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tion of social security is spreading throughout the world. Chile
Peru, Argentina, England, Sweden, and Australia have already priva:
tized, and Bolivia, Mexico, and Italy are likely to join them shortly. In the
United States, there is growing interest among politicians, the public, and
scademics in privatizing social security.! Senators Alan Simpson and John
Kerry have called for the partial privatization of the US. system, and
rmer presidential candidate Steven Forbes has called for the complete

privatiza

fo
privatization of the system.
Is privatizing social security a good idea? Is it something the United

tates should do? What would it mean for the economy? Who would
benefit. and who would lose? Is there a simple way to privatize the US.
system? This chapter attempts to answer these questions. It points out
that privatizing social security has the potential for increasing economic
efficiency, raising living standards, and improving the intra- and inter-
generational distribution of resources. Whether it does so depends on the
nature of the system being privatized and the manner in which privatiza-
tion occurs.

To make this point clear, section 6.1 plays devil's advocate in arguing
,that privatizing social security may represent little more than a shell game
in W.hich the government simply relabels its fiscal receipts and Pay.mer.\ts,
faving underlying economic conditions unchanged. Chile’s privatization

s described here to illustrate the relabeling of fiscal variables, although

the (s i :
" Chilean privatization appears to represent more than just a relabeling

i
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.__ian. These problems includff la.bor.SUPply distortions, the ¢
rivah.zatnon-and intragenemtional dlStI'lI?Utl.()l"\ of resources, the lai 1
cous inter- uncertainty surrounding individuals’ future socig] ok of

S€Curity

: — .
information gifficulty of sustaining the system through the demg,

penefits, and the

.~ transition. ; . ;
grapth , these issues in more detail:
Section 6.3 examines one of L: the degree to

i privatizing social security €2 reduce the distortion of labor 5
and thereby improve economic performance and. overall economic y.
being. Specifically. [ simulate the Auerbach-Kotlikoff .dynamic life cycle
mulation model (the AK model) to suggest the potential welfare change
and efficiency gains from privatizing a pay-as-you-go social security sys.

tem in a stylized economy. The distinction between welfare changes ang

efficiency gains turns on whether initial generations are fully compensated
for any economic injury associated with privatization. In the calculation of
welfare changes, no compensation is provided, whereas full compensation
is provided in the calculation of efficiency gains.

‘The results indicate that with the right initial conditions and the right
choice of fiscal instruments during the transition, privatization can signif-
icantly reduce labor supply distortions and thereby raise economic eff-
ciency. But if the initial conditions are not right or inappropriate fiscal
instruments are used during the transition, privatization can end up lower-
ing economic efficiency.

Section 6.4 considers the requirements for successful privatization of
the US. social security system. It points out that a wholesale adoption
of the Chilean formulation is not likely to work in the United States
and offers instead a simple scheme for privatizing the U.S. system called

the Personal Security System. Section 6.5 considers its advantages &
dlsadvantages,

6.1 ] . .
Is Privatizing Social Security Just a Shell Game?

da-
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An evalyati
ion of whether privatizing social security repr®

mental change ; )
: ge 1 . F:
with the foyr fe:hic,lmy or simply a relabeling of existing

st
(1) the replacementes that typically arise in social security P b o:: to
Private pension ac of payroll taxation with mandatory Contr%bu};eneﬁts
fo current retiree “ounts: (2) continued payment of social security yatiz®
tion), (3) the r:d(those collecting benefits at the time © the P futwr®
retirees, and (4)ga nl: al phase-out of social security benefits Or-ng the
Tansition tg 5 compleethOd o financing social security benefits i

tely privatized system.



ial Security
Frivatizin Social 215
o these elements is present in Chile’s
Fa 1y d escribed in these terms. For exam
neces_sa.fl ceiod ntinued to receive their benefits, 1,
beneﬁaacfognition bonds whose values were pur
en lree of the claims to future social security
ent Vad“un der the existing system.2 The recog
aciz;ent_ Hence, although it used different la
retl

ool plus interest on recognition bo.nds" ra'the
fits”), Chile in effect chose to provide social security income to existing
Jorkers that would phase out to zero fc?r new workers who had accrued
o0 benefits under the ?ld syst-em. 'ChIIE'S method of financing social
cecurity benefits (including paying .mterest and principal of the recog-
(ition bonds) during the transition involves deficit finance (although no
one in the Chilean government went out of his way to make this point
dear). When it began to privatize, Chile was running large annual budget
surpluses. With privatization, these surpluses were substantially reduced.
The result was equivalent to Chile’s leaving its budget surplus intact
but explicitly borrowing to cover the payment of social security benefits
during the transition.

At a quick glance, Chile’s social security’s privatization appears to rep-
resent simply a clever shell game. First, it left existing retirees in exactly
their preprivatization position. Second, it transformed an implicit liability
to pay existing workers their accrued social security benefits into an
explicit liability to pay them principal plus interest on recognition bonds,
al of which amounts, in the main, to simply a change in language. Third,
it transformed the pay-as-you-go system’s ongoing implicit tax on
workers into an explicit tax. The implicit tax refers to the fact that com-
Pulsory contributions to a mature pay-as-you-go social security systems
m a below-market rate of return—the growth rate of the economy. In
Permitting workers to contribute to private pensions, Chile let them earn
a_market rate of return on their retirement contributions but hit tl}em with

Bher explicit general revenue taxes to service the explicit debt issued to
et benefit payments to existing retirees and the recognition bonds pro;
1ded to existing workers. Assuming initial older generations are no
rced to sh . ici = dditional explicit debt as well
% reg hare the burden of servicing the a t and future workers
wil bo_gmhon bonds, the explicit tax hitting current an

€ Just as large as the implicit tax would have been.

ollow; . . .o of a shell game: Copr
Sidey tﬁ‘:mg the money reinforces the impression oin atlhe form of payroll
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se pension funds, howevey ; '

rivate pension funci;:gh;vergment in exchange fo, g; :‘Ediatel b
back the money t(:hen takes the money and hands it Ovmrnent[,
The government rity benefit payments. Whep, Workerer
retirees as S‘_’Clal Slecuinterest payments from the pengj,, ’
receive pri‘napatl Peﬁi in government bonds. Byt they 3
pension’s 1”;’:1& money to the government as tayeg levieg ) 0 hand
back somfhis same government debt. To a Martian obseryin &orﬁay .
terest 0}:1 et flow of money from young workers and o[ Tetirees touier
Spacz;;err:t nonprivatized and privatized social security regimes ‘:Oi}lls
gov /

ook ldenhcalini ht object that certain elements of Privatiz
thi\I f(:c/i i(;:z wo%kers receive a variable rate of reiurn on the
sion contributions, make the privatized system lnnerentl
its pay-as-you-go social security predecessor, V\’lhlch Pays a potey ly
safer rate of return determined by the economy’'s growth rate. But syq
objections may not withstand close scrutiny. Under t}ie Cnllean systen
workers do receive a random rate of 'return on their p.nvate Pensiop
contributions. But since these contributions are invested in government
bonds, the variability in their return depends on the va

riability in the
return paid on government bonds. Note that the workers also haye to pay

taxes to cover interest payments on the additional governmant bonds
(including recognition bonds) issued in the course of prlvat_lzation..if th.e
interest rate paid on government bonds is high, taxes vinll be high if
they are low, taxes will be low. These variable taxes effeciively represe?t
a short position in government bonds in workers portfolios that exanki
hedge their increased holdings, through their pension funds, of ris

government debt, leaving them in the privatized system exposed fo 10
greater investment risk than

This argument assumes that
contributions in
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aﬁon, such %
I private e,
Y differep; from

under the original pay-as-you-go SYStam.
workers will invest their additional Plen?(;z

government bonds or encourage their p eéswn %’Err‘im
do so. But this is precisely the outcome that should ariseh in eqwrlto "
Assuming workers were optimally investing their portfolios prior ©© ™
privatization, t

. identic&
he Postprivatization distribution of risks ends up
to the Preprivatization distribution of risks.

