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59th National Conference
Welcome Addres s
Dr. J .D. Foster, Executive Director,
Tax Foundation

Social Security System is something tha t
is being talked about and written about in-
creasingly. Studied, the discussions are
slowly working their way out of the thin k
tanks and into legislation and public debates
such as this . College students and graduate
students make up a large part of our audi-
ence today, and guys, this affects you . You
may not be in the workforce yet, but i f
things are allowed to continue as they are ,
when you start paying payroll taxes yo u
probable would not see much of it back .
You need to understand what is going o n
and what the solutions are this really is about
your future .

The Social Security Systems is in troubl e
because it is going to run out of money. I t
is as simple as that . It is going to run out of
money about the time that the college stu-
dents in this room are going to be expect-
ing to receive something from it . There i s
not going to be anything there, as it cur-
rently stands. So, there is going to have t o
be a solution . And people are starting t o
talk about what that solution might be . I
believe outside we have a paper that one o f
our economists did, Dr. Arthur Hall . It's a
premier on Social Security, and it kind of
lays out some of the basic issues about the
fiscal disaster that is heading our way, as well
as some of the investment comparisons tha t
Social Security offers for you . We have, I
think, a great program for you, and I a m
delighted that you are hear for it .

Our first keynote speaker, I think yo u
can fairly say, is the lead legislator in the
United States Congress on Social Security
reforms, he is the fellow who had the cour-
age to come out with the bill and start push-
ing and has done so very actively. Follow-
ing the keynote speaker, Mr. Brent Bahler
will give us a quick review of some of th e

fascinating survey polling results that he has

generated. After Brent has concluded, w e
will move into the room across the way, t o
continue the conference . We are going to
hear from Michael Tanner of the Cato Insti-
tute. You have to give Cato a lot of credit ,
they got out in front on this early on, an d
Mike headed a tremendous program of get-
ting Social Security reform on the map . Re-
sponding to what Mike says and adding to i t
will be Dr. Arthur Hall of the Tax Founda-
tion. After that Dr . Ricardo Zabala of

Citibank, who is an expert on the reform s
that were put forward and enacted in Chil e
awhile back, will tell us how that ha s
worked, and John Goodman of the National
Center for Policy Analysis will add to that hi s
experiences and what he has learned abou t
similar reforms from other places in th e
world, such as Singapore . Mr. Steve Entin of
the Institute for Research on the Economics

ofTaxation will provide us with an overview
of what some of the options for reform might
look like . He is not going to go through i t
on a bill by bill basis, but rather tell us th e
conceptual issues that have to be addressed
and some of the consequences . And then
Mr. Mark Weinberger, former Chief of Staff
of the bipartisan Commission on Entitlement

Reform, is going to add a little of what h e

has learned on this same topic .
I would like to turn it over to our key-

note speaker, Congressman Nick Smith o f
Michigan, the author and lead legislator o n
a tremendously important piece of legisla-
tion in last Congress which I assume he wil l
reintroduce in the next Congress .

Keynote Address: "The
Entitlement Crisis "
The Honorable Nick Smith, Member o f
Congress (R-Michigan)

A story I like to tell is the joke of th e
member of Congress and the doctor and the
attorney who took a junket to Europe they
got into Paris and they got into trouble . In
fact, the trouble was so serious that they
were sentenced to be executed by the guil -
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lotine, and so after days and weeks went by
finally they got on the platform, ready for

the execution . First the doctor got up there

and they asked him for a his last words an d

he explained how important his work wa s

for humanity and how many lives he had
saved. But it did not seem to make a differ-
ence, so the executioner pulled the rope and
the guillotine blade came down, and it
stopped about that far from his neck, an d
the bureaucrat looked in his book and said ,
"That's an act of God,you may go free ." Next
was the attorney, and then about a half hou r
later he finished why he should not be ex-
ecuted. But it did not make any difference .
But again, when the blade came down i t
stopped that far from his neck and the ex-
ecutioner said, "Well, that's an act of God ,

you can go free." Then the congressman
stepped up, and as he was asked to give his

last comments, he started chuckling, and he

told the executioner, "Boy are you guy s

dumb . That's not an act of God. There's a
snarl in that rope up there ."

It seems like that kind of a story is sor t
of a good introduction for what Congress

and many state legislators have been doin g

in making decisions that are leading us into
greater problems for the future. We now
have a federal debt of $5 .2 trillion, but that' s
really just the tip of the iceberg. If you loo k
at Social Security, the unfunded liability or
the actuality debt, it's about $7 trillion, an d
if you add Medicare to that it's 8 trillion .
Then the promises we made for military an d
other federal retirees, which adds anothe r
$2 trillion to that . Tremendous obligations ,

and who it's going to fall on is the people

most at risk, those of you under 30 year s

old. And so as we look at Social Security, i t

seems to me that you should be on you r

soapbox demanding that members of th e
United States Congress and those individu-
als that are running for the presidency of

the United States acknowledge the serious-
ness of politicians' tendencies to over-prom-
ise and give out more things for people be -

cause they have discovered that is a good

way to get re-elected .

Social Security started in 1937, and So -

cial Security is this country's largest and
highest cost program . And as we think
about changing Social Security it is impor-
tant that we realize how big a part it plays ,
not only of our budget, but in retirees' lives .
Right now it takes up 22% of the total bud-
get pie. But if you add Social Security an d
Medicare together, then we see it is going

to take a 50% increase in the taxes in the

next 30 years just to cover those two pro-

grams . But I want you to look at something

else while we have this pie chart up here ,
you see at the top of the pie where it say s
domestic discretionary spending 12%? That
represents 12 appropriation bills that Con-

gress has control of. Most of the rest of th e

spending is on automatic pilot . If you add

in the 17% that is represented by the 13th

appropriation bill, which is defense spend-
ing, everything else is entitlement programs

or interest . Entitlement programs simply

means that if you reach a certain age or you

reach a certain qualification then you ar e
eligible for that welfare program or that foo d
stamp program, or that retirement program ,
or social security, Medicare or Medicaid . But

here Congress has lost its control over th e
expenditure of federal funds . That's why
we had such a trial earlier this year and last

fall . It is simply because Congress was try-
ing to say to the President, look, if we are
going to pass these 12 appropriation bill s
plus defense, we are going to try to tie on
language that leads us into dealing with the
entitlement programs .

Now here is the danger. Republicans
tried to come up with their ideas on the
best way to change Medicare . Tremendous

negative results in the past election. Repub-

licans got beaten up for their propose d

changes in Medicare by misleading adver-
tisements, which ended up being very ef-
fective. But where does that leave us i n

terms of politicians efforts to make the

changes that are necessary, not only in Medi -

care, but Social Security ?
You know Social Security has alway s

been a three-legged stool, if you will . The

three legged stool was pensions from an

employee's company, savings, and Social
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Security. It was never meant to be the tota l
retirement pot for retirees . But what's hap-
pened now is Social Security represent s
most of the retirement income for most o f
the retirees . In fact one out of four of ever y
retiree depends in effect totally on just th e
Social Security check . Social Security was
never a savings program, but was always a
pay as you go program where current work-
ers paid for current retirees. When we

started in 1935 there was a big argument i n
the United States Senate at that time. They
said, look, a worker should have the optio n
of mandated investments in their own pri-
vate investments or turning it over to gov-
ernment for letting government control ,
manage and invest that money. Well, in con-
ference committee the Senate proposal was
kicked out and it became totally an invest-
ment in treasury bills .

In 1983, when we had the Greenspan
Commission, they decided they were going
to fix that problem . At that time the un-
funded liability or actuality debt was an ad-
ditional 1 .8% of payroll . In other words, i f
we increase the payroll tax by 1 .8% they
could satisfy the problem . Today, the prob-
lem is 2 .19%. In 1983 they thought they
could solve it simply by increasing the tax ,

and increase taxes on the workers they did .
It has caused a temporary surplus comin g
in . You see the little blip on the screen ,
where is says short term surpluses? That' s
because of the increased taxes brought i n
more money than is necessary for the day
to day pay out for Social Security. Dorcas
Hardy, a former commissioner of Social Se-
curity says, that we are going to run out o f
money as early as 2005 . So you either have
to borrow money, which puts more obliga-
tion on the young people for the future, or
you are going to have to increase taxes . And
I think that its a good chart simply becaus e
in current dollars it gives you an impression
of how much we are going to have to bor-
row or how much we are going to have to
increase taxes to account for the $400 bil-
lion that we are going to eventually have t o
get from increased taxes or borrowing t o
meet our obligations in the next 60 years .

It seems to me that because of the fac t
that it is a pay-as-you-go problem, because
there has been no savings, and because o f
the fact thatAmericans are living longer, we
are moving into a very serious situation of
how do we meet future obligations . The
little blip on the bottom line is simple th e
current law that increases the normal re-
tirement age over several years from the

existing 65 years old to 67 years old . But
you see what's happening to life expect-
ancy. Not only are we having more seniors
retire, especially when the baby boomers
start retiring in 2014, but people are ex-
pected to live longer lives .When we starte d
Social Security in 1935 the average age at
death was 63 years old . In fact, half of the
people died before they reached that ag e
group of 65, so one reasonable solution t o

start modifying the program is to increas e
the eligible age for retirement . At least from
65 to 67, maybe to 69. Some people on life
expectancy say that by the year 2050, if you
reach the age 65 your lift expectancy coul d
be as high as 100 . So it depends where w e
go on medical technology.

If you understand how Ponzi scheme s
work, you know that those people who fo r

instance get a chain letter started earlies t
are the ones that come in with the rewards .
That's what's been true here — current
workers pay for current retirees . The early
retirees have an assurance of getting all o f
their money back very early. In fact, in
1947, there were 42 people working fo r
every single Social Security recipient . By
1950 we came to 17 people working for
each current recipient . Today, paying into
the system with our FICA tax, with 12 .4% ,
we only have 3 people working for ever y
retiree . Guest where it's going to be whe n
you college guys retire? By 2020 there' s
going to be 2 people working paying fo r
every recipient, and it continues to ge t
worse . So, that relationship of a slower in-
crease in workers and a rapid increase i n
those above 65 years old is what com-
pounds the problem . I want to talk abou t
this, because usually people don't really
want to look at any solution until they ap -
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preciate a little bit how serious the prob-
lem really is .

This slide shows the projected popula-
tion growth of seniors . So workers increase
between now and 2040 23%,where seniors
increase 108%. Right now we call Florida
the senior citizen state, because there is on e
senior citizen for every five people under
65 years old. That's what the whole coun-
try is going to be 30 years from now.

Let me just give you a short history o f
where we have been on Social Security and

the changes . It started out in 1935 . When
a little more money came than was needed ,
we saw politicians expand the program . So
in 1939 we extended the coverage to wives ,
widows, and dependents. In 1950, cover-

age extended to widowers . 1956, disabil-

ity coverage begins, early retirement age is

62 for women. 1958, disability coverage i s

expanded, but there are still a lot of work-
ers for those in retirement, so the money

and surpluses were still coming in . 1961 ,
the early retirement age was extended to
men. 1965, the benefits for divorce d
women began and the widows benefits are
expanded. What we started in 1973 wa s
COLAs. COLA means an automatic cost o f
living increases based on the CPI projec-
tions. Politicians decided that retirees
should be home free and should automati -
cally have their Social Security benefits in -
creased based on what was happening with

inflation. Now the projection is that we
have been overestimating that COLA in-
crease for the last ten to fifteen years . As
we look at the Social Security tax increase ,
this is just a chart that shows that the way
we solved the problem before was simply
to increase taxes on existing workers . We
started out with a two percent tax, whic h
employers and employees shared when we
started collecting that tax in 1937. Now
we are up to 12 .4%. But it is worse than

that. We have increased it from that two
percent being a tax on the first $3,500 you
earned, to a 12 .4% tax on the first $62,500
you earn now. So we have been increasin g
not only the rate, but the base. Since 197 0
we have increased the taxes on workers 36

times. And just think, we cannot continue
to increase that tax to solve our problems .

When people call for a 24% to 50% in -
crease in taxes to cover the increase cost of
Social Security and Medicare, I think we
need to remind ourselves that this is a very
regressive tax . Because in Social Security
we only tax up to a certain level of incom e
and then the higher income people do no t
have any Social Security tax . So it tends to
be a regressive tax, which means that th e
taxes are a little more burdensome on poo r
people than on rich people .

Let's go into our program and some o f
our proposals that we have come up with .
My bill would :

1. Give worker the option of owning a
personal retirement savings account . Let
me tell you why everyone is talking abou t
this as an option. The present Social Secu -
rity Administration is now arguing about
three different proposals . But all of them
look at some kind of a private investment
in equity stocks because the return on eq-
uity investment over the last fifty years av-
eraged about 9% compared to Treasury's rea l

return on investments in Treasury Bills of

2.3%. So my proposal includes partially th e

private investments that are going to allo w
anybody to have more than they would .
Even if we could find ways to keep the cur-

rent Social Security system solvent, they

would actually have more income if they

could get a return on their private invest-
ment over 4 .4% .

2. Stop the federal government from

using surpluses from Social Security to pay

for other government programs . There is a

feeling, and Brent I suspect that you are
going to talk about this, but my experience
is most people think that somehow they
have invested money into the program and
it is some kind of savings program . So there
are a lot of people who do not understand

that we spent every cent that they ever put

into the program to pay for existing retir-
ees. In other words, it's a pay-as-you-go pro -
gram, where existing workers pay for cur-

rent retirees . But with the federal govern-
ment using these surpluses for other gov -
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ernment expenditures, that further compli-
cates the problem. In the Social Security
Trust Fund right now is about $535 billion ,
but there is no real money there, just IOUs .
They are not saleable, they are non-nego-
tiable securities andTreasury bills . Even so ,
most people say, "Look if you keep you r
cotton picking hands off that Trust Fund
then we would have enough money." Actu-
ally this money in the Social Security Trust
Fund would last about 18 months, paying
current Social Security benefits . So you
should not get your hopes up too high o n
some kind of salvation for the Trust Fund.

But this brings up the problem, where
do we get the extra money from? The only
way that you are going to get more money
is to increase taxes on workers or borro w
the money, which means that young peopl e
someday are going to have to end up pay-
ing that debt back plus the interest on that
additional debt, which becomes an in-
creased burden .

3. Gradually raise the Social Securit y
retirement age two years more than th e
existing 67. So by the year 2020 you woul d
have to be 69 to retire .

But what we do is sort of an offset to
that . In number two we say for that mone y
that you privately invest, which represents
about 2 .5% out of the 12 .4% Social Security
tax, you can take that out as early as age 60 .
So depending on the other two legs of the
old traditional three legged stool, if you ar e
ready to retire at age 60, you have got
enough money to last you until Social Secu -
rity kicks in and you can retire anytime you
want to. So you can take out your personal
savings investment account as early as age
60 .

4. Gradually slow the growth of ben-
efits for higher income future generations .
If you understand the bend points and you
understand that Social Security benefits are
dry from 35 years of earnings, and you av-
erage that down to the month, then th e
lower income earners get 90% of everything
they made, then the numbers sort of stair-
step up, with 32% of the next earning seg-
ments after that, 15% of that and so on .

That's how you decide what your benefits
are. My bill gradually changes and slows
down the increase in benefits for the highe r
income recipients, and that makes us some
money.

5. Gradually reduce the benefits to in-
dividuals who make over $50,000 . In 1993 ,
when I first came to Congress, this is part
of the bill that I introduced then, and it sim -
ply says that if you have gotten everything

back that you and your employer every pai d
into social security for the social security
tax, plus the compounded interest rates that
Treasury was paying in each one of those
years, if you got everything back that you
and your employer put in plus roughly a
2% compounded interest from day one o f
the first payment, and then any year that
you make over $100,000 you would not ge t
social security payments for that year. So
some means testing, but what I consider fai r
and logically in terms of requiring that yo u
gotten everything back that you put into it ,
plus a compounded interest .

6. Gradually reduce the married couple
benefits . Right now if one of the spouses
did not work or had a lower income entitle-
ment, we guarantee 150% of one
individual's benefits . And this gradually re-
duces that down to 133% by the year 2016 .

