Social Security: Time for Real Reform

n February 8 and 9 the Cato Institute

held a conference, “Social Security: The

Opportunity for Real Reform,” in the

E A. Hayek Auditorium. Major speak-
ers included Cato president Ed Crane, Har-
vard economist and former Council of Eco-
nomic Advisers chairman Martin Feldstein,
assistant to the president for economic poli-
¢y Allan Hubbard, Social Security trustee
Thomas Saving, and Cato senior fellow
Jagadeesh Gokhale. Excerpts from their
remarks follow.

Ed Crane: The Cato Institute has worked
on Social Security since 1978, and we are
delighted to see it as a major part of this
administration's initiatives for the coming
four years. From our standpoint, the essence
of America is a respect for the dignity of
the individual. And it seems axiomatic that
the more control people have over their
own lives, the more their dignity is enhanced.

In that regard, Social Security as it exists
today comes up a bit short. In 1960 the
Supreme Court ruled in Flemming v. Nestor
that we as Americans have no right to the
money we pay into Social Security. The Court
said that Social Security is a social program
of Congress and that what you get back at
retirement is entirely up to the whims—I guess
the word “whims” doesn’t appear in the deci-
sion, so let’s say entirely up to the discretion—
of 535 politicians. That is why we at Cato
think personal accounts are so important.

I think the three key arguments for per-
sonal accounts are ownership, wealth cre-
ation, and inheritability. But before I discuss
those briefly, let me address the Social Secu-
rity Trust Fund, because there is a lot of con-
fusion about it.

People argue about what is going to hap-
pen in 2042 when the trust fund goes broke.
But the reality is that the trust fund is already
broke. There are no assets in the trust fund.
When the Social Security Administration opens
the lock box in 2018, there will be a lot of
pieces of paper called special Treasury notes.
And the Department of the Treasury, to redeem
those notes, will need to increase taxes, increase
borrowing, decrease Social Security bene-
fits, or decrease other spending. But let’s imag-
ine that in 2018 we open the lock box and a
moth flies out; there is nothing else inside. The
options for the government would be pre-
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cisely the same. To pay promised benefits, the
government would need to increase taxes,
increase borrowing, decrease Social Security
benefits, or decrease other spending.

Therefore, I would suggest that the spe-
cial Treasury notes have no value. And,
in fact, I am not alone in that assessment.
In the fiscal year 2000 budget of the Clin-
ton administration, there is a whole sec-
tion on how, in an economic sense, there
are no real assets in the trust fund. So we
should get beyond that and recognize
that the cash flow will turn negative around
2018, and from that point forward the
problem will get progressively worse.

I would not center this debate on the ques-
tion of whether there is a crisis or not. What

Ed Crane: “The more control people have over
their lives, the more their dignity is enhanced.”

the opponents of personal accounts shy away
from like a vampire from the cross is the issue
of ownership.

Under a system with personal accounts,
you would purchase real assets that you would
own and that would be inheritable. And one
of the most attractive aspects of the inheri-
tability argument is recognition bonds that
Rep. Sam Johnson's bill, which I think is
unique among the other bills promoting per-
sonal accounts, provides for. As soon as you
choose a personal account, you get a recog-
nition bond that is your property and can be
passed on to your heirs.

To me, it is outrageous that you can pay
into the present system your entire work-
ing life and when you pass away the money

goes poof and disappears. Where is the human-
ity in such a system? But with personal
accounts—and particularly with recognition
bonds—all of that money is inheritable, which
1s very important.

Martin Feldstein: We often hear that there
is no need for structural reform. The basic
facts, I think, are these: the Social Securi-
ty system, because it is a pay-as-you-go sys-
tem, is very sensitive to changes in demo-
graphics. The changing age structure is
going to lead to very substantially increased
taxes if benefits are going to be maintained.
The tax for retirees’ and survivors’ bene-
fits is now 10.6 percentage points of the
15.3 percent total payroll tax. The rest goes
for disability and Medicare.

The Social Security actuaries tell us that
that 10.6 percent will eventually have to rise
to 16.6 percent, a 6 percentage point increase
in the payroll tax. But even that is an under-
statement, because it does not take into
account something that every public finance
economist knows: that increasing marginal
tax rates by 6 percentage points will shrink
the tax base; people will work less and change
their form of compensation.

So the actual tax increase, in order to meet
that same financing goal and, moreover, to
offset the loss of revenue to the personal income
tax, would have to be even higher. The cur-
rent combined payroll tax of 15.3 percent
would have to rise to well over 22 percent.
That would hurt the economy, and it would
be a very substantially increased burden on
middle- and lower-income households. Avoid-
ing that tax increase completely would require
cutting benefits by about a third.

