have seen plenty of evidence in other agencies of the terrible risks involved
when w2z rely too much on the private sector: those spendy Defense Department
hammers were from a contractor, the U.S. mail was dumped in Chicago by contrac-
tors, the Space Shuttle “O” ring was from a contractor, and the $5 billion/year in
fraudulent earned income tax credit refunds were obtained primarily through elec-
tronic filings via H&R Block and others in the private sector.

We cannot afford a similar disaster at SSA. We are at a crossroads, and absent
responsible Agency leadership it is incumbent on Congress to lead us down the good
government path.

There must be no tolerance for compromising systems security and privacy. Cur-
rent violations must be dealt with immediately, and future initiatives planned very
carefully to ensure that laws are adhered to, and individual rights protected.

I thank the Chairman and the Committee for considering this testimony, and wel-
come any requests for more information and documentation.
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