7. Would require that everybody start
participating in Social Security including
state and county workers that now have th e
option of not being included in Social Se-
curity.

8. A technical change that allows th e
money in the Social Security system to stay
in the Social Security system .

Let's quickly look at what's going to
happen to the tax rates as we try to cove r
that particular year's requirement for pay-
out to existing Social Security retirees .

You college folks should talk to their
grandparents to learn how they lived in th e
late 20's and early 30's, because if you don' t
start saving some money you better under -
stand how cornmeal mush and onion soup
can be quite nutritious in your old age .
Make sure that you don't travel very far and
you have a small room to live in so that your
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heat costs are down.
In local surveys, young people think th e

chances are more likely that life exists o n

Mars than that they are going to get there
own Social Security benefits when they re-
tire. Yet at the same time, there is less effort
to save today than there has every been i n
the past . So, something is inconsistent .
There is no magical solution down in Wash-
ington that will either reduce benefits or in -
crease taxes to save it . If you happened to
retire in 1940 on this graph, you got back
everything that you and your employer paid
into it, plus the compounded interest in two

months. If you retired in 1980, it took you

four years to get it back . You folks that re-

tire in 2026, stay healthy, because you are

going to be about 100 years old before you

get it back .
It think that the word from Washington

is that the Republican-controlled Congress

is probably going to move down the sam e

road that it has been moving, in terms o f

lowering taxes and reducing spending.
There is a strong feeling that we continue
to make sure that we cut the spending nec-
essary for any tax cuts, so we still meet the
target of a balanced budget by the year 2002 .
But we are even very generous with using
the words balanced budget, because in the
Republicans ' balanced budget plan, in th e
President's balanced budget plan, in the
Blue-Dog Democrat Coalition balanced bud-

get plan, to balance the budget by 2002 they

are still using approximately $100 billio n

from surpluses in the Social Security Trus t

Fund. •

"CSE SURVEY ON SO-
CIAL SECURITY"

Mr. Brent Bahler, Director of Commu-
nications, Citizens for a Soun d
Economy

The Social Security system is on a steep

decline and headed for a crash, and one o f

the things that we at Citizens for a Sound

Economy have been looking at is publi c

opinion and how the general public looks

at this issue .
One of the wonderful things about our

country is the opportunity that all Ameri-
cans have to participate in the process tha t
develops and decides public policy. Hav-
ing said that, it must also be noted that one

of the worse things about America is that

Americans either individually or collectivel y
are generally confused about what it is they
want out of public policy. At any given
moment, on any given issue the public may
seem to be in agreement or it may not. Yet

that unanimity, or lack thereof, is a reflec-
tion of this particular moment in time based

on the unique perceptive of the individual s

who make up our society, responding to th e

issue as they know it . And one thing that
we have learned in policy making is that th e
average American doesn't really know a

whole lot about these issues .

We saw that in the great health care re -

form debate of 1994 . At the start of the year

you may recall a large majority ofAmericans
told pollsters that they supported Presiden t
Clinton's call for universal health insurance

for everyone. The problem was, at the time
the pollsters asked the question, no Ameri -

can had read the fine print of such a pro-

gram. Indeed the fine print did not eve n

exist until months latter. Up to that point

in time, if I might characterize them as such ,

the liberal community had carefully built th e
case that America's health care system was
in crisis . That too many Americans could
not obtain health care insurance and that as
a consequences, too many Americans were

going without adequate medical care . There
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was a need, they claimed, for radical reform .
They were, simply put, going to come up

with a better mousetrap .
I for one believe that the early publi c

support for health care reform was roote d
more in the typical American's notion o f
what was wrong with the system from their
perspective, not some altruistic ideal of tak-
ing care of other people . After all, most
Americans had health insurance . But a ma -
jority of them didn't necessarily like the sys -
tem as it applied to them. This was the con-
cern, rather than some overarching concern
for the minority of people who weren't even
in the system .

We still see that today., just as the $500
hammer and the $1,000 toilet seat symbol-
ized problems with the procurement syste m
of the Pentagon. The $10 your local hospi-
tal charges for a single Tylenol seems to sym -
bolize something wrong with America' s
health care system. So it is not surprising
to me that when the details of a new "mouse -
trap" were put before the public, public
perceptions began changing very rapidly .

Even in the pursuit of that altruistic, noble
goal of providing all Americans with insur-
ance and consequently medical care, the lib -
erals' proposal of reform could not hold a
candle to the opposition which defined th e
health care reform of 1994 as ultimately plac-
ing a bureaucrat between patients and thei r
doctors even if you already have health in-
surance . What I am saying is the public' s
opinion on any issue is a very fluid thing ,
very dependent on what people think they

know, what they actually don't know, and
how they see the issue affecting them . Es-
pecially in the short term. After all if you
have never seen a mouse, you don't thin k
you need a mousetrap .

So where is the American public on the
issue of Social Security reform? Well, it de-
pends. It depends on who you ask and i t
depends on when you ask it. The public' s
opinion on this issue is different today tha n
it was two decades ago. In November 1977,
for instance, a Harris survey of 1,498 adults
asked, and I quote, "Would it be better t o
go over to a totally private system of pen-

sions and abolish Social Security since it has
not been on a sound basis?" 49% though t

no, do not abolish Social Security. Only 28%
said yes. Now, one would have thought tha t
since the question was biased, noting that
the system "had not been on a sound basis,"
that the response might have been far dif-
ferent, for more favorable to the idea of re -
form. Yet consider when the question was
asked. In 1977, a great many of the respon-
dents would have had personal memorie s
of the Depression and of World War II, two

of our countries most significant nationa l
experiences in which government made a
difference. A positive difference in the eyes
of those who were answering the questions .
And I think they would tell you that govern-
ment played a positive difference at that
time, that's why when you look back to the
Depression and World War II, Herber t
Hoover was upstairs here in the Waldorf an d
Franklin Roosevelt was in the White House .

Similarly, a 1982 survey of 1,583 adult s

by NBC and the Associated Press aske d
whether people would favor "phasing out
Social Security altogether and instead hav-
ing people rely only on their own private

retirement plan." Again, 78% opposed thi s
idea, while 16% supported it . Now here I
should note that the question was, in my
opinion, biased against reform by th e
phraseology "rely only on their own privat e

retirement plan ." To which any responsibl e
person, or reasonable person might ask

what about those who don't have their ow n

private retirement plan. That's certainly a
reasonable question . Yet the responden t
could reasonable infer that there would b e
no safety net for those who, through no faul t
of their own, could not afford to have thei r

own retirement plan .
Now let's go forward a little bit in tim e

to January 1988. After seven years wit h
President Ronald Reagan in the White

House and just several years after the Social
Security financing structure was fixed to

avoid bankruptcy, or at least tinkered wit h

to avoid bankruptcy sooner rather than later,

a Gallup survey of 2,109 adults aske d

whether people would be more or less likely
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to vote for a candidate who "supports a ta x
free private savings program to replace th e
Social Security system in the future ." 38%
were less likely to vote for such a candidate .
36% were more likely to vote for such a can -
didate, and 26% where undecided or jus t
didn't care . Not bad given that the polling
numbers just a decade earlier showed great
resistance to the idea of changing in any
radical manner Social Security. The times
were changing, however. The number of

depression and World War II voters had de -

clined from a decade earlier. Ronald
Reagan's leadership was redefining the role
of our government in our lives and eco-
nomic times were good. In short, peoples
perception at that time in 1988, what the y
thought they knew, what they actuall y
knew, and how they say the issues affectin g
them in the short term were in fact chang-

ing .
Earlier this year in July, 18 months int o

the new Congress, a Yankelovich survey o f
1,010 adults by Time and CNN asked if much
of the Social Security system should be
turned into a"private retirement system that

would no longer be funded completely b y

the federal government ." Now again, give n
the time and how the issue had bee n
phrased, in the middle of this Republican

Congress, 53% opposed that proposition ,
while 39% supported it . The results, how-

ever, again could be eschewed by the

question's phrasing, which basically sai d

that the current system is funded by the gov-

ernment. Yet more and more Americans are
becoming aware that the system as we know

it is in very ill health . And for the growing

number of babyboomers and Generation
Xer's, when they think about it, the future

of Social Security is serious concern .
Just over two weeks ago, Citizen for a

Sound Economy commissioned a series of
questions on election night on this very is -

sue. The polling company survey of 1,200
adults asked if people agreed that "Socia l
Security is in need of serious reform if it i s
going to remain financially healthy for those
currently on it and those counting on it i n
the future ." This time, and admittedly we

had the question the way we wanted it, 92 %
agreed, while just 6% disagreed . Now
within that 92% who favored serious reform ,
82% said Congress should make reform a top
priority in the next two years, 42% said we
need it for the future of both our children
as well as ourselves, 23% said the syste m
doesn't take care of senior citizens as it now
exists, and 20% said the current system is
simply an outdated system. But before we
all rush out and privatize Social Security o r
go down any particular path, consider this
last question asked by the polling company :
"Should people be able to take their Socia l
Security tax, the whole whopping 12 .4%,
contributed by them and their employers ,
and be able to invest it in a private institu -
tion knowing the likely return would be fou r
times greater than that from t he Social Se -
curity program" . Only 54% said yes, while
35% said it would be to risky.

These results led me to Omaha, Ne-

braska. Not to seek the views of Warren

Buffett, though that wouldn't be a bad thing .
But rather to seek the perspective of aver-
age Americans about their retirement future.
Earlier this year Citizen for a Sound Economy
commissioned a pair of focus groups wit h
middle income men and women in Omaha .
Well educated, not so well educated ; rich ,
not so rich; and middle incomers to talk
about the future of Social Security . Now
what we did on this one, we restricted th e
participants to babyboomers age 30-55 . And
we asked them what is likely to happen and
what they would like to happen . Unlike
surveys which are quantitative snapshots of
the American public, focused groups are
qualitative. Where surveys can help explain
what the public believes, focus groups, done
properly, can help explain why it believes
what it believes . Our focus groups offer ad-
vocates of Social Security and policymakers ,
who will have to chart the new course, bot h
good and bad news . First the good news .
According to our focus group participants ,
and we think they are fairly representative s

of what you find in most any part of th e
country, the future of Social Security is a rea l
issue, especially for women . The program

8



is viewed by many to be part of a larger over-
all problem of government living beyond it s
means and being out of touch with its citi-
zens. There is a general awareness the sys -
tem is on a path of financial peril . Now,
while our focus participants believed tha t
at least up until now Social Security i s
viewed as a success in as much as it pro-
vides a safety net for the disadvantaged, the y
do believe that it's a program designed for a
different era and is becoming obsolete .

Now the bad news . Our focus group
participants are fairly unsure of their own
retirement security. While support for be-

ing able to opt out of the government sys-
tem is strong, few want to do away with i t
altogether, with the government system .
While they recognize that they could in fac t
do better with a private system, they admi t
they lack the discipline to participate in a
voluntary plan . And they worry about th e
consequences as it will apply to them dow n
the road .

And I would ask if anybody doubts thi s
among our college students out there. How
many of you currently, right now, have a
regular retirement plan that you are paying
into on a monthly basis . One, two, three ,
four, five . We could meet at a Denny's and
plan your retirement. Everybody else is go-
ing to be left behind. This is a problem that
we face with a majority of the boomers i n
our focus groups . Remember, these ar e
people 30-55 . So chances are they ar e
settled into life, married, have children ,
good jobs. While they admitted to having
their own private retirement plan, many
conceded that they lack the expertise to
manage a plan that would be their sol e
source of income. Even as they concede
that they don't expect to get a dime bac k
from Social Security, what they have paid
into it, they worry about the security of the
private markets and also wonder if there
would be something like a FDIC to protec t
them against bad decision making .

Now some might ask why our focu s
groups were restricted only t o
babyboomers . Well, we zeroed in on this
group because we have a general feeling that

the current recipients of Social Security are
comfortable with the status quo and would
argue for no change in the system, at leas t
as it applies to them. We saw that last yea r
with focus groups with AARP members on
the issue of Medicare reform. And we see
no evidence to suggest that seniors are an y
different on this issue . Babyboomers have
yet to become addicted to Social Security, i f
that's the word we can use, and could there -
fore be viewed as a left-wing audience . They

are in effect a jury that is still out on the
issue, on any particular plan . Boomers do,
however, hold some attitudes that seem to
be directly descended from their parents .
When asked about different types of reforms
that can be linked to the existing Social Se -
curity System, we heard the following :

Don't raise the retirement age . Boomers
want to retire early and they want access to
their money.

Don't limit or reduce benefits and b e
careful of means testing . Boomers are a
more affluent generation and they don' t
want to be penalized for it .

Don't mess with the consumer price
index to calculate benefits . The next gen-
eration of retirees are not wed to the statu s
quo . To them Social Security may or may
not be there . But they are anxious abou t
what might take its place . They want to
maximize their investment . They want to
minimize their risk . They are concerned
about the disadvantage. They want to see
reform that can accommodate the least able
among us . Aside from current recipients of
Social Security, the next generation, the
babyboomers, that's the most importan t
voter group that Congressman Smith an d
others who challenge him on different idea s
for reform will have to pass muster with .
And while surveys and focus groups shoul d
not dictate when change occurs, or what
totally defines the shape which refor m

should take. We should at least consider the
information we have about public attitudes ,
if for no other reason than to avoid taking

action or making blunders that in the end
doom our efforts at real reform of society' s
approach to retirement security. After all,
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even the builders of mousetraps do market
research to come up with better products .
Build it and the public will come . •

Presentation 1 : Prob-
lems and Promises

"An Examination of the Need for
Reform and the Macro-economic
Benefits of Reform"

Presenter: Michael Tanner, Directo r
of Health and Welfare Studies, Cato
Institute

I want to tell you I appreciate the op-
portunity to talk about this issue, because I

really believe this is going to be one of the

two or three most important issues facin g

this country over the next three to five years ,

let's say. That this is going to be an issue

that's going to drive congressional debates ,

debates in the media, debates on Wall Street ,

and debates in the public . So I really appre-
ciate what the Tax Foundation has been

doing on this issue, as they've done on so

many other issues, such good work in terms
of raising the level of knowledge of the re -
ally important issues in economics and other

things facing this country.
Now when I start off to talk about So-

cial Security, one of the things I want to sa y
right up front is I'm not here just to beat up

on Social Security. As you heard at lunch ,
Social Security is regarded as perhaps th e
most popular of all government programs .

And it is for a reason. As people generally

believe, it has, for 61 years now, largely been

successful at what it set out to do, which is

to cut poverty among the elderly and en-

sure that seniors can retire with dignity. But

in saying that, I'm reminded a little bit of

the fellow who jumped off the Empire Stat e

Building down the street here, and peopl e

at each floor could gather at the window

and watch him fall . And at each floor, as h e

passed by the window, people heard him

exclaim "Well, so far so good ." The prob-

lem, of course, is at the bottom there come s

a big splat . And unfortunately, that's exactly

what's going to happen with Social Secu-

rity: We have a big splat coming .
As Congressman Smith shared with yo u

at lunch, I want to review a little bit of thi s
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stuff on some of the problems the Socia l
Security system is facing. I know you've jus t
heard much of it, so I do want to just sort o f
cover this ground fairly quickly, but I think
it's important information to go over again .
This slide comes from the Bipartisan Com-
mission on Entitlement and Tax Reform . I
understand you've got Mark Weinberger
speaking a little bit later, so he'll recogniz e
this slide . This is actually out of date now,
by a year. According to this slide, the Trus t
Fund will be exhausted in the year 2030 .
That's wrong now ; this summer, the trust-
ees of the Social Security Administratio n
brought out their latest report and they re -
ported that that date is now down to 2029 .
That actually represents the seventh tim e
in the last 10 years that the trustees have
reduced that date . It's moving towards u s
almost as fast as we're moving towards it .