Postponing reform until there is a crisis
would mean an increase in taxes, because
the political reality is that you cannot sud-
denly cut benefits. A failure to deal with the
problem at the present time, when we have
the time to lay the foundations, is really an
agreement to have a tax increase in the future.
If we want to avoid the unpleasant choice
between unacceptable benefit cuts and a very
damaging tax increase, we have to act now.

Can Social Security be fixed without
structural reform? Well, without structur-
al reform, without moving to an invest-
ment-based system of individual accounts,
there really is no choice other than increas-



%The president believes that there is no comprehensive
fix that does not include personal accounts.”

es in taxes or reductions in benefits. One
common tax increase proposal is to raise
the amount of income that is taxable under
the payroll tax.

Today, the payroll tax applies to the first
$90,000 of income. And the proponents
of this alternative say, well, why don't we
just raise that to $120,000? I will tell you
why we should not raise it to $120,000.
That would create substantial disincentives
to work for everybody whose marginal tax
rate would jump immediately by 12 per-
centage points, for those between today's
$90,000 and $120,000, and it would pro-
duce very little revenue.

With a colleague at the National Bureau
of Economic Research last year, I looked at
what would happen if we raised the payroll
tax ceiling from $90,000 to $120,000. First
of all, if there were no behavioral response
at all, the amount of revenue that would be
produced would be relatively small, about
half a percent of payroll. So it would hard-
ly make a dent in the shortfall.

But much more important is the fact
that the higher marginal tax rates would
shrink taxable income because people would
work less and shift their compensation to
fringe benefits and other untaxed forms.
Even more important, because of the shrink-
ing of taxable income, the personal income
tax and the Medicare HI tax would bring
in much less revenue.

Here are the numbers: If there were no
behavioral response, then the proposed
increase, or suggested increase, when we
calculated it according to the rules as they
were about a year ago, would have pro-
duced $19 billion. Taking into account
behavior would shrink that to only about
$5 billion. There would be about $11 bil-
lion of revenue lost to the personal income
tax and the Medicare tax, plus about a $3
billion reduction in the amount of money
collected by the payroll tax itself.

The result would be a big increase in
marginal tax rates for an important group
of people with incomes between $90,000
and $120,000 and virtually no additional
revenue. That amounts to a backdoor way
of shrinking the funds going into the per-
sonal income tax in order to build up the
funds going into the payroll tax.

I think there is a serious problem. And

without structural reform, we will have to
see a big increase in tax rates or a big reduc-
tion in benefits.

Allan Hubbard: The president has made it
very clear that he is not going to give
people the opportunity to participate in
risky personal accounts. His plan is based
on the federal Thrift Savings Plan, where
there are a limited number of index funds,
stocks, high-grade corporate bonds, and
Treasury bonds for you to invest in. There
will also be a life-cycle fund, which will
adjust your allocation among stocks and
bonds to be appropriate for the number of
years you have until retirement.

You are not going to be able to take the

Martin Feldstein: “Without moving to an invest-
ment-based system of individual accounts, we will
have to see a big increase in taxes or a big
reduction in benefits.”

money out early. Just like Social Security
today, you cannot take the money out ear-
ly. You cannot borrow against it. When
you retire, you will be able to take a lump-
sum payment out of your personal account.
But you will have to leave in enough, when
combined with what the Social Security
Administration owes you, to ensure that
you will never go below the poverty line.

The president believes very strongly that
there has got to be a comprehensive reform
to fix Social Security permanently. And he
also believes that there is no comprehensive
fix that does not include personal accounts.
Without the personal accounts, any fix is

going to be unfair to younger generations.

There are enormous benefits to personal
accounts. Number one, a personal account
is going to be something you own and you
control. The government cannot ever take
it away. No matter what Congress decides,
it cannot change the benefit structure. That
personal account is yours forever. It is a
nest egg for retirement. And if by chance
you were to die before retirement, it is some-
thing that would go to your estate and
would be passed on to your heirs.

The current system does not give a very
good return on your Social Security taxes.
The actuaries have found that, on average,
you will get a much higher return from a
personal retirement account than you will
from money going into the Social Securi-
ty system.

Some people claim that President Bush's
proposed personal retirement accounts
actually benefit the federal government
more than the account holder by provid-
ing a clawback. That drives me absolute-
ly crazy. There is no clawback. I do not
know how anyone could have ever got-
ten that idea.

When you get a high return on your per-
sonal account and then the government
takes a piece of it back, it’s called a claw-
back. That’s not how the president’s plan
works. The government is not allowed to
touch anything in your personal account.
No matter how successful you are, it is
yours forever.