6.2 Substantiye Aspects of Privatizing Social Security
ey o privati?®
F_“St Impressions notwithstanding, Chile’s and other Cou'nmes pes aloné
tions of socia] Security may produce fundamental economic Chanig stor
4 number of dimensions. Privatization may reduce labor suP P
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e the inter- and intragenerational distriby,
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e the preprivatized system provides socia] se
tefi to a worker’s past social security contributiong
relaelate d). Then social security’s entire payroll tax wi|

nal tax on labor supply. Since privatizing socia
it eliminates this distortion.

curity benefits yp.
(or perceived to be
represent a distort-

unt :
l security eliminates

ing mar gl

the payroll tax N
Distortions of economic decisions rise with the square of the total effec-

fve marginal tax on the decision, so the contribution of the payroll tax to
distorting labor supply depends on the size of marginal income taxes, as
well as other effective marginal labor taxes. In the United States, workers
who earn less than social security’s covered earnings ceiling (currently
§62,500) are subject to the full 15.3 percent marginal social security pay-
roll tax? Most of these workers are likely to be in the 15 percent federal
marginal income tax bracket. They are also likely to face a 5 percent state
marginal income tax and state sales taxes, as well as federal excise taxes,
which together effectively tax their labor earnings at about 5 percent.

In combination, these non—social security marginal taxes total 25 per-
cent. The 15.3 percent U.S. social security payroll tax rate raises the total
effective marginal tax rate on labor supply from 25 percent to 39 percent
once one takes into account the fact that half of the payroll tax contribu-
tion (the employer’s contribution) is deductible from the federal income
tex. Now 0.25 squared equals 0.0625, and 0.39 squared equals 0.1521.
Since the distortion of labor supply is proportional to the square of the
total effective marginal labor tax rate, the U.S. social security payroll tax
"y be raising labor supply distortions of low-income workers by 143
(t(i[i)éISZI/f).O(DZI] — 1)*100) percent even though it raises the total eifec-

Marginal labor tax rate by only 56 (([0.39/0.25] - 1)*100) percent.

The 1
he Linkage at the Margin of Benefits to Earnings

T ! . . . ’
‘}:ts ﬁI}ger exercise is striking, but it may overstate social secm.mty.z s ac(t)ual
re‘risorhfm of labor supply and the efficiency gains from privat'wahon. : er;esz
i hat soca] security benefits are tied for many American wWor

- Wditiony] labor earnings. If such workers understand this linkage (2 big

if) th: : :
e o effective marginal tax rate will be reduced by the size of this

8ina] subsidy.
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In thinking about marginal benefit-tax linkage in ypg, §
rity systems, one’s first inclination might be that thig | lx:ded oy
by the difference between the economy’s real Tetumnt age | gov:e“'
growth rate. Since pay-asyOuEs social security pay, <Pt
return equal to the economy’s growth rate in the |, M ayg
workers could otherwise receive a return equal to theg U g Eea
return to capital if they could save their social security eco s?’e
their own, it might seem impossible to provide workers V:-(:}?mbuﬁons:
in benefits (measured in present value) for each dollar th:; adolh’ba&;
taxes—that is, to provide full benefit-tax linkage. But Whaty oy,
pays out on average in exchange for additional social se cusr‘i’clal S
tions is not necessarily related to what it pays out on the marty Conir,
marginal, not average, social security benefit-tax linkage th gIn, and

understanding social security’s contribution to labor supplyt E::te“ fr
Indeed, at the margin, one can potentially produce greater than doﬁzlom.
dollar benefit-tax linkage with sufficiently high inframarginal faXaﬁOH.fOL

In the United States, marginal benefit-tax linkage varies enormo.ush' |

across the population. Many secondary earners in two-earner couples
all nonworking spouses in single-earner couples collect dependent rete.
ment and survivor benefits based solely on their spouse’s eamnings his
tories. Consequently, they receive zero additional benefits in exchange |

for their marginal payroll tax contributions to social security Thesae |
f

is true for workers under age twenty-one since their eamings 2 |

included in the calculation of average monthly earnings for purpostsd
fits. On the other hand, benefit-tax kgt |

er couples is significant. : |
security contr.l U; |
provit!

determining retirement bene

for many primary earners in two-earn

Table 6.1 presents net marginal tax rates on social

tions, taking into account benefit-tax linkage. These data were

by Andrew Samwick based on a benefit-calculating prog/™ devel |

Feldstein and Samwick (1992).° The calculations assumé ad ;r;;:;cen‘r
a v

rate of discount, a 1.2 percent rate of real wage growtt anty bereft &

rate of inflation and consider the net rate of social sec” by §1 e |
ation arising from a permanent increase in monthly €ar™ ing ing e |
table considers six different cases: (1) 2 single very 1 i |

1 e |
acket of the 09 ot «

who, at the margin, is in the 90 percent br 1 ecurt .
dexed social s€ e # |

efit formula (a dollar more of average in
earnings leads to ninety cents more in soci - o
no federal income taxation of her benefits; (2) 2 single hlgﬁ; for”
who is in the 15 percent bracket of the soci i |
pavs federal incame tax on 85 percent of his socta
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Table 6.1 10 AS] tax rate on $1 rise in monthly wages (percentages)

Net mar gﬂ; - 90 percent benefit bracket
e

m .
5ing’é fes no federal income tax
o face

who faces 85 per

o 33 percent ot cent benefit taxation at ,

o 995 Ne; Tax Rate I;ge in 1995 Net Tax Rate

/ \
10

15 3 30 10

30 35 10

3 -1 40 10

40 -3 45 7

g -5 50 0

0 -8 55 5

= 12 60 9

(:usband in single-earner couple in 90 percent  Husband in single-earner couple in 15 percent

oal security benefit bracket who faces no
s
federal income tax

Net Tax Rate

social security benefit bracket who faces
federal income taxation of 85 percent of
benefits at a 33 percent rate

Age in 1995 Age in 1995 Net Tax Rate
g
2% 2 25 10
30 -0 30 10
35 -2 35 9
40 -6 40 9
9
45 -9 45 .
50 —12 50 ’
55 —16 55 ;
60 23 60

Secondary earner collecting benefits based
solely on spouse’s earnings record

Very high earner (earning above social
security’s earnings ceiling)

Age in 1995 Net Tax Rate  Age in 1995 Net Tax Rate
e 0
25 11 25 .
3 i 30 0
3 3 35 )
4 - 10 )
0 i 45 )
:g 11 50 0
60 1 o 0
1 60 ////

e Calculations by Andrew Samwick.
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_ aleina single-earner couple wh, : |
,(3)a ma.meier:eﬁt bracket and faces no federzllsinln the
married male in a single-earner cOuplecome
social security benefit bracket ang by whq

85 percent of his social security S feq.

s in old age gl be“eﬁts

o econdary-earning spouse, whose €arning

ct benefits based solely on ks .
high earner who earns more ¢

dre
p OUSe’ S
han the

cent rate; }(‘e will colle

: ider only o]
reported in the table consi y old age
The net taX rat: S(Oz"PiSI) benefits and should be compared wjy, atrll::

< insuranc
Sur‘ZHVOZelnntsga:SI payroll tax. Negative values refer to subsides. Tp,
11.2 p¢

table shows three things. F.irst, it Cl‘:;finf‘s thalt: r:larginallOASI net tay
rates differ greatly across different eri,can;. f or example, at age fi,
the table’s low-earner, single-earner hu.s and faces a 12 percent soc|
security subsidy, whereas a high earner (in the .15 percent benefit bracket)
single male age fifty faces a 10 percent margma.l tax. Second, OAS] pet
tax rates decline, often substantially, over the life cycle. Consider again
the low-earner, single-earner husband. His net tax rate falls from 2 percent
to —23 percent between ages twenty-five and sixty. The reason for the
decline in net tax rates with age is that the closer one gets to collecting
marginal benefits arising from additional labor earnings, the less severe is
the discounting of those benefits.