But I'd like to suggest that the real crisi s
in Social Security actually occurs far, fa r
sooner than that date . If you look at those
lines there on this slide, you see the red lin e
is almost flat . That's the revenue to Social
Security. That comes from the payroll ta x
and also the portion of Social Security ben-
efits that's later on taxed and paid back into
the system. You can see that that's almos t
flat . The yellow line represents the benefit s
that Social Security must pay out under cur -
rent law. As you can see, beginning around
2013 in this slide, and that's actually move d
down a year so now it's 2012, the two lines
cross, and Social Security begins to pay out
more in benefits than it's taking in in rev-
enue. Now anyone out there who's running
a business understands what happens a s
soon as your bills begin to exceed th e
amount of money you're bringing in . And
that's exactly what's going to happen with
Social Security.

Now, the theory behind Social Security,
what you'll hear often, is that Social Secu-
rity is building up a surplus in the Trust Fund
and beginning in 2012 we'll reach back into
that Trust Fund and will use the money in
the Trust Fund to continue to pay benefit s
until 2029, when the Trust Fund is ex-
hausted. There's only one problem with that

little scenario, one of the dirty little secrets
of Washington : There ain't no Trust Fund.
The simple fact is that money that has been
put into the Trust Fund, building up that sur -
plus, has been spent long ago . That money,

as soon as it goes in, is immediately bor-
rowed by the federal government and use d
to hide the actual size of the federal deficit .
Here's another dirty little secret from Wash -
ington: Right now you're hearing about al l

the plans to balance the budget by 2002 .
President Clinton has a plan maybe, th e
Republican Congress has a plan . Well ,
they're all lying . The simple fact is under

none of their plans, the budget actually bal -
anced in 2002 . The simple fact is that come
2002 we're still going to be about $50-6 0
billion out of balance . It's only called "bal-
ance" because they continue to borrow tha t
money from the Trust Fund and use tha t
money to hide the actual deficit . What' s
used — what's left behind after they bor-
row that money — is two things. The Trus t
Fund actually consists of no money, it con-
sists of, number one, bonds . Bonds are es-
sentially an IOU ; they are a promise that at
some date in the future the government will
tax somebody in order to pay and mak e
good on those bonds . The other half of the
Trust Fund doesn't even have that much
substance. All it is is an accounting entry
attributing interest to those bonds. So all i t
is is an accounting entry saying one part of
the government owes another part of the
government money.

Now, the Social Security Administration

will disagree with me, and I've had Admin-
istrator Shirley Chater and others tell me ,

they'll say,"Those bonds are as good as gold.

Those bonds are as good as the bonds in
everybody's investment portfolio out there .
The bonds are absolutely solid, so don' t
worry about the Trust Fund ." But that's ab-
solutely irrelevant . Think about this for a
minute. What would happen if there were
no Trust Fund at all? Well, beginning in the
year 2013, the year after the crossover there ,
they'd have to raise taxes in order to con-
tinue to pay the benefits . All right, now let' s
assume that Shirley Chater is right, thos e
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bonds are as good as gold . What happens
in the year 2013? They have to raise taxes
in order to make good on the bonds to pay
the benefits . It makes absolutely no differ-
ence whether there are bonds there or not .
An IOU may be good, but it's still an IOU .
So what you've got is this situation that is
coming much faster than anyone commonly
talks about when we talk about how Social
Security is going broke . And I'd also like t o
point out another thing on this chart whic h
will show you how bad the problem is . This
left-hand scale here is the payroll tax that
people pay right now. As you can see, th e
revenue currently right now is aroun d

12.4%; that's what the payroll tax is righ t

now that's funding the Social Security sys-
tem . As you can see, though, if you're go-
ing to pay all the benefits out there in 2029 ,
in order to pay all the benefits that are prom -
ised, that payroll tax would have to increase

to about 18%, from the 12 .4% it's at now.

Now I'd like to say this is the bad news ;

unfortunately this is the good news. Be-
cause that only takes into account Socia l
Security. We're not mentioning Medicare

here. See, because Medicare, which is al-
ready running a deficit and will be broke —
actually the latest report was by the year

2000, but I now understand they 're up on
the Hill spreading the word that it's actually
going to be 1999 . So Medicare will be brok e
in 1999, but Medicare will be running hug e

deficits during this whole period of time as

well, Medicare PartA paid out of the payroll
tax. If you're going to make good on the
Medicare Part A promises, that combined
payroll tax goes up from 15 .3%, which it is
now, to about 28% payroll tax .

Now I'd like to say that that's the ba d
news, but unfortunately we're still dealing
with good news here, because that use s
what the government considers its interme-
diate projections . And I should say th e

government's intermediate projections as-
sume that between now and that 2029 date ,

there will be no major natural disasters ,

there will be no recessions, and there wil l
be no increase in life expectancy. They
couldn't be wrong. If they are, two things

happen: First of all, all these dates rush to-
wards us at an enormous rate . If we have
one big recession, that date from 2012 coul d
move down to 2008 or 2006 . And the
amount of payroll tax necessary to pay off
all the benefits under combined Social Se-
curity and Medicare could have to go to 40% .
That's why Larry Kotlikoff from Boston Uni-
versity points out that a young person to-
day, in their lifetime, between the payroll
tax and the income tax will end up facing a
marginal tax rate of about 84%. Obviously
that is not sustainable . Obviously this sys-
tem cannot go on .

If you can't raise payroll taxes, of course ,
you could cut benefits by a huge amount .
We estimate right now benefits in Socia l
Security are underfunded by about a third ,
so you could cut people's benefits by abou t
a third. And you could do that directly, I

suppose; you could just cut everybody's
check by a third, but that's going to have a
huge impact particularly on the elderly, par -
ticularly on the poor elderly. Now it prob-
ably wouldn't affect me too much, it prob-
ably wouldn't affect most of the people i n

this room. But the fact is, that of the poor-
est 20% of elderly, they derive 81% of thei r

post-retirement income from Social Security .

They rely on it . Cut their checks by a third
and you're going to have a lot of people
thrown into poverty. Or you could do i t
indirectly by raising the retirement age an d
things of that nature, but that's going t o
make worse another problem which Dr. Hall
will talk to you about, which is the return
that you get on your Social Security invest-

ment. It's going to make that problem muc h
worse, and that's also going to have a ter-

rible impact on the poor. Let's face it, it's a
lot easier to work until 70 if you're shuffling
papers like I do than if you're working in a
coal mine .

The reason why you have this problem
is very simple, and you heard about it ear-
lier. It's similar to the Ponzi scheme tha t
you heard about earlier from Congressman

Smith . The fact is, there are people serving
prison sentences in every state in the Unio n
for operating less egregious pyrami d
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schemes than Social Security. In 1950, you
had 16 workers paying into Social Securit y
for every person who was retired and tak-
ing out benefits . Today you have approxi-
mately 3 .3 . By 2025, you'll be down to 2 ,
and that actually moves below 2 and start s
moving down towards 1 towards the middl e
of the next century. So theoretically by the
time your grandchildren retire, they can rely
on one person to take care of them ; you
could just have the check mailed directly to
them, and not have to go through the gov-
ernment middleman at all . But you can't —
there's no way that you can make a syste m
based on this sort of demographics work .

Now we're hearing out there right now
from people like the AFL-CIO and some folk s
inAARP and the National Committee to Pre -
serve Social Security who say,"Oh, we coul d
fix Social Security with tinkering ." Take a
look at that . You can't make that sort o f
demographics work in a pay-as-you-go So-
cial Security system .

Now I mentioned there was anothe r

problem besides solvency in Social Security
because you could make Social Security sol -
vent. You could raise the pay tax, you know,
to 40%; I suppose in theory you could do it .
You could cut benefits sufficiently to do it .
You could, if we doubled the economi c
growth rate in this country, keep Social Se-
curity going for quite a while . I don't think
it's likely. If we allowed into this country
about a million new immigrants every yea r
for the next 30 years and then sent the m
home before they collected their benefits
— that might work .

But even if one of those miracles too k
place, that doesn't solve the other proble m
with Social Security, which is quite simply
that Social Security is a lousy retiremen t
plan. As you've heard, people who retire d
10-15 years ago did very well under Social
Security. Someone who retires today wil l
receive a positive return, but they're no t
going to do so well . And for those college
students out there, by the time you retire ,
you're going to lose money under Social
Security. You'd be better off if you just took
your money and stuffed it in a mattress than

if you relied on Social Security. But it's no t
just that you're going to lose money in the
system, and I know Dr. Hall has done a lo t
of work on this and he can give you some
more details on it . But it's what you're los-
ing in terms of potential income, in terms
of what you could have made if you actu-
ally were able to invest this money yourself

in the private sector. We had a study tha t
we commissioned by Bill Shipman, who' s
with State Street Global Advisors in Boston .
And I know you can't see all the numbers
on here, I just want to give you a brief idea .

What he did was he took three cohorts :
People born in 1930, 1950 and 1970 . He
took a high wage earner, which is someone
who earns $61,200 average over his lifetime .
And he took a low wage earner, someone a t
half the median income, about $12,600 a
year. And he said for those individuals, wha t

are they scheduled to get under current law
for Social Security, assuming that Social Se -
curity finds a way without cutting benefit s
or raising taxes to meet all its obligation ?
What are they scheduled to get under cur -
rent law, and what would they be able t o

get if they were able to privately invest that
money in either bonds or stocks.? What he
found was that in every case an individua l

did better in the private investments than
under Social Security. And not surprisingly,
the younger you are, the better you woul d
do from the private investments . And I just
want to call attention to these 1980 num-
bers, and I'll read them off to you so yo u
can actually get them, because I know you
can't read them on this chart here . For the
high wage earner—making $61,200 a year ,

who is 26 years old today, and will retire a t
age 67 under current law.—they are sched-
uled to get from Social Security a Social Se -

curity check every month of $1,908 a
month, in 1995 dollars . If they were able
to take their Social Security taxes and we're
just taking the OASI portion, just the retire -
ment portion, no disability in here at all, jus t
the 10.52% that goes to retirement portion
of your Social Security, and invested that
money in bonds, and the bond market over
the next few years performs about 2 point s
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worse than the bond market has averaged
over the last 60 years, they would be able at
retirement to purchase an annuity that paid
$5,243 a month. And if you took that money
and you invested it in the stock market, and
the stock market performs about 2 point s
worse than it has averaged over the last 6 0
years, you would, at retirement, be able to

purchase an annuity that pays you $11,72 9

a month — six times what you could ex-
pect from Social Security.

The same is true for the low wage
earner. The low wage earner right now i s
scheduled to receive $769 a month fro m
Social Security — not very much to live on.
But if you invested that money in bonds,
you could purchase an annuity worth $1,08 5
dollars . If you invested that money in stocks ,

you'd be able to purchase an annuity wort h

$2,419 a month . I can give you all the as-
sumptions behind this later if you're inter-
ested .

That's the situation we currently have
in Social Security. And if you do the things
they're talking about, just CPI, raise the pay-
roll tax, cut benefits, raise the retirement
age, any of those situations, you're going t o
make that discrepancy even worse . And
that's something to bear in mind. Solvency

is not the only issue .
I want to offer you an alternative . I want

to give a suggestion . Because there are al-
ternatives to doing the traditional things ,
raising the payroll tax, cutting benefits . That
alternative is to transform Social Security

from a pay-as-you-go system into a syste m
of individually-owned, privately-invested ac -
counts. This is what they have been doing
in Chile for the last 16 years . And you'll hear
much more about this; I understand you've
got an actual review scheduled this after-

noon on the Chilean system, so I'm not go-
ing to go into any depth on that . What I can
tell you is that every Chilean worker has a
passbook . This is an actual Chilean pass-
book carried around by a Chilean worker .
And in this passbook they record exactly
what their payments are into their individua l

account. It comes out of their paycheck th e
same way Social Security is deducted today .

Instead of going off to the government, i t
goes off into a private account which is re -
corded and managed by a private money
management firm. And that money has been
invested in the private capital markets, give n
the type of returns that you've just seen .
What you receive at retirement is based on
what you've paid into the system, plus th e
return — the far greater return than Social
Security - that you get from your private in-
vestment .

Now there's a lot of little details that can

be worked out . You're going to have to find

a way to ensure that the safety net for peopl e

who are outside the workforce whose in -

vestments are particularly low. There are a
couple of ways you can do this . One way i s
called a "floor benefit ." Floor benefit sim-
ply says we'll going to take everybody in
America and we're decide on average we're

going to have to give them about $ 300 a

month, or whatever, so we mail everyone a
check. Congress likes that, in general, be-
cause it's easy to budget . They know how

many people are over 65, they multiply by

$300 a month, and they come out with a

number. It's easy to fit into the budget cal-
culations . The disadvantage of that, o f
course, is it means you're sending Ross Perot
a $ 300 a month check and why do you nee d

to do that?
The other way to handle this is what I

call a "minimum benefit," and I liken that to

sort of topping off the tank . What that says

is that at retirement, we look at how muc h

you would need in your account to purchas e

an annuity that would bring you up to what -

ever we've decided is the minimum level o f
retirement benefits that you should be at ,
and the government's role is to come in an d
to take — if you need to be here and you're
here, the government merely fills in that gap .
Now the advantage to that is it's strictly a
means tested program, it's strictly accord-

ing to the people who need it. The disad-

vantage is you can't budget it until you'v e
seen how people have done and how th e
market has done and things like that at th e
end of the year, and it leaves you with a con -
tingent liability which is very hard to bud-
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get. So that's why it's in some disfavo r
among some places in Washington, but I
think it's a much better way to go .

Either way, what you're going to be do-
ing is getting away from a massive middle
class transfer payment and transforming tha t
portion of Social Security designed to redis-
tribute wealth into a welfare program that
should be funded — out of general rev-
enues, not out of the payroll tax .

You're going to hear about the Socia l
Security Advisory Council which has got a
proposal that allows half of your Social Se-
curity money to be put into private ac -
counts, and continues the other half simply
to provide a floor benefit . The reason the y
got trapped into this was that once the y
decided to have a floor benefit, they said it
would have to be funded out of the payrol l
tax, so they continue taking part of the pay -
roll tax to fund the floor benefit, which re-
duces the amount that can be privately in-
vested, which reduces the return, which
means that the floor benefit has to be higher,
and they get themselves into this cycle . I
want to stress that the payroll tax needs t o
be gotten out of there completely and yo u
should have that portion of the money be
privately invested . And if you're going to have
a welfare function, it should be treated like a
welfare program, or any redistribution pro-
gram, and funded out of general revenues .

If we move to this type of system, we
can create a system in which today's young
people will be able to retire with the same
dignity as today's seniors. We can ensur e
that no one is left behind . We can create a
huge new pool of capital — and I think Dr.
Hall is going to talk a little bit about this i n
terms of national savings, what this is going
to mean when you move $300-400 billion a
year into private capital markets . You'r e
going to create a system in which everyone
is a winner, instead of a system that is guar -
anteed to make almost everyone below th e
age of 50 out there a loser. •

Respondent: Dr. Arthur P. Hall,
Senior Economist, Tax Foundation

What I'd like to do is expand a little o n
some of the rates of return points that Mr .
Tanner made . And I will cover some of th e
same issues, but put a slightly different con-
text on them .

First I'd like to start out by saying in
1982, the last time Social Security face d
impending bankruptcy, Newt Gingrich said
this, and I quote : "As a first principle, n o
discussion of change in Social Security can
get anywhere in a free society until it firs t
reassures everyone in the society that th e
survival, safety, and peace of mind of the
elderly are paramount. You can't tell th e
least mobile people in this society that we're
going to change the rules of the game at th e
end of their life . That would be fundamen-
tally wrong. You cannot built a decent self-
governing free society when you break faith
with your grandparents." Now, I think tha t
statement is as true today as it was back i n
1982. But it only tells half the story. The
other half of the story is the massive finan-
cial burden that grandchildren must bear so
as not to break faith with their grandpar-
ents . Now grandchildren want to honor th e
tacit commitments they've made to their
grandparents . On the other hand, I think
it's fair to say, the grandparents don't want
to burden their grandchildren, or their chil-
dren for that matter. And it's this mutual
regard, combined with a thorough educa-
tion about the predicament that each gen-
eration faces, that holds the key to reach-
ing a constructive political compromise on
this very, very tangled-up issue .