Thomas Saving: Is the crisis real? In con-
sidering that question, we need to think
about several important dates. One is
the date of the first deficit, 2018. Anoth-
er is the date of peak contributions to fed-
eral revenues, 2008. Each year after 2008,
Social Security’s contributions to Con-
gress’s ability to spend will decline. The
Treasury is going to feel the pinch not in
2018 but in 2009.

Another important date is the date when
the share of federal tax revenues required
to pay benefits reaches 5 percent. That is
2021—just three years after the system starts
running deficits. At that point we will already
be transferring 5 percent of federal income
tax revenues to Social Security.

Continued on page 10
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Lt is a mistake to label the transition financing for Social Security
reform a ‘cost.” A better label would be “transition investment.””
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Only twice have we had to transfer sig-
nificant amounts of the federal income tax
revenue to Social Security—in 1978 and
1982. The maximum we have ever trans-
ferred is 4.5 percent of federal income
tax revenues. So three years after the sys-
tem turns negative, we are already going
to be transferring more than we have
ever transferred.

What did we do the two times we trans-
ferred large amounts? We changed the sys-
tem. In 1983 we raised taxes by accelerat-
ing scheduled tax increases and reduced
benefits by raising the retirement age for
future generations and by taxing benefits.

What about the Social Security Trust
Fund? Keep in mind that the trust fund pro-
vides no revenue to the Treasury, and the
benefits have to be paid from Treasury rev-
enues. What is the trust fund then? In a
sense, the way current law reads, it is the
authorization to pay benefits. In effect, it
is as if I said to all of you, “I authorize you
all to take two weeks and go to Paris if you
can find the money.” If you don't have
the money, authorization does not mean
anything.

Only the cash flows between the Trea-
sury and Social Security really matter. And
those cash flows have nothing to do with
the trust fund. So when we have to start
transferring money to pay benefits, we have
to find that money somewhere. The trust
fund will not help us.

Once we recognize that the trust fund
cannot provide anything to pay these trans-
fers, then the real transfer that the current
working generation has to make to the pres-
ent retired generation, and future working
generations to future retired generations,
is $13 trillion. That is how much money
they have to come up with, because the
trust fund does not have any real money
in it.

Jagadeesh Gokhale: Over the next 75 years,
the Social Security system has a projected
financial shortfall with a present value of
$3.7 trillion. That means that today we
would have to put $3.7 trillion in the bank,
and earn interest, in order to meet our obli-
gations over the next 75 years. But it’s worse
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than that. The demographic imbalance is
permanent and will continue to worsen
over time. So we have to look further
into the future, even further than 75 years,
to see the full extent of the problem. In fact,
the long-term shortfall in Social Security
is about $12 trillion. That is, we would
need $12 trillion in the bank today, with
interest, in order to permanently restore
Social Security to sustainability.

If we don’t have $12 trillion in the bank
today, then we must raise an equivalent
amount of resources by changing Social
Security’s current tax and benefit poli-
cies, because those policies are unsustain-
able. We have to either increase taxes or

Thomas Saving: “Each year after 2008, Social
Security’s contributions to Congress’s ability to
spend will decline.”

cut the obligations that those taxes finance
in terms of Social Security benefits.

Now, the tough question becomes: Who
bears the burden of these fiscal adjustments?
How much will each birth cohort have to
pay? Most reform proposals set forth the
principle that those who are retired already
or close to retirement—roughly speaking,
55 or older—are not going to bear the bur-
den of any policy changes. So the entire
burden of financing the $3.7 trillion short-
fall over 75 years (or a $12 trillion short-
fall in perpetuity) must be borne by those
who are younger than 55 today and by
future generations.

You have only two variables: taxes and
benefits. One way to deal with the problem

is to improve the quality of benefits. How
could we do that? We might allow a work-
er to invest a portion of his payroll taxes in
personal accounts, which would be invested
in private market securities. In exchange, the
government’s future benefit obligations to
that worker will be scaled back.

How does that improve the quality of
benefits? Well, we know that scheduled ben-
efits today for Social Security are more than
what is payable today under today's tax
laws. And in addition, polls show that most
young folks do not really expect to receive
the scheduled benefits. Many people actu-
ally say that they do not expect to receive
anything from Social Security when they
retire, because they doubt that the program
is actually going to be around then.

So reducing scheduled benefits in exchange
for the ability to take a part of the pay-
roll tax and invest it in personal accounts
might be a good bargain for some young
folks. In addition, the quality of benefits
would be better with personal accounts
because personal accounts would have addi-
tional features. For example, people would
have greater flexibility in withdrawing assets
from their personal accounts and would
have the option to bequeath their accounts
to their heirs.