Third, as one goes from low- to high-earner households earning less
than social security’s covered earnings ceiling, net marginal tax rates rise
substantially. For examplé; there is a 15 percentage point spread between
::: fope::entts:bSidy' faciflg fifty-year-old low-earning, single males and
e hpan ;er:) ax facing fifty-year-old high-earning, single males. On -thj
OAS] o t'ax r(lice one passes the covered earnings ceiling, the margmls
covered eamingr:pc se :10 zero. Workers earning more than social se_cuﬂ;)’n
also recejye no marli:f] face.: oo n.‘arginal OASI payroll taxation »
workers, socig] secgn'ty Sc;)aal security benefits. For this large gflo‘;P "
Marginal tay Indeed it i Oes.’ however, represent a substa._ntla
that g used to prov'ide lls this large lnframargmal tax on hlgh e -
glarglnal OASI net tax ratOW €arners as a group with low o.r s

ons that €xceed the e € and average rates of return on their con
conomy’s growth rate ‘
: 3 : i eam
understand the I efits are linked at the margin to addll'lonal 5

ly assegsip t;ge?- We do not know. However, we %° oA
Ritiie llnkage requires knowledge of intricat®
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ound, the VaSt_ma]onFy presumably are 8uessing abOl:ta :

fvrhich their benefits are linked at the margin to thejr additic

» the existing

the degree to
nal earnings ¢
social security
derassessing the degree of linkage e other hand, if

are un . ’ the Ooppo :
::;ycase’ privatizing social security can be bepe ﬁc!:SI }S)l;eswxll be true. In

Jear that the true rate of marginal taxation of
p erceived rate.

imply makin
labor Supply is less than thi

The Optimal Second-Best Tax Structure

A second reason that the simple efficiency calculation presented ab
may overstate the gains from privatization is that the tax used to ﬁ&:\a(:::e
wansitional social security benefits (including the servicing of any add:
tional debt issued in the course of Privatization) may itself distort labor
supply, as well as other economic choices. For example, if income taxes
are used as the transition financing instrument, both labor supply and
saving decisions will be distorted. Thus, whether privatization ends up, on
balance, reducing tax distortions depends on whether privatization moves
the economy closer to its second-best tax structure.

The second-best tax structure depends not only on the choice of what
base to tax but also on the distribution of inframarginal and marginal
taxes given the choice of tax bases. Although the literature on optimal
redistributive taxation has not seemed explicitly to have considered social
security net taxation, it is clear that this form of taxation can play an im-
portant role in achieving the optimum. It is also clear from table 6.1 that
the current structure of marginal net social security taxation has a numbefr
of anomalous features that may be very hard to justify as part (ff an op'tl-
mal second-best redistributive tax structure. From this perspective, social
Security’s privatization can be viewed as an opportunity to the improve
the structure of inframarginal and marginal taxation.

P'i"“fization and the Intra- and Intergenerational Distributions of
€S0urces

fferent household
rovided by Gene
uerle and Bakija
cent

Table 6.2 reports lifetime net tax payments for di
Jpes belonging to different cohorts. The table’s 4ata' P
feverle, differ from similar estimates reported in Steh .3 per
(1994 because they incorporate a 6 percent Faoer B
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o7 The households under consideration are single males
single-earner married couples, and two-earner marrieé
angle 1 average and high past and projected levels of earnings are
coup es. | Average earnings refers to the average level of social security
consfde High earnings refers to social security’s maximum level of
" mmgs.e ings, and low earnings refers to a level of earnings equal to
covere of average earnings. For 1993, low, average, and high earnings

5 pe;clefzoo, $24,444, and $60,000, respectively.

wif:s the’ table shows, pay-as-you-go social security has produced an

— transfer of resources from current young and, by implication,

ure American cohorts to cohorts who are now old or are already
system also redistributes substantial sums from the lifetime

deceased' The |
time rich, from males to females, from those who are

oor to the life
unmarried to those who are married, and from two-earner couples and

singles to single-earner couples. One caveat here is that the table ignores
jifferences by income in survival probabilities. Since the poor have
shorter life expectancies than the rich, the table overstates the extent of
ocial security system’s intragenerational redistribution.

Consider current forty year olds who were born in 1955 and will be
age sixty-five in 2020. For males in this cohort with low earnings, the
lifetime net loss from being forced to participate in pay-as-you-go social

security is equivalent to arriving at age sixty-five with $165,000 less
for someone who is now earning only

h-earning single forty-year-old male,
e females, the corresponding losses
have longer life expectancies
d single-earner couple whose

in assets—an enormous sum
§11,000 or so per year. For a hig
the net loss totals $949,000! For sing
are about $10,000 smaller because females

thm do males. Next consider a forty-year-ol
single earner has low earnings. This couple’s net tax is $89,000, which is

$76,000 less than that of the low-eaning single male who pays exactly
the same taxes. It is less than one-third the $288,000 loss experienced by
e same-aged two-earner couple in which both spouses are low earners,
ad it is less than a twelfth of the $1.24 million loss experienced by the
Same-aged two-earner couple in which one spouse is a high earner and

One spouse is an average earner.
K::rll: Pl:ivaﬁzati(’n Alter the Inter- and Intragenerational
.utlon of Resources?
wo‘:ﬂznv-ati?ation of social security in the United States in all likelibood
st sf&mﬁcantly alter both the country’s inter- and intrage'ner.ahopal
utions of resources. One reason the intergenerational distribution
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2 1]y change involves the C.h.ome of the ¢ u

arces would B et during the transition. I for ey

of fr:anc 1x WeTe used as the ﬁr(;ancmg mechanism, thor, wi‘(a)
to 5 retail sales f the reform would, as a group, end yp e

feder old at the time O net tax burden than they would s, g3

;;;\eer remaining llfegl:‘ienvolves deficit delusion. If, in the course of ;}:

s Another reaso” ility to pay social security benefits t exist

made explicit through, for examl?
ds, the level of official US. deby Woile(i
the issuance of r . he general public, the financial Market
roughly tnﬁ:"ans to this change in fiscal nomenclature would likely bé
and the po ‘;‘re conservative course of fiscal policy than would hay,
to adoe;:it :ri :: the preprivatization labeling of fiscal obligations. A mop
?;c::rvative course of fiscal policy would, in turn, likely mesn that the
initial elderly would face larger net taxes over the remainders of thej
lifetimes and that young and future generations would consequently face

smaller net taxes over their course of their lives.
The intragenerational distribution of resources would almost surely be

altered as well by privatization. Take, as an example, the Personal Security
System proposed in section 6.5. This proposal features earnings sharing
between spouses, that is, married workers’ mandatory contributions to
private pensions would be split fifty-fifty between themselves and their
spouse and deposited in separate accounts—one for each spouse. Single-
eamer couples who receive dependent benefits free of any additiona
:zn:gsuﬁton aner the current system would find they are no longer
amountar:) fa%:ti;elr{:th:r' than receiving roughly one and a half times t'}c‘ie
uals as well a5 twi;rie;:: e dc?llar Cfmtributed fhat g mle;‘l'
equal eanings receqye. r:!rlcouples in which the spouses have routht;I1
retirement income per’ dOllg SCAIEE couples would receive the same
Other capricioy ¢ ar; Foﬂtnbuted.
the current > forms of intragenerational redistribution arising unde”
ystem would 4] bei 2l _ kers, *
and B, why have the S0 be eliminated. Consider two wor .
‘ aMe present value of lifetime earnings, but Along

® of his lifet; e
'me earn; 6.1in
late o ITent socig) securi Ings when young. As table o

€Cause it fail l—y system Penalizes early earners relativ ot

. o credit fully early earners with the fact tjll

. €s earlier and more pAY©
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tributed at, say, 8¢ forFy-ﬁve, leaving contributor
ing of their contributions.
hmAn other channel through which privatization would likel
agenerational distribution of resources involves bequest
likely, privatization would reduce the degree of annuit
resources of the elcllerly, the elderly will end up leaving more bequests
than would otherwise be the case.’® The percentage increase in bequests
would likely be greater for poor, low-income, and middle-income elderl
households than it would for rich elderly households for whom so ciZl
security benefits are small compared to their nonannuitized resources
(their net wealth). Thus, privatization would reduce to some extent the
inequality within a cohort in the receipt of inheritances.

at, ate than a dollar con-

8 indifferent ag to the

Yy change the
s. If, as seems
zation of the

Infonnatian

Another major problem with the current U.S. social security system is
that workers receive no information about the size of their likely future
social security benefits. In contrast, under a privatized system, workers
would receive retirement account statements on a routine basis. Admit-
tedly, workers can request a social security benefit calculation from the
Social Security Administration, but few do so.