Now, the electorate must know — an d
this cannot be emphasized enough - the
electorate must know that the Social Secu-
rity system, that is the federal government ,
has sown the seeds of inter-generational con-
flict . Grandparents may become a rival po-
litical faction against their grandchildre n
because of the perpetuation of a myth, th e
myth of the Social Security Trust Fund . It' s
exposing this myth that offers the best hop e
for assuring that genuine Social Security re -

15



form has a future . Few people seem to un-
derstand that the so-called "Social Securit y
Trust Fund" is a complete fiction, which is

what Mr.Tanner explained. The federal gov-
ernment has saved no one's Social Securit y

contributions . What is habitually called a
"Trust Fund" is primarily a conduit through
which payroll taxes are collected from
American workers and their employers an d
immediately distributed to Social Security

recipients . Understanding this fact is cru-

cial to understanding both the politica l
popularity of Social Security and the monu-
mental fiscal policy problem that it poses .

In the lead-up to the discussion on th e
rates of return, it is important to understand
that Social Security benefits have never been
strictly tied to what someone has paid i n
payroll taxes. Benefits are determined by
formula, a formula based on wage histories .

As a result of this formula, Social Securit y

provided people retiring before the early

1980s with huge real rates of return on their
employer-employee payroll taxes . These

people generally received benefits based o n
their highest lifetime wage levels, but pai d

relatively low lifetime payroll tax rates. The

resulting high rates of return is what make s

Social Security so politically popular, or at

least in part . But the days of making a kill-

ing on Social Security are gone . We've en-

tered the phase of Social Security's history

in which the bulk of people paying into th e

system can expect sorry investment returns.
And the sorry returns become even worse

if policymakers and the electorate focus only

on repairing the solvency of the Social Se-
curity system .

You see on the first chart I have rate o f

return on Social Security for low-wag e

couples. These are hypothetical couples ,

and on the y axis you see the rates of re -

turn, and on the x axis you see this hypo-
thetical low-wage couple's age next year,

1997. I chose low-wage couples for an ob-
vious reason . These are the people that the
proponents of perpetuating the current sys -
tem are going to hold up as the reason w e
need to keep the current system going . The
pattern of returns you see here is identical

if you have an average wage couple or a high
wage couple . The only difference is the rate s
of return are worse, and the negative rate s
of return come sooner in time. Now no-
tice, please, the extremely high rate of re -
turn of someone who would be hypotheti-
cally 80 in 1997 . That person or that couple
would have retired in 1982. Then you no-
tice the steep decline through time . It goes
negative through the baby boom years, an d
then at current payroll tax rates, it turn s
positive again for future generations. It turns
positive again because of the assumption o f
longer life expectancies, real wage growt h
combined with a flat tax rate . But, we know
that the Social Security system is not sus -
tainable under the current structure of ben -
efit payments and payroll tax rates .

So I've conducted an experiment. I
raised the payroll tax sufficiently to make
Social Security solvent . And as you can see ,
the rates of return for a low-wage couple
turn negative forever more after the bab y
boom generation, or beginning with the
baby boom generation and going through
the baby boom generation . And I think it' s
very important to point out that any reform

you make that has solvency as the sole cri-

teria for reform is going to have a similar

result. Whether it's increasing the retire-
ment age, reducing benefits, taxing benefits ,
it all in one way or another has the effect o f
making Social Security benefits cost more .
Therefore, the rate of return is going to drop .

I want to hone in on the baby boom
generation, which is marked out there on
the bottom of the chart . Look at how badly
low-income couples of the baby boom gen -

eration far under Social Security. And as life -

time wages grow, the rates of return grow

even worse . I think it's because of these

dismal rates of return that the baby boo m
generation is not only the cause of the com-
ing fiscal problem, but it is also the sourc e
of the political promise of true Social Secu-

rity reform. The reason is that, even though

their huge numbers are what's going to

cause the insolvency, baby boomers and
their kids stand the most to lose from tradi-

tional fixes, whether that's payroll tax in -
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creases, benefit reductions, increasing eli-
gible ages, or taxing benefits .

Mr. Tanner didn't get into it too much ,
but I think that to the extent that we hav e
seen people deal with this problem aroun d
the world, a Chilean style opt-out program
seems to be the best way to deal with th e
conflicting problem of negative rates of re-
turn and insolvency. By allowing people t o
opt out and invest in real income-produc-
ing assets, the federal government can si-
multaneously reduce its future liabilities an d
therefore deal with the solvency problem ,
and also improve the financial position o f

most future retirees .
I'd like to give you an intuition about

the opt-out program in America . We know,
in the case of Chile, that about 90% of th e
covered workforce chose to opt out of th e
government-run social security system . So
to give you an intuition about who migh t
opt out in America, I've tried to perform a
little experiment and ask the question if
given the choice next year, 1997, who i n
America would opt out . You see from the
table this is the maximum age in which a
couple would opt out if given the choice ,
and I have three different wage profiles here .
And I've devised two opt-out strategies . The
first strategy is the "cold turkey opt-out."
Then we have the "Chilean style opt-out,"
and I'll explain a little more in detail ho w
the Chilean program works to give you some
preparation for the discussion later today.

The "cold turkey opt-out" simply give s
people a choice : You can forfeit all of your
Social Security benefits and forget about al l
the payroll taxes you've paid in your life-
time, but the moment you take that deal ,
you're exempt from the payroll tax . How-
ever, I do assume that the person who chos e
to opt out would continue to save the sam e
amount each year that they would have pai d
in employer-employee payroll taxes . Under
that scenario, a low-wage couple 25 year s
or under would just say,"Okay, I'm leaving ;
get me out ." The same is true for an aver-
age-wage couple 32 or younger and a high -
wage couple 37 or younger.

The ages are much higher for the "Chil-

ean style opt-out" because we recogniz e
past payroll taxes paid under that scenario .
In other words, we acknowledge that ev-
eryone is vested in the system because of
their past payroll taxes . I'm not doing ex-

actly what Chile did in dealing with that
vestment, but it's very close . The way I do
that is I say, okay, upon the opt-out decision ,
the government is going to give everyone a
bond equal in value to their inflation-ad-
justed lifetime payroll taxes paid, both em-
ployer and employee portion . And those
bonds are going to mature at age 65 retire-
ment and they're going to rate a return o f

interest equal to what the Social Securit y
Administration earns on its special issu e
bonds. After opt-out, people are assumed
to save, once again, everything they would
have paid in payroll taxes . And that grows ,
I've assumed, at the same rate of return tha t
a portfolio of an equally weighted AAA, A A
and A bonds would return over the sam e
time period . So under that scenario, yo u
bump up the age to 37 for a low-wag e
couple ; anybody 37 and younger woul d
walk. Anyone 48 and younger for averag e
wage would walk . And anyone 54 and
younger would walk if you're a high-wage
couple .

Now two other peripheral things we can
see from this . You can see the correlatio n
between lifetime wage levels and ages .

That's just one more way of representin g
what a sorry investment Social Security ac-
tually is . And it also shows the redistribu-
tive element, the income redistribution ele-
ment of the Social Security program .

Now I'd like to point out one major ca-
veat to my experiment, and that is I've ig-
nored the important issue of financing th e
transition to an opt-out plan . And any fi-
nancing arrangement is going to influenc e
people's decision whether to opt out or not .

It's not going to be as clean as I've made it .

And financing a transition, I think, is going

to be required politically. After all, contin-

ued funding of existing liabilities is how we

keep faith with our parents and grandpar-
ents, because not everybody, as you see, i s
going to choose to opt out.
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In the next chart I'd like to show you
briefly what a Chilean plan might look like
and how and why — where I get these num -

bers from in the first place about the ages .

I'm trying to do a lot with this chart; it' s

kind of busy, so I'll go through it somewhat

systematically. This chart shows for hypo-

thetical average-wage baby boom couples ,

their expected Social Security benefits base d

on current law — and I should mention
these are all after-tax Social Security benefits ,

after-tax annuities — the y axis shows the

dollar amount of either Social Security or a
total opt-out annuity that you could pur-

chase if you chose to opt out in 1997, an d

again the x axis shows people's age next

year in 1997 .
The black line in the chart represents

Social Security; the other line represents the
opt-out annuity you could buy, the cash flow

investment that you could purchase from
the proceeds that you acquire, either from
saving or your recognition bond . And I wan t
to point out there are two parts to the opt -
out, there are two different cash flows, bu t

there's a total annuity. One part of the an-

nuity stream comes from your recognition

bond: You are given the bond, it matured at

the time you retired, now you can buy a n

annuity with it . The other part, the white
part, is from your private savings . So you
can see that time is really a critical factor i n
the whole idea of implementing an opt-out

plan. The sooner you do it, the better off
taxpayers can be. And as I showed in th e
chart prior, people 49 or older, using thi s
hypothetical wage couple, wouldn't take the

deal. Opt-out doesn't start getting better

until age 48 or younger. So, again, time is a

critical factor. The sooner you do it, the

better off taxpayers are . And I use the word

"taxpayers" for two reasons: First, and most
obvious, is that taxpayers are Social Secu-
rity recipients being forced into a bad deal .
Second, you can compare the federa l
government's liability under an opt-out an-
nuity versus the present system if you tak e
a look at these charts . The Social Security

line represents the federal government's li-
ability under the current system, that is, the

payments per retiree per year, so it's on a n
annualized basis . The annuity that comes
from the recognition bond, the shaded por-
tion of the opt-out annuity, gives you some
feel, it basically approximates what the
government's liability would be under a n
opt-out program. So by comparing the black
line with the shaded portion of the whit e
line you can see that an opt-out annuity o r
an opt-out program allows people not only
to be much better off in their retirement ,
but it also dramatically reduces the federal
government's liability. That's the solvenc y

problem that you can deal with . That's the

portion that actually has to be funded, but

it's much lower.
So I think as the chart shows, an opt -

out program, somewhat akin to what Chile

did, would be good for taxpayers, and I think

the chart also shows that Social Security is

a poor retirement program . And it may be

true that in times past that Social Security

responded to our economic security needs .
But today and in the future Social Security
is shaping and even creating those needs .
In fact, it's my opinion that Social Security

is exacerbating the needs that it's suppose d

to repair.
Social Security is a huge, complex and

firmly entrenched institution . But it's go-

ing to have to be changed . And how it will
be changed is our opportunity. The opt-ou t
solution holds the promise of improving the
standard of living for us and our posterit y
without necessitating that we break faith
with our grandparents . •

Presentation 2: Learn-
ing From Chile

"An Overview of the Chilean Reform
Experience"

Presenter: Dr. Ricardo Zabala ,
Citibank, NA., Santiago, Chile

Even though I'm a native Chilean, an d
I'm very proud of the system we've installed .
I'm basically going to talk about the Lati n
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America experience, what we have done i n
Latin America with this issue . And to put i t
in context, what I've tried to do is to set a
conceptual framework so we can under-
stand what was done in Chile, and what ha s
been done in the rest of Latin America .

Today, Chile is the only country in Latin
America that has a well-operating privat e
pension system . Peru started following th e
Chilean experience in 1993, Colombia and
Argentina in 1994, Uruguay in 1996 .
Mexico's system is going to start operating
in January of next year, and Bolivia is start -
ing in 1997 also .

Now, when we look at Chile, the sys-
tem looks very appealing . There are 15 pen-
sion fund management companies . I'll ex-
plain later what they do. There are $27 . 3
billion of assets under management, 53% of
GDP There are 5 .2 million workers in the
system. The population of Chile is approxi-
mately 14 million, so this is 87% of the la-
bor force . It has a very young system; i t
started in 1981 . It has only 216,000 pen-
sioners . It has also a million additional sav-
ings accounts . The average rate of return
between 1981, when it started, and 1994 i s
12 .7% over inflation . Even though in 199 5
the real rate of return of the system overal l
was 2% under inflation . There are higher

pensions than the old system . This relatio n
that Mr. Hall was making between the pen-
sions in the pay-as-you-got system and th e
private system, they are higher. And there' s
been the development of a very dynamic
capital market . Chile has the highest sav-
ings rate of Latin America, 28% of GDP. And
it covers disability and death and therefor e
it has a very strong insurance industry .

The Chilean experience, basically, i s
social security reform to grant decent pen-
sions . In 1992 in Mexico, they did a reform
which was to increment the savings rate .
When people look at Chile, one of the thing s
that really attracted them was the fact tha t
you had created a high savings rate. But
when you only look at the savings rate an d
you don't look at the issue of social security
or the pensions you're going to give out, thi s
has different implications for how the sys-

tem is set up . When you look at the nature
of a pension system, they basically depend
on three things :

•The financing scheme: You can have a
capitalization scheme or a pay-as-you-go, an d
you can have combinations of both .

'The benefit structures : You have de -
fined benefit schemes that are these entitle -

ments, basically where you reach some cer -

tain age and you've worked some certain
number of years and you reach a defined
benefit . Or you have a defined contribu-
tion, where the benefits are not defined, bu t
the contributions you put into the syste m
are defined .

•And the management scheme : You
have basically a centralized or a non-com-
petitive system where a centralized syste m

does it like the U .S. Social Security system ;
a decentralized system which is competi-
tive ; and you can have a specialized or an
integrated system . Basically when we talk
about specialized, it means contribution fo r
disability, another contribution for old age ,
another contribution for health, and oper-
ating three different schemes . An integrated
system is one where with one contributio n
you cover all these contingencies .

So with that set out, basically in the tra -
ditional systems, most of the financing

scheme is a pay-as-you-go system; it's just a
distribution system. The benefits are defined
nominally, so they're eaten up by inflation .
And the management normally is done b y
the government — centralized. And in the
"modern systems" you have capitalizatio n
schemes, you have benefits that are define d
or variable, and basically the managemen t
is private .

The Chilean solution is it chose a capi-
talization scheme in individual accounts .
You can have collective accounts, employer -
driven accounts, but this is individual ac-
counts. It's a pre-defined contribution sys-
tem. It substitutes the pay-as-you-go option .
It's a specialized private management . And
basically it's a public social security syste m

privately managed. And I'd like to insist on

this. A lot of people talk about "privatizing

Social Security." You cannot privatize wha t
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is not privatizable . Social Security is a pub-
lic system. What you can privatize is th e
management, or how the system is deal t
with .

Basically how it works is you have indi-
vidual accounts managed by sole purpose
private companies. These are sole purpos e
private companies ; they cannot do anything
else but manage the accounts for their cli-
ents . The pensions are a function of the

accumulated fund . Whatever you have ac -

cumulated is what you receive as a pension .
There is disability and death coverage . The
pension ages are 65 for males and 60 for

females . Early retirement is possible if yo u

have accumulated in your account enough

assets to give you a pension which is at leas t

50% of the last 5-year average of your work -

ing years, you can retire early. There's a

government guarantee . Michael Tanner

mentioned the minimum rate of return .

There's also a minimum pension. If you've

contributed into one of these companie s

during 20 years, if the accumulated fun d
does not give you a pension as large as th e
minimum pension, the government guaran-

tees the differential .

There's a minimum rate of return for

each managing company, which is an aver-

age of the industry. So, for example, I men-
tioned that in 1995 the average rate of re -

turn was 2% negative . The average rate o f

return — the minimum rate of return was

also negative . But you could be way off the

negative, or you could be lower than th e

minimum or higher.
Fees are charged as a percentage of the

wage or contributions . The management

fees are not based on assets under manage -

ment. This is really not an asset under man-

agement industry. It's related to assets un-
der management because it manages them ,

but the fees are not related to the assets .

One of the reasons legislators chose that i s

because since it was mandatory, what hap-

pens to a worker when he's unemployed ?
He's not contributing into the system . His

assets are being eaten up . So, basically, the
workers that are working are financing the
accounts of those workers that are not work-

ing. And during the transition in Chile —
and this is the same situation in Peru and

Colombia—the government recognized th e
contributions to the old system . Like Dr.