The failure of the social security system to provide benefit information
may be changing. According to my understanding, the Social Security
Administration is planning in the near future to distribute earnings state-
ments and estimates of future benefits to the entire us. workflorc.e
annually. Unfortunately, this statement, like the current statement, will, it
appears, contain assurances from the social security commissioner to the
effect that workers can rely on receiving their benefits whefl they reach
tetirement. This badly misstates the facts. Social security’s long-term
finances are in worse shape now than prior to 1983 when th’e Greenspan
Commission announced that it had resolved the 'system s Ilor%i;;::?’
financing problem. According to the most recent Social Secu'ntty;nm i
Report, under intermediate assumptions, a 2.2 percentage pglr; dose the
and permanent increase in the payroll tax rate. is nee.deb'litoy insurance
Seventy.-five-year social security old age and survivors dliic:enta ge points.
(OASDI) deficit. The comparable 1983 figure was .1.9 pediate and perma-

nder Pessimistic assumptions, a 5.7 percent pomt.lmm suggests that the
Nent OASDY tax increase is needed. (Recent experience U6
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projections may provide a better forecast of the
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likely that payroll taxes wi‘ll. be raise.d any time ;|
one waits, the higher is th? requisite tax bxke, aSsuming on. By
the longer reases, rather than benefit cuts, are ultimately useq ki
that tax mtcm Indeed, the Trustees' Report suggests that O ASD  shoy,
up the Sﬂs eee;i to rise by over 4 percentage points under i, Pay|
taxes Wi nr; and over 8 percentage points under pessimistc ass edig
;sz;ingzsemment waits until the Social Security Trust Fund Ptiong
1
befo

essimistic
the interme ;
Since socia
eaders, it 1S not

ﬁlt\lre than
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re taking action. In considering the Ii.kelihOOd of such la:gtieill:i i
OASDI tax increases, one needs to. take into account Medicare's kong
term deficit. According to the Medicare Trustees, health insurance H)
tax rate needs to rise immediately by roughly 5 percentage points nde
intermediate assumptions and by roughly 10 percent under Pessimisti;

assumptions to achieve seventy-five-year actuarial balance. s it likely thyt

OASDHI payroll taxes will double at some point in the not-too-distap

future without there being any cuts in social security benefits? The angye,

is surely no. Indeed, baby boomers could well experience sharp reductions

in their social security benefits when they retire. Nothing in the soop.

to-be issued social security benefit statements will, however, indicte

that current workers’ future social security benefits are threatened by the
OASDI and HI long-term deficits.

Apart from providing workers misleading information that may lul
them into a false sense of security and lead them to undersave, the US.
government is leaving unresolved how it will deal with social securitys
long-term deficit. This uncertainty does not reflect aggregate risk, which
Canpot be diversified. On the contrary. The significant fiscal stress facing
Ezca:l:il security at the beginning of the next millennium is.predictfblf-

"6 uncertain exactly who will be forced to deal with social securitys

i?u‘ii; § ﬁsc-allllnmSis has a real économic cost. Today's workers presuma:h’
€ willing to . _ - - they
will suffer substg Pay a fair amount to find out right now whethe

ment or whet}u:arn ttl}?l_so(?ial security benefit cuts when they reaCb reiltf;:
ikely need t Joy, o1y RS will be fully paid, notwithstand?8 o
2ation offers , “‘,3, sky-high Payroll taxes on the next generation- . t o
retirement incom " resolving this uncertainty, at least with re-spececu'
Tity benefits dun'ne ® *Pecifying the tax to be used to finance soaal: day

€ amoynt they can @ transition, Privatization lets everyone kno" ¢t

C
QXPECt to Conh'ibute to resolving thls aspect 0
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nation’s long-term fiscal problems. The act of privatization may also send
) subtle put important message: that each of us muyst tak "

! ) e personal respon-
gibility for saving for and otherwise managing our retirements :

Life Span Insurance and the Annuitization of the Elderly

The privatization of social security is likely to reduce the resource
nnuitization of the elderly and, consequently, the degree to which they
are insured against outliving their resources. The US. social security
system provides benefits in the form of real annuities, and because it pools
together virtually all members of each cohort, it implicitly provides its
annuities at actuarially fair rates with respect to each cohort taken as a
whole. A privatized social security system would find it difficult to match
this performance for four reasons. First, since private insurance companies
are unable to hedge the risk of unexpected inflation, they are unable to
market real (indexed) annuities. Second, since private insurance companies
cannot compel the public to purchase their annuities, they face the prob-
lem of adverse selection. Third, since private insurers need to market and
advertise their annuity products and since they cannot capture the econ-
omies of scale associated with selling to the entire market, they would
likely operate at higher administrative costs than the Social Security
Administration. Fourth, unlike the government, which can adjust to un-
expected increases in longevity by raising payroll taxes or making other
fiscal adjustments that do not involve reducing social security benefits,
private insurers need to maintain substantial reserves to deal with un-
expected increases in the longevity of their annuitants. Their annuities
typically involve a fairly low guaranteed rate of return with a variable
dividend that depends on market conditions, including the insurers’
actuarial experience.

The first of these concerns—the inability of insurance companies to
market real annuities—could be avoided by having the government issue
indexed debt, which insurance companies could then purchase to hedge
their liabilities to pay real annuities. Indexed debt is issued by a number of
countries. It does limit a country’s ability to renege on its nominal debt
and other nominal liabilities by inflating, but this should be counted as a
plus.

The second concern—the problem of adverse s‘el.ection———cc?u.ld be
reduced in a privatized social security system by requiring all partxaP;lnts
to spend their accumulated retirement accounts on annuities at a particular
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- d also by requiring insurers tq sell |
ixty-five, an : . oy
age, s2: 36° SI:,(llythoSe seeking to purchasc.e .them. Altemahvely. t tel o
equal terrnslfl‘:i “pandon the goal of annuitizing the EIderly 8oL
ent €O

elderly do not spend down their retirement acCO:;Tply
11 For example, the US. government coylg , . ts at
m‘ment's stipulation that a ret.lree can withdray, in aP the
Chilean gove th of those funds in his retirement accoyns that arglven
year only oné " stands for the retiree’s remaining life €XPectan, ® gt
annuitized', where ’Zm__administrative costs—is probably , '

The tird Cont;e United States than it would be in othe
smaller one fi; t the United States has a well-developed pri
The r%asﬁzr:s o sion system (ie. 401k, 403b, IRA, SRA
Zi:;ﬂn;)l' Ths typical annual fees for manag%ng th.ese acco
range from 0.5 to 1.5 percen‘t of a.sset‘s—falrl}.l high. (?ne Way that th,
administrative fees for managing privatized social security accounts could
be reduced would be to restrict the type of funds in which Participant
could invest. For example, the government could mandate that by of
compulsory retirement contributions be invested in a US, equity indey
fund (e.g., the S&P 500), that one-quarter be invested in a foreign equity
and bond index fund, and that one-quarter be invested in a Us§, gov
emment and private index bond fund. Competition to provide these
standardized products presumably would lead to substantially smaller
management fees since no real asset management would be required.
Also, since the products being sold would be essentially identical, there
would be little advantage in advertising.

The fourth concern—variable annuity returns with low guaranteed
Payouts—is more a concern about form than substance. The risk of un-
expected increases in longevity confronts the existing social security
System, just as it would confront a privatized system. The government’s
Tésponse to greater-than-expected longevity of its social security anni-

e T o )
ltants s, it appears, not to reduce the benefits of current retirees but
rather to rajge payro

tion of socia] sy llb and'other taxes, including federal incoms tnat):
generationg] distr'b1 y' Ny ASSuming the intragenerational ar.l lwith
Unexpected |op, : }‘tlof‘ of the burden of the government's dealmgd 3
Privatizeq Systegewty is the same as that which would prevail un zm e
Ow'guarantee, :,I;’rit}l: government is, in effect, also providing the_ze/
Just one that paclja © annuity that the private market would provi®*

¥ together with uncgetd differently, as the combination of a certal”
€rtain taxes,
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by changing ¢ . age consumption. Pay-as-you-go social
security effectively introduces a new asset into the economy, one wh
return equals, after a transition period, the growth rate of eaxinin s in :I:e
economy. Even if the average growth rate of earnings is less %han th:
average rate of return on capital, participants in social security may be
petter off because the variability of the growth rate of earnings is less
than the variability of the return to capital.

To see this, consider the long run of a very simple model in which each
generation lives for two period, works only when young, earning a wage
W (which I will assume is invariant to the introduction of social security),
and consumes only when old. Let r stand for the random rate of return on
capital and g stand for the random population growth rate (labor pro-
ductivity growth is assumed to be zero). In the absence of pay-as-you-go
social security, old age consumption is given by W(1+r). In the pres-
ence of pay-as-you-go social security, old age consumption is given by
(W-T)(1+7)+ T(1+g), where T is the compulsory social security
tax.

Clearly if the expected value of g is less than the expected value of r,
the expected value of old age consumption will be reduced by social
security. On the other hand, being able to invest in an asset paying g by
making tax payments to social security when young permits participants
to diversify their asset portfolio. The potential to use this asset to diver-
sify the riskiness of consumption when old will, of course, be enhanced if r
and ¢ are negatively correlated. But the potential ability to diversify
risk in this manner does not necessarily imply that pay-as-you-go social
security raises the welfare of those living in the long run. The reason is
that the disadvantage of being forced to invest in an asset with a lower
expected return may outweigh the diversification advantage. In this

regard, it is worth noting that in the United States, the average real rate
of return to investing in capital appears to be roughly three times larger
than the average growth rate of earnings.

If the growth rate of earnings were certain and the U.S. economy
offered a safe asset in which to invest, one could compare the growth rate
of earnings with the safe rate of return to determine whether pa}l-as.-you-
80 social security would raise or lower the well-being of those alive ;n tthe
long run (again ignoring general equilibrium effef:ts on .long’mi‘ a(t: or
Prices). But those are two big ifs. Earnings growth is definitely not certain
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free rate, but this 1g0 making the real return on this securiy riSkya{
2
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Intergenerational Risk Sharing

A final issue in considering the pluses and minuses of privatizing socij|
security is the extent to which an existing pay-as-you-go social secuity
system is part of a broader government scheme to share risks across
generations.!? If it is, the act of privatizing social security may alter the
degree of intergenerational risk sharing. Consider again our model in
which each person pays social security taxes when young. Now assume
that there is no population growth, but that labor productivity each
period is random, taking on either a high or a low value. Given a propor-
tional social security tax rate, the amount of social security taxes collected
each period depends on that period’s labor productivity. Furthermore,
since social security is, let ys assume, a pay-as-you-go program, the level
of b?n'eﬁts will be low if labor productivity is low and high if labor pro-
:::Ch‘"ty is high. This means that social security helps the contempor:

°Us young and old share rigk When times are bad for the young 2

their Wage earni t
rnin . ; y
benefits, ang Vice 8s are low, the elderly receive smaller social secur!

arrange Versa when times are good. Indeed, we can describe this
- 8ément a5 one which th ssociated
with the piof, . €1 the young always pay the taxes 2 R
) pagnlpr:duchvity outcome to the cont emporaneous OIdTh‘ils
e .

Way of descrip, At back from the elderly when productivity is low: i

gs ViEWS the elderly as providing the Contempo
is ex ple s arnings insurance, il

) eneraﬁon:gEESts thakio evaluate the impact on the well-beiré
erstandip,  © Imination of pay-as-you-go social ¢ ange-
EXisting ¢ - Nature ang degree of risk-sharing arrf et

Ao Actually, there is a growing body ©
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B : rning intergenerational risk sharing i .

irical evidence concer ] aring in the United
gtates (Abel and Kothkoff 1994, Altonji, Hayashi, and Kotlikoff 1992
Hayashi. Altonji, and Kotlikoff 1996). As it turns out, this evidence pro-
vides remarkably little support for the proposition that social security or

other fiscal institutions are pooling risks across generations.

ing the Macroeconomic Effects, Welfare Changes, and

6.3 Simulat
ins from Social Security Privatization

pfficiency Ga

This section’® reports the results of four social security privatization sim-
dlations of the AK model.?® In these simulations, social security benefits
are phased out slowly over time. However, the social security payroll tax
is immediately permitting workers to save privately the money they
would otherwise have contributed to social security. The simulations
differ with respect to the method of financing social security benefits
during the transition. Specifically, 1 consider paying for social security
benefits during the transition through a consumption tax, raising the
extant progressive income tax, or using deficit finance for five years and
then raising either consumption or progressive income tax rates to pay
not only for remaining annual social security benefits but also for interest
on the accumulated government borrowing in the first five years of the

transition.
The AK Model

The AK model calculates the time path of all economic variables in its
economy over a 150-year period. The model has fifty-five overlapping
generations. Each agent lives for fifty-five years (from age twenty to age
seventy-five). There are three sectors: households, firms, and the govern-
ment. Households (adult agents) decide how much to work and how
much to save based on the after-tax wages and after-tax rates of return
they can earn in the present and the future on their labor supply and
saving, respectively. The work decision involves not only deciding how
much to work in those years that one is working but also when to retire.
The AK model’s consumption and leisure preferences underlying these
decisions were chosen in the light of evidence on actual labor supply and

saving behavior.
As agents age in the model, they experience 2 realistic profile of
eparate from the general

ilncreases in wages. This age-wage profile is s
evel of wages, the time path of which is Jetermined in solving the model.
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All agents are assumed to have the same pre erenc.es, s0 diﬁefences )
behavior across agents arise solely from differences in economic OPpor.
unities. Since all agents within an age cohort are assumed to be ; denticy
differences in economic opportunities are presex.\t only across cohg rts.h;
this study, the model’s population growth rate is set at a constant per.
cent rate, with the population of each new cohort being 1 percent bt
than that of the previous cohort.

The AK model’s production sector is characterized by perfectly co.
petitive firms that hire labor and capital to maximize their profits. The
production relationships that underlie firms' hiring decisions and thei;
production of output are based on empirical findings for the United
States. The government sector consists of a treasury that collects resources
from the private sector to finance government consumption and an
unfunded pay-as-you-go social security system that levies payroll taxes to
pay for contemporaneous retiree benefit payments. There is no money in
the model, and thus no monetary policy. There is, however, government
debt, and the model can handle deficit-financed reductions in payroll and
other taxes. It can also handle gradual phase-ins of one tax for the other
Finally, the model contains a lump-sum redistribution authority (LSRAI—
a hypothetical governmental agency that can use lump-sum taxes and
transfers to redistribyte among generations alive at a point in time as well

as those who will be bon in the future. The LSRA can be used (switched
on) to study the pure econ

changes, omic efficiency effects of particular P
Although P
eaves outgl the model handles a great number of complex processes

only with resaner - on O realty. The model's agents are h e*‘*wgeﬁﬁzﬁ‘f
aires, whoge SEVC. to their age. There are no welfare recipients of ™ pi
of the model's ;ng and work behavior might differ dramatically ffomoses
other than retiregents' The model does not include saving for purp,rate
Uncertainty withment' such as bequests. Nor does the model inc@

respect to ejther individual or macroeconomic 04!
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el Calibration

Mod
The preprivatization economy .features a progressive income tax that
finances govemment consumption equal to 20 percent of output, a 12
ercent social security payroll tax, zero linkage between social security
henefits and taxes: zero initial official government debt, a 1 percent popu-
[ation growth rate, zero technological change, a Cobb-Douglas produc-
tion function, and a Consumer Expenditure Survey (CES) utility function
in consumption and leisure with intertemporal and intratemporal elastic-
ities of substitution of 0.25 and .8, respectively, and a time preference rate
of 1.5 percent.