Hall mentioned, this is a bond that's redeem-

able when the workers reach retirement

age. And to move into the system, the con-
tribution rate was reduced . So this i s
cheaper than the old pay-as-you-go system .

But what do these companies really do?

These companies manage individual ac -

counts, and this is a processing business ,

basically bookkeeping, administrative ser-
vices . They give insurance coverage for dis-
ability and death, and they do investment
management . But with only one fee . There' s

no fee for administrative services, there's n o
individual fee for insurance coverage, there' s
no individual fee for investment manage-
ment. It's one fee for the whole package .

And basically the way it works is some-

thing like this: You have the clients mak e

contributions . And the contributions are a

percentage of the wage bill, or the payroll ,

into the pension fund, and fees once they're
accredited into each individual account,yo u

can charge a fee . You don't know who the

money comes from, you can manage the

assets, but you can't charge the fees . And

the fees are a percentage of the wage bill o r

a fixed fee — $1 per contribution or what -

ever. They go into the management com-

pany and the management company hires a

collective insurance with an insurance com -
pany to give disability and death coverag e

to the workers that are in his company. And

at the same time, since it has a minimum
rate of return guarantee, it builds a legal re-

serve, which in the case of Chile is 1% o f

the funds under management . So it man -

ages individual accounts, it does the invest-

ment management, and it gives through her e

the disability and death .
So during the active life every worker

chooses — has to choose — one pensio n

fund management company. In the transi-
tion, at the first moment, like Dr. Hall men-
tioned, you could decide to stay in the ol d
system — and there's workers who stayed
— or to move into the new system . It's true
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that mathematically there were ages in
which the decision was better to stay in th e
old system because you were too old, or to
move into the new system. There's some -
thing that's really important here, and I thin k
it's good to mention is that this is your
money. This is not the black hole of the

pay-as-you-go system . This is an individua l

account that belongs to you and to your
estate, in the case of your death . So basi-

cally there's not only a mathematical or tech-

nical reason to enter this, but basically
there's a conceptual difference . This refor m
has shifted the power to the people to tak e
the decisions where they want to put thei r
money.

So during their active life, there is a pen-
sion fund managed by a pension fund man-
agement company, and once they attain eli-
gibility, they can choose a program with-
drawal pension in the same pension fund
management company, which is basically
they start eating their capital . Or an annu-
ity pension in a life insurance company.
That's why I mentioned one of the first slide s
how many life insurance companies ther e
are . The overall size of the pension fund i s
approximately $27 billion, and the invest-
ment portfolio of the life insurance company
is approximately $7 billion . The client s
channel the funds into the company, the fee s
go into the pension fund management com-
pany, and in an average month about $200
million go into the fund, about $50 millio n
go in fees, $1 .5 million go into the legal re -
serve, about $13 million go into the premi-
ums. So you have a legal reserve that's about
$250 million and a pension fund that's $27
billion . In a country where the GDP i s
around $67 billion, this is a very large per-
centage of the GDP.

That's why I mentioned the issue . Thi s
is a sole purpose company . They have an
operating structure that could provide som e
of these services, but they cannot do that .
So basically the model that started in Chile
is a self-contained industry whose activitie s
could be done by other industries, whic h
could be relevant in the case of a reform in
the United States .

Now what's happened in Latin Americ a
is that most countries are optimizing be-

tween their present pay-as-you-go syste m

and Chile's reform and what I would call an

"unbundled solution ." An unbundled solu-

tion is where parts of this self-containe d
industry are given to different parties . You're
moving from a pay-as-you-go system to a

pure capitalization scheme . Now the issu e
is always who pays the transition costs .
What we believe is happening in Lati n
America, the way they're approaching this
industry, is basically that these systems wil l
be unbundled in the long term . And basi-
cally it makes sense in countries where yo u
do not have very competitive or deep capi-
tal markets, or competitive asset manage-
ment industries, where you don't have com -

petitive life insurance industries, and you

don't have competitive industries in the are a
of processing, that you would do it con-
tained. But if you have the alternative o f
unbundling them, you can make better or

more efficient decisions .
Now I'm going to run these very quickly

just to show you that when you look at the

set-up of Peru, it's similar. The only differ-

ence is that you do not hire a life insuranc e
company for the management company, but
you were just a retainer for the premiu m

the worker pays for the life insurance com-
pany he chose . So you have an alternativ e

to choose the asset manager and to choos e
a life insurance company. But conceptually

it's the same .
Colombia, they had mixed feeling s

when they started the reform . What they
did is, they revamped their old pay-as-you -
go system to compete with this new sys-

tem. So you have now a pay-as-you-go sys-
tem managed by the government compet-

ing with this private system . But it's quickly

losing the war.
In Argentina, this is the largest marke t

today. The population of Argentina is ap-
proximately 28 million. It's the same set-
up, but they have a centralized regulatin g

system that's reduced the regulation and th e
operating costs .

In Mexico, they did the same thing, but
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as I mentioned, the unbundled part, the in-

surance coverage is given by a whole othe r
industry. It's a mandatory system managed
by the government . So basically it's some-
thing like this : You only have the process-
ing and the asset managing . You have n o
insurance intermediation at all .

If in every one of these countries you
had to choose between a pay-as-you-go op-
tion and a capitalization scheme, excep t
Mexico and Bolivia, which you have n o

choice, you can just choose an operating
company. In all of them you have an indi-
vidual decision, it's an individual choice, so
this is like a retail business, it's high operat -
ing marketing and sales costs . Fees over
assets under management can only b e
charged in Peru, Mexico and Boliva . In Peru
nobody charges all those assets under man -
agement. One of the reasons is there's no t
many assets — the growth of the assets takes
a long time to grow. There's a disability an d
death coverage ; every country has one ex-
cept Mexico. There are state or public com-
petitors in most countries, otherwise in
Chile or Peru you have some state-run op-

eration that competes with the system .
The impact this has had on Chile's capi -

tal markets, is basically : 51% of all govern-
ment securities are in the portfolio of the
AFPs; likewise with 63% of all mortgage
bonds . So the financier of all housing in-
dustry is one of the AFPs . They have 8% of
CDs, more than 50% of all corporate bonds .
Only 9% of the stocks ; one of the reasons i s
because not all the companies are rated . It' s
a very regulated industry, so there's a lot of
rating issues to what you can invest in .

This has really reshaped the capital mar -
ket structure in a sense, such that in 199 5
35% of all the assets and liabilities were i n
the hands of the pension funds . Now what' s

most important is not the stock but the flow
of funds. In Argentina, the monthly contri-
bution into the fund and the fixed rate port -
folio is Argentina $120 million . That's about
4 basis points of GDP. In the fixed rate port -

folio, since the high percentage of the port -
folio is in fixed rate, and it's redeemed and
it matures, about 12% goes into the GDP.

Total year, 1 .6%. So this is net impact in th e
capital markets of new money that's going
into the market . If you look at the case of
Chile, $150 million per month, which i s
0.3% of GDP, the fixed rate portfolio part i s
$4.7 billion, which is 9% . Overall, on a
yearly basis, that's 12 .7%. That is basically
one of the reasons Chile has one of the high-
est savings rates of the region . •

Respondent. Dr. John Goodman,
President, National Center for Policy
Analysis

I want to respond not just to Ricardo
Zabala's presentation, but also, if I may, to
the other presentations we've heard so far
today. And I'd like to begin by making five
quick points . Point number one, pay-as-you -
go really means pay-as-you-go . The system
in the United States, as opposed to thes e
systems that we just saw the slides on, is a

system in which every dollar that is col-
lected in payroll taxes is spent, and it's spent
the very minute, the very hour, the very day
that it comes in the day. No money is being
stashed away in bank vaults ; no investments
are being made in real assets . This is an
important point, because I think when w e
start talking about when the system is go-
ing to go bankrupt and how much is in the
Trust Funds and how much is not in the Trus t
Funds, we tend to mislead people . We tend
to encourage them to think of this like a
private pension system, and we use the lan -
guage of actuaries, when in fact the Trus t
Funds have no real meaning, they consis t
of nothing more than IOUs which the gov-
ernment has written to itself, they consis t
of nothing more than pieces of paper. If
those pieces of paper were important, i f
somehow they could solve our problem ,

then it would be easy to solve the crisis of

Social Security : We could just print more
pieces of paper. The federal government
could very easily double, triple, and qua-
druple the number of pieces of paper these
Trust Funds are holding . That would be easy;
that would be cheap . But since the pape r
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doesn't mean anything, it would solve n o
real problem. If we look out to the future
in a year, say 2030, and we see what the
obligation is, in that year we're going to hav e
to borrow money or raise taxes to meet it .
And the Trust funds are not going to help u s
either borrow or tax .

Number two, so far everything that

we've heard has been about Social Security

and we've heard nothing about Medicare ,
but I want to remind you that the same pay -
roll tax that funds Social Security also fund s

Medicare . And if you go out to the tim e
when today's college students are going to

reach their retirement years, according to

the intermediate forecast, the Medicare ob-
ligation for both parts of Medicare is goin g
to be as large as the Social Security obliga-

tion. And on the pessimistic forecast, it' s

going to be even larger. In fact, for every

dollar that we spend on Social Security, we'l l
spend $1 .50 on Medicare on the pessimis-
tic forecast, in the year 2040, about the tim e
when today's college students will reac h
their retirement age .

Point number three, that other health
care costs disguised and hidden in other
programs are half again as large as Medicare .
In general, for every dollar that the federa l

government spends on Medicare, it spends

another 50 cents on elderly medical bill s

through the VA system, Medicaid, and othe r

programs that are set up . If we combine
the Medicare — both parts of Medicare —
plus these other ways of paying the medi-
cal bills of the elderly, the forecasts begin
to get really scary. On the intermediate fore -
cast, by the time today's college students
reach the retirement age, we're going t o
need 40% of payroll, and on the pessimistic
forecast, we're going to need 67% of pay-

roll — that's two-thirds of all the income o f

future workers — just to pay elderly entitle-
ments .

Point number four, tax rates do not equal

tax revenues . The Social Security trustee s
are kind enough to make all these projec-
tions for us . They tell us what percent o f
payroll we're going to need in various year s
in the future in order to meet the obliga-

tions that have currently been written int o
law. So they say, you're going to need 30 %
of payroll, or 40%, or 50% . What they don' t
tell us is that if you need 40% of payroll ,
you're not going to get it simply by levyin g
a 40% tax . You will recall that when Bob
Dole was defending his tax program, he ar-
gued that when you cut tax rates, you ge t
some of it back . You get some of it bac k
because at lower tax rates you have less
avoidance, less evasion, more economi c
activity, higher growth . In fact, he argued ,
you can get 30% of it back just throug h
greater economic activity. Well, presumably
that works in reverse . If you have a sub-
stantial increase in tax rates, you're going
to lose about 30% of it through more avoid-
ance, more evasion, less economic activity,
lower economic growth . And if we just use
that standard that you lose about a third ,
then you can up all the Social Security
Administration's projected tax rates by a
third. And on the intermediate estimate ,
then, we're going to need a 50% tax rat e
when we get out to the time when today' s

college students retire . And on the pessi-

mistic forecast, we're going to need an 85 %

tax rate when they reach 65 ; when they
reach 85, we're going to need a 97% tax rate ;
and when they get to the age of 95, if they
live that long, we're going to need a 105 %
tax rate — in other words, we're going to
need everything that workers earn plus
some change in addition to that . But as Art
Laffer taught us a long time ago, when yo u

get out to 100% tax rate, you really don' t
collect very much revenue .

Point number five, all our entitlements
are pay-as-you-go, it's not just Social Secu-
rity it's not just Medicare . All of them . The
Medicaid, all the government pension funds
for public employees, they're all pay-as-you-
go .

I think that an ideal retirement syste m
is a system that, first of all, should be able
to survive any choice that women mak e
about how many children to have . Our So-
cial Security Administration considers it a
real crisis that women aren't having enoug h
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babies . The fertility rate in the United State s
is below the replacement rate, and in som e
European countries, it's way below the re -
placement rate. It's only 1 .3 children per
woman of child-bearing age in Italy, which
is a Catholic country. It's 1 .4 in Germany.
And they've got real, real problems . But a
good retirement system should be a retire-
ment system that can live with any choic e
that women make .

Also, a good retirement system, I would
think, is a system that can live with any
choice you make about immigration . We
are, as we move further and further along
the path that we're now traveling, going to
feel a lot of pressure to admit lots of immi-
grants in order to keep the tax rate down ,
in order to have lots of taxpayers to sup -
port the elderly. But we ought to be able ,
as a country, to decide on an immigratio n
policy without worrying about where th e
elderly pensions are going to come from .

Number three, I think that an ideal re-
tirement system is one that can survive an y
breakthrough in medical science . It is
shocking to realize that if scientists tomor-
row discovered a cure for cancer, most o f
the nation would be rejoicing . That's not
what's shocking . What's shocking is tha t
over at the Social Security Administratio n
they would be totally depressed, becaus e
any kind of breakthrough like that is to the m
totally depressing and represents huge finan -
cial liabilities which they don't know how
they're going to meet. But with a good re-
tirement system we shouldn't have to worr y
very much about that .

And finally, a good retirement system, i t
seems to me, is one in which you don't have
to worry very much about the rate of eco-
nomic growth . In the Chilean system an d
those other Latin American systems that yo u
were looking at, the pension that the worke r
retires on is going to bear a rough resem-
blance to the state of the economy. In other
words, their pension income is going t o
grow with the rate of growth of the
economy as a whole . If for some reason in
the United States we decided we didn't want
to grow quite as fast because we want to

achieve certain environmental goals - I' m
not suggesting we should do that — bu t

those are the kinds of decisions we should
be able to make and not have to worry about
how elderly pensions are going to be pai d
for.

All of this means, in my opinion, that a
good retirement system is one which is not
pay-as-you-go . It's one in which each gen-
eration pays its own way, puts the funding
aside so that it does not have to depen d
upon the next generation of taxpayers to
pay his retirement benefits . And there are
countries around the world which hav e

made substantial movement in the directio n
of ideal pension systems . And we jus t
learned from Ricardo that in addition to
Chile, we also have Argentina and Colom-
bia and Peru and now this year Mexico .

But there's another country that I think
should be interesting to all of you and tha t
is Britain . Britain began to tackle this prob -
lem back in the 1970s . Britain should be of
interest to you because their culture is more
similar to ours, they have a political system
which is not that different from our own .
It's a democracy after all . They didn't have
to have a General Pinochet in order to in-
troduce privatization . But they realized they
had a problem . And interestingly enough ,
both parties, the Conservative and Labour
Party, came together in a joint agreement
that they needed a private pension system
to take up part of the load rather than hav-
ing all of it funded through a pay-as-you-go
public pension system. And so they began
allowing employers to contract their work-
ers out of the second tier of the government
social security system. The first tier provide s
a minimum payment ; essentially everyon e
gets the same check . The second tier is re-

lated to earnings; the more you put in th e
more you get . That second tier is more lik e

a private pension, and it's that second tie r
that employers could contract their work-
ers out of.

So beginning in the mid-1970s, employ-
ers began to do that, and by the time Mar-
garet Thacher became Prime Minister, al-
most half of all British workers had bee n
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contracted out of the second tier social se-
curity in exactly that way. But the problem
was that in order to do this, a company had
to promise pension benefits at least as goo d
as the worker would had received had he

remained in the state pension scheme, an d
essentially only large companies could d o
that and therefore about half of all Britis h
workers were the limit that were going to
get contracted out in that way. So Margare t
Thacher's contribution to this was to allow
individual contracting out . And during he r
term of office, Britain went further and no w
they allow individuals not only to contrac t
out of the state pension scheme, but also t o
contract out of their own employer's con-
tracted-out scheme . So this empowers the
individual, gives them the ability to deposi t
funds to U.S .-type IRA accounts . Unlike the
Chilean experience, they can make almost
any investment decision they want to
through these IRA accounts . I'm not sure
that that's desirable, in the sense it won't at

the end of the road necessarily accomplish
the social goal of insuring that a pool of re-
tirement funds is there . But in any event ,
that's the way they do it . And today, eithe r
through an employer plan or through thei r
own IRA account, three-quarters of all Brit-
ish workers have contracted out .