The simulation phases out social security benefits in a linear manner
over a forty-five-year period. This phase-out period starts eleven years
Jfter the payroll tax is eliminated, thus permitting all beneficiaries at
the time of the reform to collect all their benefits. Social security benefits
during the transition are financed by a proportional consumption tax, a
progressive income tax, or initial deficit finance coupled with subsequent
increases in either proportional consumption tax rates or progressive
se, we present results in which the welfare
(utility) of initial generations is allowed to change in response to the pri-
vatization, as well as results in which the welfare of initial generations is
held constant. In the latter simulations, the government uses lump-sum

taxes and transfers to redistribute across generations during the transition

so as to leave all generations alive at the time of the transition with pre-
ed absent privatization and

cisely the same utility they would have enjoy
equalize the utility of all generations born after the policy is initiated.

income tax rates. For each ca

Simulation Results

Figures 6.1 and 6.2 consider the case of using a proportional consumption
tax to finance social security benefits during the transition. Figure 6.1's
simulation does not compensate initial generations for any policy-induced
changes in their welfare, whereas figure 6.2's simulation provides full
compensation. The top panel of figure 6.1 (and all other figures) shows
macroeconomic policy effects. The bottom panel shows welfare effects.
As the top panel in figure 6.1 makes clear, the privatization of social
security can have major macroeconomic effects. In this simulation, there
is a 50 percent long-run increase in the economy’s capital stock, a 16 per-
cent increase in output, and a 10 percent increase in the real wage. In
addjtiOI\, the real interest rate falls by almost 300 basis pOil'ltS. These
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gener ate about a 19 p(.ercent increase jn the wely,
. ns born in the postprivatization lo.ng .run. For o] der € of g
erations . o of the reform, the story is different Most ge“Eraﬁ%
alive at the hmea result of privatization; they experience ) dOf .t ese gens
eraﬁ?“_s 1osl¢_?f:t5ime utility. For example, the oldest Cohone aline in thei;
remmmni l eform—the one born fifty-four years prioy ¢ the 2 the
time of ¢ Z; 5 percent decline in remaining lifetime ytjj; : »
| ~ changes are measured in tgrms of tgedp?rce;\tage change in ::;‘aitrllilty
| lifetime consumption and.l.elsuret needed, in t e ol.d s_teady state, g
duce the same level of utility arising under privatization, The reasonptrl?.
initial elderly are made worse off is clear: they are forced ¢, Py ¢ 3
sumption taxes, which limits the amount of consumption they can ﬁnansi
out of their remaining lifetime resources. :

As figure 6.2 shows, the gains to the long-run winners from sodiy
security are large enough to compensate the initial losers ang b
sequently end up with a Pareto improvement in which all thege initil}y
alive are unaffected by the reform and all those born after the reform
experience a 4.5 percent increase in their welfare compared with the status
quo. Although 4.5 percent is less than 10 percent, it still represents ;
substantial improvement in the well-being of future generations. The
compensated privatization produces not only smaller long-run welfare
improvements but also smaller long-run macroeconomic effects. The infy.
ition here is that compensating initial older generations permits them to
consume more, which lowers national saving, capital accumulation, and
transitional output growth.

Figures 6.3 and 6.4 raise progressive income tax rates, rather than con-
sumption tax rates, to finance social security benefits during the privatize-
tion transition. The uncompensated simulation results are roughly simila
fo those arising when consumption taxation is used to finance transitiof\a]
benefits. On the other hand, the compensated welfare gain to those ah."e
after the reform is much smaller: only about 1.7 percent compared mt};
& perc?nt in the case of consumption tax finance. The reason B tt:zls
pii:s:ﬁ:ep:::?e tax ﬁnan.cc'e entails much higher marginal ::;(mr:nic
inefficency 1zation transition and therefore much greater

soiﬁu::s §-5 and 6.6 yse
sixth yez:rurl atf:, penefis b
er the refo

experience

:tiondl
consumption taxation to finance tranSlttillotI;lf?
ut delay raising consumption tax rates zrnst five
: M is implemented. Hence, during th-e securty
benfits, A ' '€ government borrows to pay for 50¢ ddiior?

. As 3 Comparison of figures 6.1 and 6.5 shows, the
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cowding out of saving arising from the short
(ransition leads to much smaller long-run in
output, and real wage. The compensated |q
cmaller: about 3 percent rather than 4.5 percent. Note that in the yn
ensated transition (figure 6.5), the use of deficit finance mitigat co:}x:-
reduction in welfare of initial older generations. SRS e

The final simulations, shown in figures 6.7 and 6.8, repeat the sim
lations of figures 6.3 and 6.4, in which progressive income taxation l:s
used to finance transitional benefits but also incorporate five years of def-
icit finance. Again, both the long-run macroeconomic improvements and
welfare gains are reduced by the deficit finance. On the other hand, the
short-run loss in welfare for initial older generations is reduced in' the
uncompensated simulation. Indeed, the bottom panel of figure 6.7 indi-
cates that using deficit finance plus progressive income taxation to finance
transitional benefits generates close to a Pareto improvement.

Although these simulations are suggestive, much more detailed simu-
lations are needed to evaluate the efficiency gains from privatizing the
US. system. Such simulations would include income and demographic
heterogeneity across households. They would also model the current sys-
tem in sufficient detail to produce, as an initial condition, the structure of
net marginal social security tax rates reported in table 6.1.

-term deficit finance in this
creases in the capital stock
Ng-run welfare gain s also

6.4 A Practical Guide to Privatizing Social Security in the United
States

In my view, the key to successfully privatizing social security in the
United States is to make it clear, simple, universal, and fair. Clarity and
simplicity rules out much of the Chilean approach. To be precise, it rule.s
out providing recognition bonds to existing workers because their
calculation would entail using a complex formula that workers would
not understand and consequently would likely mistrust. It also rules f’ut
using Chile’s complicated and counterproductive method of regtflahr.lg
Private pension funds. Finally, it rules out Chile’s apprf)aC!'l of Pm’ahzé
ing not only retirement saving but also the purchase of life insurance an

disaﬁiljty insurance.

The criterion of universality argues agains ;
Privatization voluntary. In they Un;gtl;d States, allowing the public lto t(i)cii
out of social security on a voluntary basis would lead to adv?r;e }:ie ;Ccost
n which the federal government would end up stuck with nig —ea =
Participants (those expecting to live longest). It would also require

¢ Chile’s choice of making
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priva
would als° make the progressivity of the system transparent, A]] artic-
ould understand the nature of the government’ o i
ipan ts W fact that low contribut Sy matching contri-
pution and the fac utors were being favored relative to
high contributors. .
The most serious concern with the proposal is its potential reduction
. life span insurance. Because of adverse selection, it may prove quite
ifficult for househo.lds to purchase reasonably priced nominal annuities
when they reach retirement, le.t alone real annuities. The size of this loss
may, however, be offset by implicit family annuity arrangements (see
Kotlikoff and Spivak 1981). The government could also ease the problem
by issuing indexed debt and requiring the purchase of annuities at, say,
age sixty-five. Another concern is that households would invest their PSS
contributions poorly. One remedy here is financial education. Bernheim
(1995) suggests that financial decisions may be highly responsive to
financial education. Another remedy is forcing contributors to invest in
large, diversified index funds. A third concern is the cost of administering
PSS contributions. However, since PSS contributions can be made to
existing accounts, marginal administrative costs may be smaller than the
average costs examined by Diamond and Valdes-Prieto (1994). These
costs may also come down over time in the light of competition to pro-
vide PSS participants with fairly homogeneous index funds. A fourth
concern is that redistributing between workers based, in effect, on their
annual earnings (since this determines their annual contribution) is less
desirable than redistributing to them based on their lifetime earnings. True.
But this seems a small price to pay compared with the value of being able
to make transparent the system’s actual method of redistribution.

6.5 Conclusion

At first glance, privatizing social security may seem to represent some-
thing of a shell game, but closer examination suggests that privatizing
Sf)cial security can have important real effects. In the United States, priva-
tizing social security would tighten actual as well as perceived benefit-tax

linkage and substantially reduce labor supply distortions. It would also

eliminate significant intragenerational inequities, including the differential
privatization would

t;‘*a.fment of one- and two-earner couples. Finally, ' e
clarify, once and for all, how our nation will Jeal with social security's

Ong-term financing crisis. T s
Although privatizi ng social security is a hot academic topic, its succes
lusivity, and

" the policy arena will depend on its clarity, simplicity, Inc
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5. See Diamond and Valdes-Prieto (1994) for an excellent description of Chjle’s Privatizat,
of social security.

3. The 15.3 payroll tax rate includes the Medicare (HI) tax.

4. For low-income workers covered by the earned income tax credit, the payroll tay o~
ginal distortion is even larger. Such workers lose twenty cents of their earned income tay
credit for every dollar that they earn. Hence, their total effective marginal labor tax rate is 85
percent absent the social security payroll tax and 59 percent with the payroll tax. For sudh
workers, the payroll tax raises their total effective marginal tax rate by 31 percent but their
labor supply distortion by 72 percent. Compared to workers who face the earned income tzx
credit, the incremental distortion from the payroll tax (proportional to the difference between
3481 and .2025) is 62.5 percent larger than the incremental distortion for workers who do

not face the earned income tax credit (which is proportional to the difference between 1521
and .0625).

5. This discussion abstracts from disability benefits.

6. Boskin et al. (1987), an earlier study of the marginal net rate of social security taxation
reaches similar conclusions,

7. Since social security t . . . . i em at
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and for annuities may be small even when they are fairly
that the dem ern the residual demand for annuities given the receipt

dings cotnscocial security, the demand for annuities might be much
Absen

priced. However, their
of social security bene.-
: greater.

fits.

Aftr ths Chapter was written, the US. Treasury did announce its plans to issue indexed
12. Alt€

t. '
“ he classic article on this issue is Merton (1983).
13. The

his section and the next draw heavily on Kotlikoff (1996b).
14. This §

See Auerbach and Kotlikoff (1987).
15.

ocial security benefit formula is progressive,
16. The s ther things equal, treated as relatively po
tories are, eobase d on the average of workers’ indexed
benefits a:/er the worker’s entire work span. Providing
:etzk;:o;osed is, for this reason, more expensive.

and workers with short earnings his-
or. The reason is that social security
monthly earnings, where the average
full accrued social security benefits as
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Comment

Edward M. Gramlich

privatization of social security is in the air. A number of countries in
south America, Europe, and Australia have already adopted partial priva-
tization schemes. One now departed U.S. presidential candidate advo-
ated privatization, several members of Congress have come out for
artial privatization, and a majority of the Quadrennial Advisory Council
on Social Security (which I chair) favors large- or small-scale privatization
schemes.

Before getting into a discussion of the pros and cons of privatization, it
should be noted that this word refers to a very big tent. In the present
context, privatization of social security means loosely introducing man-
datory individual defined contribution (DC) accounts into the present
public defined benefit (DB) pension plan. Even among the set of compul-
sory programs, there are many ways in which this could be done:

+ The individual accounts (IA) could complement or substitute for the
existing payroll-tax-financed DB system. These IA could be added on top

of the present system or carved out of the present payroll tax.
* The IA could be held inside or outside the social security trust fund.

* The 1A could be small or large.
* The IA could be annuitized or not on retirement.

Larry Kotlikoff’s privatization scheme has IA that largely substitute for
the present DB system, are held outside, are large, and are not annuitized.
In the council deliberations, I am suggesting a scheme that differs on each
of these dimensions. The differences between the two approaches are
®xtremely significant and well worth debating, but this is Kotlikoff's

3pter, 50 for the most part I comment on his approach.

After establishing that the IA do not represent a mere shell game,
fr:’ttlik?ff identifies several areas in which the IA are likely to have differ-

Efﬁuency or equity impacts from the present DB system.
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.et m(())j:SDI taxes, but | ct the true cost of these taxes is much | i;
e onsiders the benefit side as well. In fact, one can compute the pr,.
one ¢ security benefits compared to the presen;

ent value of expected social .
vlue of expected employer and employee taxes, factoring in inflatioy

indexing, disability protect.ion, anfi survivor's protection. This ratip of
the present value of benefits relative to th.e present Vfalue of taxes has
come to be known as the money's worth ratio. The Advisory Council has
done calculations of this sort (using the forecast real bond rate of 23
ercent, unlike Kotlikoff's 6 percent) and shows that single workers bom
in 1950 with steady low earnings ($11,000 in 1995) get back about eighty-
five cents per dollar of their and their employer’s contribution in present
value terms. Single workers born in 1950 with steady average earnings
($25,000) get back about sixty-five cents per dollar of their contribution
in present value terms, and single workers with steady maximum earnings
(§62,000) get back about forty-five cents per dollar of contribution in
present value terms. Workers of each income class born before 1950 get
better money’s worth ratios, and workers born after 1950 will get worse
ratios unless changes are made in the system. Workers with nonearning
:E‘Z‘;ses in ;ach.category get money’s worth ratios about twice 2 much
Thr;ia::e 1t};v51t}1atec.i s1f1gle workers. o
& e implications of these types of calculations for Kotlikoff
apter. First, the tax distortions he gi bstantiall overstate®
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carties with it its own distortions. How all this =
cated isSU€: but I am less troubled by distortionary

Kotlikoff.

mes out is a compli-
excess burdens than is

Intragenerational Redistribution

A second afgument .Ko.tlikc?ff gives for switching to a regime of IA is
intrageneratxonal redistribution. A large amount of that gOes on now i
the present DB system, and he views it as largely capricious. v

It may not be optimal, but it is by no means entirely capricious. Most
existing DB systems, and certainly that in the United States h.ave an
explicit goal of social adequacy. For this reason there are int;mal sub-
sidies to those with low-wage work histories, the disabled, the survivors
of those who die early, and those who live a long time. These subsidies
are clear and well known, and have been voted and revoted for sixty
years NOW. There must be some sense in which society intends to support
these classes of people. Moving to an IA regime would not inevitably
remove their protection, because an IA scheme could be constrained in
many different ways, but it could well remove some of these social
protections.

Without specifying a complete social welfare function, it is hard to
know how the intragenerational distributional calculus would come out.
The differences could be surprisingly unimportant if the IA scheme has
present-day social adequacy protections built into it. Kotlikoff seems to
view any such social adequacy protections as capricious, while I in general
view them as important and necessary. Here one’s verdict on IA, both
positive and normative, depends on one’s social welfare function.

Intergenerational Redistribution

Kotlikoff poses this as an important reason for going to an 1A regime, and
Ilargely agree. But I would again point out that a country §oes not have
to go an IA scheme to promote intergenerational redisFriPutlon. .

One large problem with social security now is that it is not prefunded.
The internal rate of return on a nonprefunded system I tbe econont\l}:i
growth rate, which is now less than the real interest ratfe. This n_lteansti na
Younger workers get a much worse return on their soc1a'l security :tion agl
than did  their parents and grandparents, causing an m|:erge;xe:;ational
equity problem. Were social security to be Pref"mdecl (;:i :Z‘:Lm it
Saving to rise through social security. the new funds wou
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. some of the funds in equities. A third is the ayl fajES'
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56 he new national saving: There are important differenceslf\
jmplicit in the three approaches, but f?r this point it 1 1,,:
te that there are at east these three different ways of -

funding retirement saving and. hence providingffo.rlia bettf:r rate of rety,
our children’s pension saving. The 1A may acilitate either prefypy ding
(:: equity investment, but they are not.loglcally' necessary to bring aho
prefunding, or to improve intergeneratlonal equity.

Information

Kotlikoff promotes this as an advantage to switching to regime of IA
I largely agree, though the 1A are not the only way.

Under the present DB systert most people have a very poor idea of
their likely social security benefits. Having 1A would no doubt improve
the situation, but the situation could also be improved by the simple
expedient of having the Social Security Administration (SSA) provide to
people their earnings records and their likely social security benefits. SSA
is already in the process of doing that. Kotlikoff is aware of this new
change and also makes the valid point that before any statements are
mailed out, SSA must be sure the system has been brought into actuarial
balance; if not, the SSA could generate a massive credibility problem.

If SSA is able to provide realistic DB information to people, that would
largely eliminate this advantage of switching to IA. On the other hand, it
may be intrinsically more difficult to provide this information in 2
plan, because SSA becomes responsible for all kinds of economic 2
demogfaPhiC risks that affect likely benefits far in the future i
Vi}::lrsetls anaither z}dvantage of switching to IA: it would Per;mt;:ie;
funds or (:‘:: Ir:: dith.zlr own investment choices—stocks O bor;r: : 1oin%
develop e w‘:; uals. could. follow how their inve.stments w i

ership feelings, take their own risks, unders
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and in general understand the system better. To me, this

e of saving, )
reasons for going to some form of 1A

u
vl f the strongest

js one 0

Annuitizati"“

socid security benefits 'are given in the form of indexed annuities with
zable survivor’s benefits, and IA' may not be. This sets up a potential
~gvantage for the present system, in that there is less risk that people will
sutlive their retirement assets. Perhaps—but again there is no innate
on. If one is worried about people outliving their retirement assets in
government could either force people to annuitize part
lations, or at least force SSA to sell actuarially fair

reas
an A world, the

or all of their accumu
indexed annuities.