Essentially Britain has followed thre e
principles that you also saw present in Chile
and in these other Latin American countries .
Number one, they make the decision vol-

untary, people don't have to go into the pri-
vate system, it's a voluntary decision . But
number two, they create a choice, there's a
public system and there's a private system .
And number three, they make the privat e
option so attractive that in fact most youn g
workers are looking at an option they can -
not turn down. So you create differential
tax rates . In Britain right now, the differ-
ence between opting out and staying in is
about 4.8 percentage points of payroll tax .
In the beginning it was 7 percentage points .
You need to have it larger in the beginning
because you need to get middle-age work-
ers out . To just get younger workers to joi n
the private system you might need much

less of a difference .
Finally, another country I want to draw

your attention to is Singapore . During the
1980s, countries from around the worl d
were going to Britain to learn abou t
privatization. During the 1990s, more and
more countries are sending delegations to
Singapore to learn about a really fascinating
alternative to the welfare state . It is almost
as though Singapore looked around the
world, especially at the developed world ,
and looked at all of the ways in which the
welfare state has grown, why people go to
government, what kind of benefits they're
looking for, and they created a private sav-
ings alternative to all of that . And I must tel l
you the savings rates in Singapore are quite
high. They require the worker to put in 20% ,
the employer has to match that, so that' s
40% of income that's being saved. And as a
consequence, Singapore has the highest sav-
ings rate in the whole world . Now out of
this forced savings, people have their retire-

ment pension, as they would in Chile an d
some of these other countries, but they als o
have much more . Singapore has what they
call a "Medisave Account," which is equiva -
lent to the medical savings account that we
have promoted here in the United States .
Essentially they're required to put 6 percent-
age points of income into the Medisave Ac -
count . Out of the Medisave Account they
can buy catastrophic health insurance cov -
erage and pay many medical bills . They can

also take money out of their forced privat e
savings in order to buy housing, an d
Singapore has the highest rate of home
ownership in the entire world . They can
use these funds to buy life insurance, dis-
ability insurance. They can pay medical bill s
of another family member. They can bor-
row from their forced savings in order t o
send a child to college . And the way this
has progressed is it began in the 1950s as a
pension program, and then in the 1980s
they added on the medical care componen t
of this, and then as they moved along they
started adding more and more features a s
they began to realize that a system of force d
private savings can in fact meet a lot of the
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needs that are met by government else -
where . And so what Singapore has today i s
a very successful system . It's a system that
people are very, very happy with . The prin-
cipal drawback, I would say, is that govern-
ment has too much control over the money.

In the beginning it had total control over
the money and made all the investment de-

cisions. With the passage of time, it bega n

to allow individuals to make some decision s

with a portion of their money. So this isn' t

like Chile. It should be like Chile . There' s

no reason to have government in there di-
recting the investment of these funds . But
aside from that, the structure of th e

Singapore system, the idea that people ar e

required to meet their own needs rathe r
than going to government is, I think, a goo d
idea and one that we might carefully con-
sider as we dismantle the welfare state i n
the United States .

In general, the philosophy of Singapore
is very simple : It's that each generation
should pay its own way, each family shoul d

pay its own way, each individual should pay
his own way, and only after you go throug h

those three filters, then and only then does
anyone turn to government . A good lesson ,
I think, for us to follow here in the United

States . •

Presentation 3: Options
for Reform

"An In-Depth Discussion of the
Choices that Must be Made in Crafting
Reform Legislation "

Presenter.. Stephen j En tin, Residen t
Scholar, Institute for Research on the
Economics of Taxation

Patching up the system with a mix of
tax increases and benefit cuts might solve
the petty little budget problem, from th e

point of view of a budget policy wonk in
Washington, but at too high a cost to th e
economy and everyone in it . Keeping the

current system would require benefit cuts

or tax increases that would make Social Se -

curity an absolutely horrible deal for future
generations . Reform must do more than fix
the budget . Reform should not just b e

driven or even primarily be driven by bud-

get considerations, nor for the convenience
of Washington policy officials . We need t o
do something to redress the damage tha t
Social Security is currently doing to nationa l
saving and to employment.

The issue is one of a choice — and we'r e
getting to our first choice — between a tax
transfer system and a system of real saving .
A pay-as-you-go tax transfer system can never
be as good as a system with real saving .

When Social Security takes a dollar of pay -
roll tax from current workers, it pays out a

dollar of benefits to current retirees, and

they generally consume it . There's no sav-
ing involved. Indeed, total saving is likely
to decrease . By contrast, workers who set

aside income in bank accounts, mutua l

funds, stocks and bonds are saving that in -

come . The saving flows into capital forma-
tion which boosts productive capacity and
earnings and wages and employment . The
compound returns on that saving and o n
that real capital formation produced several
dollars at retirement for every dollar of con-

tribution. Instead of one dollar in and on e

dollar out, you get a much better return . At

a 7% real return, a dollar saved at age 2 0
would grow to $16 at age 60 and to $32 a t

age 70. No tax transfer system can give tha t
kind of gain .

Now, the Kerrey-Danforth Commission

seized on these advantages of real saving t o

suggest a way out of the Social Security bind .

This is another chart from the Commission' s

report. Kerrey and Danforth suggested tha t
we not raise taxes to bring Social Securit y

into balance . They opted instead to tri m
Social Security benefits by even more tha n
was needed over time to keep the syste m
in balance. They then suggested that the
added spending cuts, more than necessary
to keep the system in balance, would allow

a 1 .5% payroll tax reduction that worker s
would be required to save . And they as-

sumed a fairly low return on that IRA sav-
ing. The saving would generate more re -
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tirement income than the added benefit cut ,
which would make the worker better off ,
offsetting some of the pain of bringing the
system into balance . They would cut the
projected outlays so that the unfunde d
promises would be eliminated. They would
cut benefits to the level that could be sus-
tained by current taxes, then they would
cut benefits on the right-hand by a little
more, but you put that difference into an
IRA and the added returns from the IRA

would bring you back above what Social

Security could otherwise pay for.

But if cutting benefits and the payroll

tax 1 .5% puts workers ahead, why not 2%?
Why not 5% Why not 10%. Be careful what

you prove . Someone may want you to de-

liver on your proof. In fact, why not phase
out the system altogether? But I'm gettin g
a little bit ahead of myself .

A number of proposals that have been
floated since this Commission have sort o f
built on this idea. In fact, almost everybody
who comes up with a proposal to bail ou t
Social Security pays lip service in one way
or another to using the private markets ei-
ther for Trust Fund investment or by givin g
people control over their own savings, but
the buzzword now is "private sector mar-
kets," using the free markets to do some
good for the transition to a new system . Bu t
some of them are much better at delivering
on the concept of privatization than others
and for some it really is just a buzzword .
Now which of these notions and approaches
we need to look at to solve this proble m
brings us to a whole mess of choices, and
I've tried to group them by their general is -
sue area, not by whose bill they're in . So

I'm going to go issue by issue, not bill by
bill .

Once you have decided that some sor t
of funded system is better than pay-as-you -
go, you have really two basic large issue ar-
eas that you need to think about . I'm going
to call one "the destination ." What should
the retirement income system ultimately
look like when we get there? The other se t
of issues involves the transition. How do
we get from here to there with the least

possible harm to the economy, to workers ,
and to retirees? We have a lot of choices t o
make .

Let's look initially at the destination, that
is, the basic design of the retirement sys-
tem . There are two broad choice areas .
First, should the government run the show,
or should the system be based on self-reli-
ance, personal responsibility and private
saving in the private financial markets? A
clear set of choices that need to be made.
Another set of choices in designing the sys-
tem is the question of whether the welfare
or safety net elements of the current Socia l
Security system should be wrapped up i n
the new retirement system or handled sepa -
rately. Social Security, as you know, tries t o
do two things, provide for retirement and
handle income redistribution and safety net

considerations .
Let's look at the first issue, which is th e

broad heading "Government Control Versu s
Privatization ." Let's see what this involves .
One of the first things you might ask is :
Should saving for retirement be voluntary
or mandatory? The approach most consis-
tent with economic freedom and personal
responsibility is to make saving optional . I f
the tax biases against saving were elimi-
nated, which most of the major tax refor m
proposals would seek to do, which is a
whole other conference, people could de-
cide in an optimal manner how much in-
come they want in their old age and whe n
they want to retire, and they would save
accordingly. Congress, however, is fearfu l
that people would be spendthrift in their
youth and rely on the dole in old age and
Congress seems determined to regulate sav-
ing behavior. So I'm going to assume in wha t
follows, reluctantly, that some saving is
made mandatory.

We come to the next choice . In setting
up a retirement system with all the federa l
rules that will be attached to it, we need t o
ask: Who is going to control the assets? Wil l

the assets be controlled by the governmen t

or by individuals? Even if you move to a

funded system, and the private persona l
savings account is obviously automatically
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funded, but a funded system does not nec-
essarily mean personal control . Some
people think that a funded system can be
run by the government. Others prefer that
the individuals do it . You're going to see a
full range of views on this in the forthcom-

ing report of the Advisory Council on So-
cial Security. They're going to be coming
out with three plans which rather run the
spectrum of possibilities . They all pay li p
service to privatization, but one of thos e
plans does more of it than the others . But
in anticipating one of their proposals, let me
make one thing clear. Funding the retire-
ment income system and privatizing th e
retirement savings system are not the sam e
thing. "Privatization" means that each indi-
vidual saves for his or her own account . The
saver owns the account, manages the ac -
count, and can leave it to heirs and survi-
vors . One of the proposals coming out o f
the Advisory Council, one of the old guard
which they call "maintenance benefits, "
would simply take the current Social Secu-
rity Trust Fund and dump a large chunk of i t
into the stock market . They call tha t
"privatization," or "using the private mar-
kets ." But there'd be no separate accoun t
for each individual, no individual manage-
ment of the assets, and no leaving of the
assets to one's heirs . Now that's the basi c
flaw in calling this a "private system ." As for
the technicalities of it, I don 't think I have
to point it out to you . The proposal is really
quite ludicrous . The Trust Fund is small and
fleeting. Furthermore, it isn't really there .
The Treasury has already spent that money,
so in order to buy stocks, the Treasury woul d
have to issue additional debt to the private

market to get the money to give to Trus t
Fund to buy the stock . That's just like indi-
viduals who borrow money and put it int o
their IRAs and for some reason that makes a
lot of anti-IRA Members of Congress reall y
very angry. And yet now we're proposing
to do that on a massive scale with the Trea -
sury and the Trust Fund. Social Security
would enjoy the dividends and the capital

gains, while Treasury would be stuck pay-
ing additional interest on the additional

debt. This is just another way of gettingTrea-
sury to give more general revenue to Socia l
Security and delay its day of reckoning . So
that is not perhaps something which ought
to advertise itself as a real reform .

But what if there were individual ac-
counts owned in the saver's name and
allocable to the saver and to the heirs and
survivors . Another plan of the Advisory
Council, that produced by the Chairman ,
Mr. Gramlich, would have individuals have
a small amount that they could put into a
saving plan, but the government would man-
age it . It would be in government-managed
mutual funds or investment portfolios . Even

a federally-managed program with individua l
accounts, in which individuals were force d
to choose among a few federally-run mutua l
funds, would be dangerous . Why would it
be dangerous? The federally-managed funds ,
including the stock fund, would probably
start by being pretty broadly distributed .
The stock fund would be an index fund re-
flecting the U .S . market. However, it would
be very dangerous for the U .S. government
to be controlling money that could end u p
being the majority shareholder in U .S . busi-

ness. The danger is that the stock fund, th e

index fund, could easily be converted into
a vehicle for the government to be select-
ing stocks favoring one company over an-
other, or one type of investment over an-
other. And to get a good feel for what that
might turn out to be, remember all the sug-
gestions of the soon-to-be-departing Secre-
tary of Labor, Robert Reich, about socially-
targeted investments .

Now there's another drawback to fed-
eral management, and that would be th e
tendency of federal managers to favor invest -
ment in federal debt . In the current Fed-
eral Employees' Retirement System, partici -
pants may choose a federal bond or mone y
market fund, a mixed asset fund, and a stoc k
index fund . These are described as "low
risk," "medium risk," and "high risk;" respec -
tively. In fact, as any financial planner will
tell you, young workers would be runnin g

a considerable risk of losing their comfort -
able retirement if they invest in the suppos -
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edly "low-risk" but low yield governmen t
bond fund rather than the "high-risk" bu t
high yield stock fund Retirement savin g
accounts should not be managed by govern-
ment officials . They should be managed, a s

are IRAs, by workers in their chosen finan-
cial institutions or financial advisors . Our

reform model should be more like Chil e
under Jose Pinera and the free market, not
Chile under Allende .

Another choice : What can people in-
vest in? If you're going to let them set u p
these private accounts, what can they in-
vest in? Bonds, stocks, mutual funds, inde x
funds? U .S . only? Global funds? Washing -
ton displays an amazing fear of the ups an d
downs of financial markets, and the preva-
lence of con artists . I was at a conferenc e

just a week ago when one of the Advisor y

Council members said that everybod y
would be sold underwater land in Florida .
I guess that kind of dated her, but this re-
veals a great disdain for the intelligence, th e

moral fiber, and the investment acumen o f

the average citizen . There is considerable

regulation of savers' investment options i n

most of the reform proposals . Stock-pick-
ing is frowned upon ; mutual funds are
deemed too risky; for stocks, only inde x
funds are allowed and then only those in
the U.S . market . I think there may be a smat-
tering of hope that if you force people t o
buy only U.S . stocks, then all the capital in-
vestment will be done here . They forget that
most of our major companies are multi-na-
tional now. In fact, individuals should ,
within broad limits, be able to invest in a
wide range of investment grade assets as cus-
todial accounts, which work just fine for
IRAs and 401(k) plans, subject only to mod -
est prudent man rules and perhaps som e
reasonable diversification restrictions . We
often hear that individuals would not kno w
how to pick their own stocks, they wouldn' t
know how to manage their money. Well ,
they don't have to . They can hire money
managers, they can buy CDs or annuities o r

mutual funds, or participate in employer-ru n
plans . There are a thousand ways aroun d
that objection . And if a global portfolio is

deemed to yield greater returns with les s
risk, the individual should be free to choos e
it . Fear of the market and its gyrations i s

overdone . There have been some relativel y
flat periods for stock prices, such as th e
1976-1981 period, but dividends were paid .
And Social Security was equally insecure in
that period of inflation and poor growth o f

wages. Remember, it had to be bailed ou t
twice, in 1997 and 1983, both times involv -
ing benefit cuts . For my money — and it i s

my money — in the long haul, the market i s
the better bet .

Another choice in designing these pro-
posals : How much should be saved? How

much are you going to mandate that people

save or how much are you going to allow

them to save? In the next chart, we see some
possibilities. Ideally, the amount that you
choose to save would be up to you . If
people want to save more and retire earlier,
or with a higher retirement income, good .
If people want to save less and retire later,
or with less retirement income, fine. But
various plans specify the amounts of saving ,
or the amount of payroll taxes that can b e
diverted into saving . In some cases, they
go a bit overboard, particularly if you're goo d
at picking stocks . On the left side of th e
overhead, we have that little bit from previ-
ous chart, from the Entitlement Commis-
sion. Social Security on a fully-funded basi s
can only afford to pay you about a 29% re-
placement of your pre-retirement income .
It's promising 42% on average, but if we cu t
the benefits to match the revenues, it wil l

only pay about 29%. In the next line over,
the Kerrey-Simpson bill, which was a slight

augmentation of the Commission report ,
they suggest cutting payroll taxes by 2%, cut -
ting benefits to allow that to happen, giv-
ing you your benefit and letting you put your
money into some form of private savin g
plan, which if it returned 3% yield in per-
haps a bond, or a 5% yield in a mixed stoc k
and bond fund, or a 7% yield in a stock fund ,
would pay you the added amounts there .
I've done it in terms of pre-retirement in -
come, the so-called "replacement rate ." I f
you put in it a stock fund, you're going to
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do much better than Social Security can af -
ford to give you . And if half a loaf is a good
thing, why not a whole loaf? Some peopl e
have suggested a 5% cut in the payroll tax
invested in a similar fashion . And take a look
at what that does . Now here I've show n
getting rid of the benefits entirely. If you
can put 5% of your income aside over a
working lifetime, at the average after-tax
return on private sector assets, that's afte r
the corporate income tax, it's about 9% be-
fore the corporate tax and about 5% after it ,
you can get a 51% replacement ratio . If
you're adventurous and put it all in stocks ,
you can get about 107% ratio . You can get
roughly two or three times from private in-
vestment, with about half of what Socia l
Security is now costing you, in private sav-
ing .

Now one plan, Mark Sanford's proposal ,
assuming that you're going to be very cau-
tious and putting it only into bond funds ,
suggests that you put 10% of your income
into saving. He would cut the payroll tax
eventually by 10%. Well, if you do a little
better than that, you begin to get som e
rather striking results . If you get a 5% re-
turn, you can get a more than 100% replace-
ment ratio, and if you put it all in stocks ,
you might end up getting a 217% replace-
ment ratio. I hope, and indeed Mr. Sanford
does —these plans let people get out of their
accounts once they've reached a certain
desirable level . There's no point in impov-
erishing yourself when you are young t o
become a multi-millionaire when you ar e
old .

Actually, this chart illustrates somethin g
else. Look at what Social Security is funded
to get you by taking more than 10% of you r
pay and look what you could do if you ha d

that money to invest wisely. That gap i s

enormous . And I guess it just shows yo u
that economics is not the dismal science if
you have a morbid sense of humor.

Anyway, once you have these funds, we
have to figure out what access we're going
to allow you to get these funds . Another
choice when people design the bills . I've
heard some people get into very heated ar-

guments about these points and I have t o
step back and kind of giggle a little . Should
people be able to borrow from their retire-
ment accounts before retirement? The pen-
sion industry says "no, you might take the
money out and buy a boat ." Well, if you force
people to keep the money in their retire-
ment account until they retire, what's the
rationale for that? Government doesn't want
you to fall back on the social safety net ; they
want you to be able to take care of yoursel f
in your old age . What if your child gets sick ,
what if you get laid off, what if you nee d
money earlier in your life? If you run into a
poverty situation at that point, you're goin g
to be on welfare or on unemployment com-
pensation when you're young . So the gov-
ernment is making you bank money when
you're old so it won't have to take care o f
you then, but it's going to pay you benefit s
now when you're out of work. And if you
think about it, the present value for thos e
two outlays is going to be the same. And
it's just a little odd that government has that
particular concern . But in any event, the y
do tend to want people to be locked in un-
til they get to a certain age or a certain mini-
mum amount in the account . And most

plans do let you retire early or to reduc e
your contributions once you have a certain
amount built up .

But the withdrawals are cause for con-
cern in some quarters . When people begin
to draw on these accounts, how muc h
should we let them take out? What if the y
take it all out at age 59 or age 60, and they
don't leave enough for when they're 93? So
the question then is, should they be able to

manage their own withdrawals, perhap s
with some ceiling so that you have to leave
enough in to sort of match your life expect-
ancy as you get older and older. Sort of the
reverse of what we make you do with th e
IRAs, where now the IRS says you have to

take it out as of age 70, and you have t o
take it out in proportion to the number of
years you have left on our life expectancy
table. Notice you have two different policy
wonks here : You've got the IRS guy wh o
wants you to take it out as fast as possible
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so we can collect the taxes on the deferred
income, and the retirement policy wonk
who wants you to leave it in as long as pos-
sible so you don't impoverish yourself i n
your old age . They're both trying to protec t

the budget and they have exactly opposite
policy recommendations .

Another suggestion that such people
make is that you be forced to sell your en-
tire portfolio the day that you retire and put
it into an annuity so the insurance compan y
can tell you how much you can have ever y
year. Other people then complain that i f
the market happens to be down that yea r
— see the evil private market here — an d
you have to buy your annuity, you're going
to lose big. Of course, if they let you man -
age your own portfolio, you could live o n
the dividends for several years until the
market came back and you wouldn't hav e
that problem. This is a policy wonk prob-
lem, not a market problem .

Well, those are some of the choices fo r
designing a bill as to where the system ulti-
mately might end up . But let's talk for a
minute about the safety net issues — thos e
were the control issues . Let's talk about th e
safety net issues in designing a bill as t o
where the system should end up . Social
Security is hard to understand and fix in par t
because it confuses retirement saving with
income distribution ; it has a safety net fea-
ture and this universal retirement coverag e
aspect . There's no reason why the two have

to be linked in this fashion . How do we
provide a safety net? And it's related to th e
question of whether Social Security shoul d

be fully privatized and phased out, o r

whether there should be some residual func -
tion of the Social Security lingering afte r
some portion of it is made private .

Let's look first at disability and survivors '
benefits . Social Security provides benefit s
in addition to retirement income for work-
ers and spouses . People with dependents ,
in fact, would have to do a little more sav-
ing, get a little higher return, to match So-
cial Security benefits other than the basi c
replacement rate . They get some insuranc e
services on top of it . Now should these as-

pects of Social Security be privatized o r
should they be kept in a separate program ?
Actually, these are insurable events — death s
and disability. If the disability insuranc e
program were ended, as well as the retire-
ment program, workers would have to bu y
disability insurance . You might make that
mandatory, or you might let them figure that

out themselves . They might need to beef

up their life insurance . Now that would
actually be a fairer thing than we have cur-
rently, because right now single people wit h

no dependents are forced to buy life insur-
ance through the Social Security system .

And I think most financial advisors will tel l
you that the problem with buying life insur -

ance if you have no dependents is that yo u
won't be around to enjoy it, because yo u

have to die to get it .
Now the next issue would be how to

structure a safety net for the other proble m
that Social Security deals with that is no t
insurable and that is poverty. Should the
government provide a safety net for the ac -
counts to make sure that everybody's retire -

ment account is high enough when the y

retire? Or should they have some basic re-
tirement benefit that is independent of thes e
efforts to make sure no one is poor? Or
should they simply give money to those wh o
find that they are poor when they get to ol d
age without messing with the accounts ?
Should they do it, perhaps, through som e
other system, such as Supplemental Secu-
rity Income? Ideally the private saving tha t
workers could set aside if payroll taxes were
reduced would exceed and replace cur-
rently funded Social Security benefits, an d
the retirement income would be the returns

on the retirement saving, plus an annua l
prudent draw on the principal . But the fi-
nancial assistance to low-income elderly
would be provided based on their incom e
from all sources, including other saving, in-
heritance, and any ongoing employmen t
through a means-tested welfare program,
such as Supplemental Security Income . And
as with other welfare programs, the safet y
net would be funded with income taxes .

Many of the bills and proposals that ar e
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kicking around, however, don't take that
view. They would guarantee that minimum
annuity. You'd put your money in, but i f
you had intermittent work history or low
wages, the government would say that you r
account was not big enough to buy a goo d
retirement annuity, as of a certain age, and
they would make up the difference . And in
some plans they would make up that differ-
ence even if you had a big inheritance wait -
ing for you, or you had other sources of in -
come. One of the proposals coming out o f
the Advisory Council would split Social Se -
curity into two tiers: There'd be a 5% pay -
roll tax cut, which you would put into your
saving plan, but there'd be a Tier 1 of ben-
efits and everyone would still have to pa y
payroll taxes for it and everyone would stil l
get it and it would pay about $4,900 a year
— to me, to you, to the poor man down th e

street, and to Senator Rockefeller .
Well, we've covered the design issue s

of the ultimate system, but let's see how we
can get from here to there . There's a whole
bunch of choices involving that, and I' m
going to go as fast as I can through them .
We've got to face up to one fact : However
you look at the transition, it's going to be a
canine of the female gender. All reform plans
will have to cope with the costs of the tran-
sition from the current system to a new ar-

rangement, and every approach will involve

near-term costs to one or another group i n
the population . The ultimate benefit t o

making the changeover would outweigh the

near-term costs . But the costs must be faced.
Several concerns need to be raised . Propos-
als to reform Social Security threaten t o
open up an immediate budget gap by delay -
ing benefit cuts to protect current retirees ,
while cutting taxes immediately for curren t

workers — through either a payroll tax re-
duction or a deduction for saving, or both

— to enable them or encourage them to

start saving against the day when their ben -
efits will be reduced or eliminated, and to
bribe them into accepting the benefit cuts .

So we have a delayed spending cut and a n

immediate tax reduction . The transition

problem is how to bridge the budget gap .

Some proposals would compound the bud-
get gap by trying to pretend that Social Se -
curity in the past was some sort of invest-
ment and let even young workers who coul d
gain so much from buying out of the sys-
tem — to give young workers back some of
their payroll taxes, or to give them some
proportion of what the future benefits
would have been for them. You don't need
to do that to a young worker who has time
to build up a large account . You would nee d
to do something like that, however, in a tran -
sition for older workers who would not have
much time to save under the payroll ta x
reduction to replace lost benefits . Either
some benefits must be kept for those of a
certain age and above, or they must be give n

some sort of buyout bond which woul d
then, of course, itself have to be financed at
a later time. That is the basic transition prob-
lem, and it's a difficult one .

But one thing we don't want to do is t o
approach it blindly. In the past, people have
looked at Social Security and said, "Well ,
we'll fix it, we'll have a little tax increase
here and a little benefit cut there," and not
much attention is paid to the economi c
costs or economic effects of those options .
So we have some choices to make . And the

one thing I want to say is that financing th e

transition is going to require one of thre e

steps. If you keep the outlays up now and
cut the taxes somewhere for the younge r
workers now, you're going to have a gap ,
and you either have to finance it through
additional taxes somewhere else, additional
government borrowing, or reductions in
government spending, either inside Socia l
Security — but we've just said we can't do
too much of that — or in other parts of the

budget . Now financing the transition

through additional taxes or additional gov-

ernment borrowing or reductions in govern -

ment spending would have sharply differ-
ent effects on national saving and growth ,
and on future tax receipts, and on welfar e
outlays and on other things, and we really
do need to be aware of the difference tha t
these various options would have, and w e
have to understand these various financin g
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possibilities and we have to understan d
them before we choose them. I don't fee l
the research has been done to educate the
retirement community and the Social Secu-
rity wonks on these choices .

If we want to have a transition that does
the minimum possible damage to the
economy in the process, indeed perhap s
even strengthening it, we have to avoid
draining national saving, we have to reduc e
labor costs, and we have to increase work
incentives . Achieving these objectives re -
quires that the government not borrow th e
money back, not tax the money back . It
requires the government to find som e
spending cuts, and not necessarily in Socia l
Security.

What about spending cuts? I wouldn' t
restrict spending cuts to Social Security be -
cause everyone in the country is going t o
benefit by transitioning to a private savings
system . The whole budget ought to be ex-
plored for spending reductions . But we also
have as a goal balancing the budget, and
some in Congress would like to do that by
2002 . How can we cut spending to balanc e
the budget and still cut the payroll taxes?
Isn't it impossible? Well, it would be diffi-
cult but not impossible . Even after the cut s
in the Congressional Budget Resolution tha t
was passed last year that was aimed at bud-
get balance by 2002 — let's skip that one .

Discretionary spending would be re-
duced, so would some of the entitlement
programs. On line 4 of the graph on the
screen, you see that instead of growing t o
$1 .4 trillion, the non-Social Security, non-
debt service part of the budget would gro w
to $1 .2 trillion . Those are the cuts the Bud-
get Resolution calls for . There are some
modest savings that you could count on by
having a cut in the payroll tax which would
indeed increase employment . You could
trim some of the growth in the current So-
cial Security benefit formula for people age d
55 and above if you're going to give them a
payroll tax cut, and you're going to giv e
them benefits, you ought to trim the ben-
efits or you don't give them the benefits but
you give them the payroll tax . You shouldn't

do both . And there is a tax cut built into
the Budget Resolution which you could ap-

ply to privatization . You'd still have enough
spending cuts left to be a substantial num-
ber. And it would require an additional 9 -
11% cut in spending, and that is not easy ;
people will squawk .

There are other things you can do, and
which several of the plans do — and be care-
ful when you look at them. Some choose
to raise other taxes . Some of the tax hikes
take the form of a mandatory saving amoun t
added to the current payroll tax, such a s
Chairman Gramlich's approach out of th e
Advisory Council and even the portion o f
the privatized saving in the more privately
oriented faction of the Advisory Counci l
headed by Phil Sheeber and others . Some
of them borrow to finance it by imposing a
payroll tax that is only part of what they
need to cover the deficits in their plan . They
borrow a great deal, then they keep the
payroll tax on — the added payroll tax on
— for another 20 or 30 or 40 years to pay
off the added debt . You must watch these
things. The tax increases will retard employ-
ment; the borrowing will cut into nationa l
saving .

Now assuming too much saving an d
growth is not a good idea, the promises of
too much growth from this can be overdone .
Some of the saving that would be clone in
these privatized accounts would replac e
saving people are already doing . Some of
the saving will not go into capital formation ,
not in this country. Some of it might go
abroad, which is fine . But it would not nec-
essarily boost wages by as much as if it wer e
all invested here, and we shouldn't try to
force it to be .

Another often-suggested remedy is as-
set sales . But the people buying the asset s
would have to dis-save by as much as the
government gets for the asset sale, and that' s
not an answer. And then there are forced
bond sales some of the approaches woul d
have. Whether you force someone to buy a
bond or induce them to do it voluntarily,
you're still draining part of the saving pool .
That is not an answer either, and you'll se e
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that in some of the proposals .
In conclusion, this can be done, and i t

will yield enormous benefits, but it's no t
going to be a sure thing and it's not going to

be a snap . There's a lot of education to b e

made . Now I just want to end on one littl e

up note, the next chart . We have a very se-
rious challenge ; I don't want to minimize
it . Social Security is the comet that's goin g
to destroy the federal budget — and mos t
of Washington, which isn't necessarily a ba d

thing, but it would take the economy with

it . And we do have to address the issue .
But unlike the dinosaurs, we are reasonin g
beings, although somewhat short-sighte d
sometimes and somewhat money-grubbin g
sometimes . But if we can approach this ra-
tionally, we can get through this, and w e

can send the comet back into the outer dark-

ness whence it came . •

Respondent: Mark Weinberger, Esq. ,
Washington Counsel, RC.

I will be brief ; I only have about 1 0

minutes to kind of set the framework fo r

you about how this debate is going to pro-
ceed in the coming year. The first thing I've

been asked to talk a little bit briefly about i s
how important is framing the issue to suc-

cessful reform and defining choices . Sec-

ond, is there momentum for reform? Is i t
going to happen . Now that one I hope I

can handle quickly. Otherwise a lot of you
wasted a whole day sitting here, so I assume
you think that there's an opportunity for it

to happen . Third, I'll provide just a brief

framework for how to think about this, an d

I think Steve basically did that. And then

finally, what is necessary to have successfu l

reform? What do we need to see actually

happen ?
How one frames the debate will deter-

mine the range of outcomes and solutions ,

and is absolutely, in my opinion, critical to

the process . Is the problem that Social Se-
curity is actuarially out of balance, as th e
Trustees tell us? Well, if that's the case, the n
all we need to do is tinker around the edges

and put it back into balance by playing wit h

the numbers . Is the problem that the gov-
ernment can't afford paying Social Security
because of deficits, and therefore since So-
cial Security is the single largest federal ex-
penditure, about $340 billion last year an d

22 cents on every dollar the federal govern-
ment spends, is that the problem? If that' s
the problem, then why don't we look at

things necessarily outside Social Security

since Social Security is the most popula r

federal program, as poll after poll tells us .
Is the problem that the system is inequitable ,
that similarly situated taxpayers don't get the
same amount of benefits? If that's the case ,

you can fix that by fooling around with the

benefit formulas within the system . Is it a

problem that the system is generationally

inequitable? Is the funding mechanism ,
payroll taxes, too regressive? Is that how
we're going to define the problem through-

out the debate ?
Is it a macroeconomic problem where

government resources are being diverted
from investments and entitlements? Fo r

example, in 1963, when President Kennedy

was in office, for every single dollar the fed-
eral government spent, it had discretion

over 70 cents and automatic pilot spendin g

was 30 cents . We are at a point now where

66 cents of every single dollar the federa l

government spends is spent before it has

any discretion, on entitlements and interest

on the debt. Is that the problem? Is that

why we want to look at Social Security? O r

is the system just sending the wrong mes-
sage that's discouraging personal savings ?