Risk Sharing

go DB plans subject cohorts to wage growth risk: if
at anticipated rates, there will be less there for
IA subjects cohorts to investment risk: if bond or
I, there will be less for retirees. So far it is
hard to see which is intrinsically better, except that investment risk has
exceeded growth risk historically. But it strikes me that there is a further
point. Principles of risk diversification would argue that perhaps retirees

should have a little of both types of risk but not too much of either. In
social security terms, this argues for a combined DB-DC system or for

mandatory IA on top of the DB system.

Present pay-as-you-
wages do not grow
retirees. Switching to
stock markets do not do we

Adding up all these points, one can favor or oppose the switch to IA. The

real point is that the devil is in the details. One can design an IA scheme
that more or less replicates the DB system or is Very different. The eval-
uations of these schemes would differ substantially. Should 2 country

PriV'atiZe its social security system? It all depends. |
Finally, I cannot resist a current policy point. Kotlikoff's evaluation

framework convinces me more than ever that the best approach for
present DB system.

the United States is a small-scale IA on top of the

Distortions would be moderated, the intragenerational redistribution
FOuld be whatever society chooses to make it, interg"’-'“"raﬁonal equity 1s
improved by the prefunding, the information would be clearer, the own-
efshiP responsibilities would be clearer, and retirees would have semc
diversification against both wage growth risk and investment risk.



Comment

John B. Shoven

Larry Kotlikoff’s chapter is extremely useful in sorting out the real
changes posed by privatizing social security from the changes that are
simply relabeling cash flows. He emphasizes that the largest potential
gain in economic efficiency from privatizing social security stems from
sharply increasing the links between what participants pay into the
system and what they can expect to get out of it. In a completely priva-
tized system, the link is one for one. The entire system of social security
becomes deferred compensation, like other defined contribution pension
systems. In contrast, the link in the present social security system in the
United States between contributions and benefits can be quite weak and
uneven, as table 6.1 illustrates.

Kotlikoff does not make it entirely clear that most of the real advan-
tages of a privatized system could be achieved without privatization at all.
A pay-as-you-go (PAYG) system could be designed with much tighter
links between contributions and benefits. Such a system would distort
labor markets much less than the current U.S. social security program.
Steps that could be taken include (I) counting all work years in the com-
putation of benefits, rather than simply the highest thirty-five years, FZ)
lowering the forty-quarter minimum covered work history for the receipt
of benefits, (3) making social security coverage universal.m .the SEURUELY,
(4) reducing or eliminating the progressivity of the P““C‘P_al e o
amount formula use to calculate retirement benefits, (5) lowering or elu.m—
nating the spousal benefit, (6) instituting earnings sharing or Comm‘_l;"lty
property with respect to social security entitlements, and (7) provi ﬁl‘g
informative annual reports to all participants. Eacl:\ of these steps wo
make the system appear more like a private pension program, but none;
of them actually requires privatization——hlghhghtmg that most o
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Kotlikoff's PaPer 15 de.scriPing' the] porent benEﬁ.t S of lin in
.- Privatization is only one way to brin that b 8 beﬂeﬁk
to contrlbutlonfi]at more technical note, 1 feel that the ¢ era oyt
te that Kotlikoff uses is fa.r too high. He: defends thze:tu;el:l ey
. cino the uncertainfy regardu.'lg future social secyrj bene Y
dl.sc'ussml? ate of time discount is generally not the appro 'eflts, ut
ralSlzg tt ?or risk. The preferred approach would be t, aSSesI;n:hte Way
e ]u[i,es ascertain their covariance with other outcomeg in g € ik
thems:onvt;rt uncertain social security outcomes into certajp, eq:i :Clon.
:I:g;nts, and then use the risk-free real interest rate for discounti: er;t
probably is fair to say that almost no one does this, byt almOstg'ali
previous studies use real interest rates in ?he 3 percent range rathe, than
the 6 percent number. This makes comparing the results here wjg, earli
work difficult. The 6 percent interest rate explains a number of the sy
prising results of table 6.2, which calculates the present valye of lifetine
net taxes (contributions less benefits) in 1993 dollars. Some of the num
bers are staggeringly high (in excess of $1 million). The numbers for
single women are often close to those for single men, even though the ;
expectancy of women at age sixty-five is 27 percent greater than for men
Clearly single women get far more benefits from social security than
single men, so why are table 6.2 numbers so close? The explanation for
these results is that with a 6 percent interest rate, the taxes early in lif
swamp in importance the benefits late in life. I find that the 6 percent red
discount rate obscures some important factors, and this strengthens my
conviction that it is way too high.
prilf,::gk:fitdiscusses the issue of the transition from a.PAYG sYStems:V:
PFOmises};f t:}f:le- O.ne. of the key matters is how to ﬁx.lance 'fhe ?:iicate
the importance e;(fl stt;:?g system. Although Kotlikoff's Slmulahons-fla con-
sumption tay ; 1 {“atter (he gets very different results if o
® used to finance the transition costs rather than an in

taX), he dOES no . the
t - : that

Present valye of tl}lllenhon the recent estimate of Feldstein (1996) i

ial

totals $11 trillio i S.OCial security benefits for all adults aliv® 5(:)03
Security Admin-n' T_hat Is, today’s adults are being told by thehavea
e of g " that they are entitled to benefits tat ",
“Ontributions ;g de dl trillion even after the present value of thell s

ucted. Just for reference, the assets in funded P ate?

Dited St
Lh ot the tang; ea't:rse:l(t)}t,al 2bout $5 trillion. The Federal Reser"® e;ZO ik
on, i ;
An way vou lookn;:i € country totals approxlmatEII)’/ islenofmous'

t, US. social security “wealth

Count ra
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nds some time discussing Chile, but Chile did not have a
blem of remotely the same magnitude as we would face in

gotlikoff P

the United States. N .
Kotlikoff ends by outlining a simple transition plan to a private social

cecurity system. Under it, the existing social security benefit structure
would stay in place, but contributions to it would cease once the new plan
is adopted. Future work years would not have covered earnings; zeroes
would be entered for those years in calculating a worker’s average in-
Jexed monthly earnings. The problem of this approach of simply adding
seros to the earnings record is that it enlarges the $11 trillion liability of
the old system. Social security has always failed to distinguish between
eople with low lifetime earnings and those who have short covered
careers. It treats people with short covered careers as if they are poor,
even if they are not. This is a problem because of the sharply progressive
sructure of the primary insurance amount formula used in computing
benefits. Kotlikoff's proposal not only does not correct this problem but
amplifies it enormously.
The severity of this problem with Kotlikoff’s Personal Security System
is quite great. Consider a forty-year-old person who has been earning
$1,820 per month for ten years. If she maintained that rate of pay for
thirty-five years, she would qualify for a primary insurance amount (the
amount that she would receive as a single person at age sixty-five) of
$833 per month under current social security law. If social security is
privatized when this worker is forty years old, one sensible thing to do
would be to give her ten—thirty-fifths as much as she would have gotten
form social security if it had not been changed (reflecting the ten years of
contributions rather than thirty-five years). Thus, under this arrangement
the worker would receive ten—thirty-fifths of $833, or $238 a month from
the “old program.” On top of that, she would have whatever the priva-
tized plan provided. Kotlikoff proposes to be far more generous with
benefits from the old plan, thus requiring more transitionary taxes. In this
example, Kotlikoff's proposal would result in the worker’s getting a pri-
mary insurance amount of $417 each month, 2 full 75 percent more than
tbe proportional reduction suggested above. It seems to me that the tran-
sition problem of switching to a private system is sO large that we cannot
afford to consider a plan such as this Personal Security System, which
makes it costlier than necessary.
disl\cduy conclusion is that Kotlikoff raises a n
sses them with great clarity. I certain

umber of important issues and
ly recommend his chapter to
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anyone trying £ understand the debate about priy ¢ g,
ati

On the other hand, the particular privatization
from at least oneé important flaw, which in m 5 “

policy consideration.
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