Than maybe the libertarian view is what i s

correct: The government is too big and in-
dividuals should have the responsibility to

save .
These issues and how the debate i s

framed — and you can answer yes or no in

your own minds to all of those questions ,

and maybe it's more than one issue that' s

the problem with Social Security. But how
we begin to talk about the issue and ho w
policymakers decide to play it out is going
to be crucial to the options we have, the
choices we come up with, and the ultimate
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solution . The title of this Conference ,
"Privatizing Social Security,"it's a term, quit e
frankly, I never like to use. "Privatizing So-
cial Security" has a lot of negative connota-
tions with it to many sectors of the society,
to many interest groups . What we're really
talking about is maybe taking the system an d
reforming it and putting it into a market -
based approach, where we're going to al-
low the markets to provide us a higher rate
of return . How you talk about the issues i s
going to determine what type of choices we
have and what type of solutions we wil l
have . So I think, to answer the first ques-
tion, how we frame the issue is going to b e
incredibly important .

Two, are we going to have Social Secu-
rity reform? What's the momentum? Well I
would venture to say 5 years ago none of u s
would have been sitting here in this roo m
spending all day on a Social Security reform
conference. The Entitlement Commissio n
certainly put thinking outside the box with
some sort of private investment approac h
on the table, and since then it's gotten eve n
greater momentum. Senators Kerrey an d
Simpson have advocated plans, and bein g
very respected Senators, bipartisan, the y
have moved the ball forward . Senator
Simpson is now retiring and Senator Judd
Gregg is going to be moving in to do a lot o f
that work . In the House, there's a Publi c
Pension Reform Caucus, headed up by Con-
gressmen Colby and Stenholm, who are fo-
cusing on this issue . There are some 40
members they have together now to think
outside the box to reform the Social Secu-
rity system. We did a survey in Washingto n
of the different groups that were interest-
ing in reforming Social Security, and there's
at least 40 active projects in different think-
tanks and interest groups around tow n
thinking about this issue . We had a meet-
ing called by Third Millennium, a Genera-
tion X group, not too long ago that w e
hosted at Washington Counsel's office. We
expected 15 people on the invitation list ;
our conference room is not that big, we're
not a very big firm . As it turns out, we ha d
nearly 50 people show up . And this is a non-

congressional time period, and many of
them were staffers from the Hill and many
were from particular interest groups .

Over 20 countries have moved to
majorly reform Social Security in a form simi -
lar to the form that we're talking about to -
day. And I think that shows momentum
abroad.

What will become in the short term ver y
important to kick-start the issue and be a
catalyst will be what Steve referred to : The
Social Security Advisory Council — Qua-
drennial Advisory Council's Report will b e
coming out, we think, by the end of thi s
year or early next year. That Council ha s
never been a bastion for great unorthodo x
ideas. They're basically strong policy peopl e
appointed by the Administration who in a
nonpartisan way are supposed to think of
ways to reform the system. For the first tim e
in my knowledge, since the Quadrennia l
Council was formed, they don't have a clea r
majority solution on how to fix Social Secu-
rity. Interestingly, each of the three faction s
has a plan that relies on some form of in-
vestment in the marketplace . The traditiona l
approach, which apparently is going to gar-
ner six votes when the report comes out ,
says that you would invest a portion of what
currently is invested in Treasury bonds i n
the Trust Fund for Social Security in the
marketplace . Now you may agree or dis-
agree with that approach . I'm sure many of
the people in this room have views on it ,
but it is a big change from what we've tradi -
tionally done . The law right now require s
that all surpluses from the Social Security
revenues are invested in Treasury bonds .
This plan would allow up to a third of the
assets of the Trust Fund after the turn of th e
century to be invested in the marketplace
as opposed to Treasury bonds. That's on e
approach .

The second approach is a 1 .6% manda-
tory savings program on top of Social Secu -
rity. That mandatory savings program would
have those funds invested in private ac-
counts, managed by the federal government
still, but directed by individuals and hav e
some sort of index funds which you'd b e
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able to invest in .
And the third approach is the 5% reduc -

tion in payroll taxes with that full 5% going
into private accounts . But the interesting
common link is that all of them are looking
to think outside the box of traditional fixes ,
which have been raising payroll taxes an d

cutting benefits .

So the momentum is there . The Qua-
drennialAdvisory Council will add to it . And
I think that you're going to see a lot of at-
tention paid to this . In addition, one of th e
handouts I think you have is something that
we put together which outlines over half a
dozen bills that Members of Congress have
put on the table and the choices they mad e
in thinking through these very difficult is-

sues to address how to have some sort of a
private investment option approach in So-
cial Security plans . Ten years ago, mayb e
you had one bill from one Member. Now
you have bipartisan efforts by people in th e
House and the Senate clearly gaining signifi-

cant attention . So the momentum is build-
ing .

Third, framework for analyzing the pro -
posed solutions, Stephen did a great job . I
don't know how much more I could ad d
other than to say in the simplest terms you
have one option, traditional fixes . What
does that mean? Extend eligibility age for
beneficiaries, cover newly-appointed stat e
and local officials, which is in all the plans .
What that does is puts more people in th e
payroll systems so it shores up Social Secu -
rity slightly. Tax the benefits at a higher rat e
than we currently tax benefits . Raise pay-
roll taxes; we've done it 17 times in the past .
Increase the computation period for your
working life as to how your benefits are cal-
culated . The longer the period, the lower
maybe the monthly average of wages .

Means test the benefits has been proposed .

Change the bend points is another option

in traditional approaches, again, fooling
around with the benefit formulas . Or, finally,
CPI adjustment. All of those are kind of tra-
ditional approaches . The one thing they al l

have in common is they all make a syste m
where — as Steve alluded to — investment

by current workers into the system is turn -
ing into a very bad investment . When
people first started paying payroll taxes back
in 1937, they paid $60 for the year. It was
2% on $3,000. Well, now we have a base
that's over $65,000, the rate has gone up to
12 .4%, and when you add Medicare, it's a n
awful big chunk. And for the people wh o
are going to be paying those over a longe r
portion of their lives, us in this room an d
the generations that come after us, the re-
turn gets only worse . So that will have to

be something that will be addressed if yo u

look at it as a traditional adjustment .
If you don't want to do traditional ad-

justments, or if you think something else i s
needed, some groups are advocating full
privatization, taking all of the funds an d
putting them into private accounts . That is
obviously, as Steve alluded to, a very aggres -
sive and ambitious plan that would require
a tremendous amount of thinking on the
transition issue, primarily because it woul d
not require the 12 .4% of payroll to go into
the Congress' and President's coffers — int o

the government's coffers — anymore .

They'd have to get the revenue from some -

where just to meet their current obligations ,

because as I'm sure somebody talked abou t
earlier today, the money that we are cur-
rently paying in Social Security benefits i s
not going into private accounts with ou r

names on it, it's going to pay for curren t
beneficiaries and it's going to pay for othe r

government spending . And the only abilit y

we have to make good on the bonds tha t

are in the Trust Fund is the ability to tax fu -

ture wage earners . So we're very depen-

dent on future labor growth and growth in

the economy. So that's the second possibil-

ity .
And then the third possible solution ,

which is where people are grappling with ,

is between the two — some sort of partia l

privatization, or some sort of separate ac-
count for private investment in addition to
maybe a level of guaranteed Social Securit y
benefits . Will any kind of private account
be mandatory, or will it be elective? Will
everyone have an ability to elect into it or
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not? Do we deal with the different-age co-

horts differently, since some people ar e
vested in the system and some are not veste d
in the system? What are your investment
options? Are you allowed to invest in de-

rivatives? Are you allowed to invest in for-
eign markets? Are you allowed to only in-
vest in what the Thrift Savings Plans hav e
now in the federal government, which ar e
certain index funds? Who's going to do th e
investing? Is it going to be you and me mak -
ing our own decisions? Is it going to be the
federal government telling us how to do it ?
Who's going to manage our accounts? What
type of financial institutions are going to be
entrusted with coming up with the plans ?
These types of issues have not been act-
equately addressed .

One of the biggest is this privately-
funded portion on top of the existing 12 .4%
payroll tax and separate from Social Secu-
rity? Or is it part of the existing Social Secu-
rity system, therefore payroll taxes are re-
duced to do part of the funding? And ver y

important, when you retire, how do you ge t
your benefits? Are you going to be required
to buy an annuity? Are you going to be al -
lowed to take a lump sum? Or, as in IRAs, i f
we start giving individuals the right to put
their own money in their own accounts ,
what have we seen Congress do? We've seen
Congress provide liberalization of with-
drawal for various functions — for educa-
tion, for first-time homebuyers, for Medi-
care. Are we going to be able to have the

necessary discipline to say that "this is re-
tirement savings, it's taken from Social Se-
curity, it's got to be for retirement savings ."
How do we get people to think about it tha t
way. Those are all very tough issues .

I guess in my judgment, because they
make the situation worse and because in -
creases in payroll taxes are not palatable i n
this political environment, I think that th e
traditional adjustments are probably not
going to be enough. I think that ful l
privatization has a tremendous generationa l
cost that's difficult to deal with and hard to
fund. And so I think we're probably look-
ing at some sort of in-between result of a

mixed bag between private investment ac -
count and Social Security guaranteed pay-
ment for those who can't afford otherwise .

How is this going to be done? Well, I'v e
got just five points that I think are crucial .
One, public education . Let me tell you ,
when I was the Chief of Staff for the Entitle -
ment Commission, and we had our firs t
hearing, we didn't even have any options
on the table yet, and we were just setting
up our second hearing. We didn't even un-

derstand the ramifications or the problem s
of Social Security. And we received in th e
mail 350,000 postcards from people tellin g

us we were going to dismantle Social Secu-
rity and that we were evil, basically. And
that is because there is this great lack o f
understanding about the need for reform
and the options for reform and how the y
can be dealt with out there . Something tha t
if any politician is expected to have the wil l
and desire to move forward on these issues ,
there needs to be a lot of ground covered

with respect to public education about th e
need for change . So public education is first .

The most important issue, I think, to
have a successful legislative effort on this
will be that it be bipartisan . We've seen wha t
happened with Medicare . Medicare became
a very partisan issue . Medicare, even th e
proposals on the table originally by the Re -
publican Congress in 1994 of $350 billion
over the 7-year period was not enough t o
bring Medicare into actuarial balance, bu t
it became a huge political hot potato an d

they pared back to $168 billion in Medicar e
cuts . We have to avoid the partisan battl e
of Medicare in the Social Security area if yo u
expect to have any success .

Third, younger Americans have to take
an interest in this issue to be successful . I' m
glad to see so many of them here today. I t
is absolutely crucial because older Ameri-
cans are scared that the federal government
will take away their benefits immediately,
whether that's driven by interest groups ,
whether it's driven by experience, whethe r

it's driven by whatever it may be, there ha s

to be a counterbalance and there has to be
a recognition that Social Security beneficia-
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ties are not the 43 million people today,
they're the 100-and-some million peopl e
who today and tomorrow are going to ge t

these benefits, and the system has to be

designed and planned on that basis . And
younger Americans, therefore, need to get
involved in the debate, in my opinion .

Fourth, much more analytical wor k
needs to be done . This is not a debate you
can have, in my opinion, in the press, in th e
airwaves . It's not something you want to
stand up . It's too easy to demagogue by
those who might want to keep the system
as it is . There has to be strong intellectua l
work done on generational equity issues, o n
risk return analysis, on administrative issues
of how you manage these various accounts ,
on the effects of savings and growth of the
current system versus what a privatized sys -
tem might be, or even a partial privatizatio n
system might be .

Lastly, we can't overpromise . The big-
gest mistake that I think policymakers make
and have made, you saw it in health care
where President Clinton came in in 1993
and had this massive overhaul he tried t o
stuff down the American people's throats
and they rebelled . Tax reform, quite frankly,
same thing . A lot of very grandiose plans ,
not a lot of educational groundwork done ,
promising of all these huge benefits, an d
others were coming in and paring back the
benefits and challenging what the advocates
were saying, and the advocates found them-

selves on the defense most of the time, a s

opposed to the offense. Very difficult, bu t

you can't overpromise . As Steve said, any
one of these approaches, if you want to fi x
this problem, will require shared sacrifice .
So there is no silver bullet to get us out o f
these unfunded obligations we have toda y
and to future beneficiaries .

I guess the last point I would make i s
timing. Timing is crucial, obviously, but I

think that next year Congress is going to b e
preoccupied by a balanced budget by a dat e
certain, be it 2002. So we're going to be
mired in a balanced budget debate, which
is going to require an enormous amount of
attention, strength, political will, and ana-

lytical work. In doing so, both parties have
taken Social Security, at least apparently, of f
the table . Medicare is not off the table, an d
you hear all this talk about a Medicare Com -

mission . Therefore Medicare will probably

be looked at first, and how to shore up Medi -
care. That may push Social Security off . And
I think that what that means is that you wil l
continue to see a proliferation of plans, o f
ideas, of the groundwork being laid for the
final proposal that will ultimately have to
come . I mean, Social Security reform is in-
evitable ; tax reform is not . Tax reform, in
my opinion, is certainly beneficial but no t
necessarily inevitable . So it will come and
the groundwork is being laid for that, bu t
my guess would be that we're not lookin g
at it next year. We're probably not looking
at it being enacted 2 years from now. We
are looking at it over a 4- or 5-year time frame
to have this intellectual debate . And at that
point, at the end of this time frame, th e

American people will decide whether they
want it or they don't . And so I think we

have a lot of work to do in the interim .
The final point I'll make is one, though ,

that I think is very important to Social Secu -

rity reform, to balancing the budget, to ev-
erything else that we all should watch

closely — because it does affect actuaria l

balance of Social Security, and it does cer-
tainly affect the long-term growth of all en-

titlement programs, or at least the majorit y

of them, as well as taxing . That is the de -

bate we'll have next year on the CPI ,

whether the CPI overstates the cost of liv-
ing or not . We saw a lot about that last year.
Chairman Greenspan came out and said h e

thought it overstates the cost of living b y

1%. There's a Boskin Commission the Fi-
nance Committee put together that's look-

ing at this issue . They're going to report by
the end of this year. They are rumored t o
have found an overstatement of between

0 .5% and 2% or somewhere around there .
What does that mean? Well, it's a signifi-
cant amount of revenue that is saved if there

is actually an overstatement. Forty percent
of the savings comes from Social Security ,
40`%, of it comes from taxes . It comes from
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Social Security because obviously the in-
crease in benefits each year will go u p
slower than they currently are, if it is being
overstated . It comes from taxes because the
indexation of tax bend points and how
much you contribute to your retirement
plans is indexed each year, so that get s
slowed down . So therefore it will be a ta x
increase . And then the 20% is spread out
among other programs like reimbursemen t
rates for Medicare and things like that . If
they do pass CPI, that will obviously hav e
an effect on the actuarial balance of Social
Security, and it's conceivable that those wh o

are using the actuarial balance and solvenc y
of Social Security as their argument for re-
form will be undermined .

And so I think that's why it's very diffi-
cult and we have to be careful how we fram e
the debate . This is not about actuarial bal-
ance. This is about pre-funding the baby
boom retirement, and meeting our demo -
graphic challenges as we enter the 21st Cen-
tury. And unless you talk about it that way,
it's very easy to get caught up in traditional
approaches . •
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