Of course, there is a further problem.
We are talking about adjustments for the
people younger than 55. But those older
than 535 still have to be paid their benefits.
If fewer payroll tax revenues are coming
into the Social Security system, the gov-
ernment has to raise money from some-
where else to make up the shortfall in order
to pay current retirees their benefits.

The standard assumption is that the gov-
ernment will just borrow the difference. So
if, say, 4 percentage points of payroll tax-
es are invested in personal accounts for
those who are 55 or younger, the govern-
ment will just make up that shortfall in rev-
enues by issuing additional government
debt. The increase in the explicit debt of
the government is what people call the tran-
sition cost.

I’m not sure the label "transition cost"
is appropriate. Normally, when the gov-
ernment incurs debt, it means that the gov-
ernment is mopping up resources that the

Continued on page 17



Message to Congress: devolve, don'’t delegate

An Environmentalist Gets Older and Wiser

n 1970 Congress acted on a tidal wave
of popular support for stronger envi-
ronmental protections by passing the
Clean Air Act. It established the Envi-
ronmental Protection Agency and ordered
it to set standards controlling
air pollution by 1976. And the
act had teeth: should the EPA
drag its feet, private citizens
could take the agency to court.

David Schoenbrod, then
a young Yale-educated
lawyer at the newly found-
ed Natural Resources
Defense Council, filed suit
under the law in 1972,
charging that the EPA
had failed to sufficient-
ly reduce atmospheric
lead levels. The EPA had
appointed a scientific
panel stacked with lead
industry scientists to
study the issue; that panel gave lead
a clean bill of health. The NRDC won the
lawsuit, but EPA foot-dragging continued
for years. The first mandated cuts of lead
in gasoline did not occur until 1978. Despite
mounting evidence that atmospheric lead
was killing thousands of children every
year, it was not eliminated from gasoline
until 1985, almost a decade after the con-
gressionally mandated deadline.

Today, Schoenbrod is a professor at New
York Law School and a Cato Institute
adjunct scholar. In Saving Our Environ-
ment from Washington: How Congress
Grabs Power, Shirks Responsibility, and
Shortchanges the People (Yale University
Press), he writes that the delays killed tens
of thousands of children. But although the
lead industry bears some blame for that
tragedy, Schoenbrod argues that the ulti-

mate responsibility lies with Congress. In
passing the Clean Air Act, Congress claimed
credit for improving air quality without
making any of the hard choices necessary
to actually clean the air. Instead, Congress
passed the buck to the EPA, which in turn
was empowered to pass the

buck on to the indi-
vidual states by forc-
ing them to enact pol-
lution-reduction plans.
That insulated Congress
from any backlash for
unpopular decisions,
because they would be
mandated by the EPA and
announced to voters on
state letterhead.

Shifting responsibility
to administrative agencies
and the states is good poli-
tics, but as Schoenbrod
demonstrates in numerous
case studies, it’s a bad way to
make environmental policy.
As an unelected bureaucracy, the EPA lacks
the authority and political legitimacy nec-
essary to achieve the impossibly broad
range of environmental goals it has been
ordered to achieve. With more objec-
tives (each a potential political minefield)
on the EPA’s plate than it can possibly
accomplish, the agency is often paralyzed
by indecision, acting only when lawsuits
by environmentalist groups force it to
do so. Too often, the EPA makes the least
controversial decision possible and then
dresses that decision up in the garb of sci-
ence in the hope of surviving judicial scruti-
ny.
One of the first casualties of that high-
ly political decisionmaking process is local
input into environmental decisions. In the

legal clashes between industry and nation-
al environmental groups, the concerns of
the people actually affected by a given deci-
sion are often ignored. Schoenbrod points
to the controversy over dredging PCBs from
the Hudson River as an example. The EPA’s
own scientists found no health impact from
swimming in or drinking the water. Local
residents, for whom the dredging would
be highly disruptive, are overwhelmingly
opposed. Nevertheless, the Bush adminis-
tration, fearing bad press from national
environmental groups, chose to go forward
with the project—a decision that will ben-
efit no one.

Schoenbrod urges us to rediscover two
important constitutional principles when it
comes to environmental policy. First, the
Constitution grants exclusive legislative
power to Congress. Congress shirked law-
making responsibility when it delegated the
crafting of environmental regulations to the
EPA. The result has been less accountable
and less effective environmental regulations.
Second, Schoenbrod argues, Congress should
respect the principle of federalism by return-
ing local environmental decisions to the
states. State governments, he notes, are more
likely to heed the concerns of local residents
and are more likely to craft policies well
suited to local needs. Federal intervention
should be contemplated only to deal with
interstate environmental problems, when a
state imposes significant environmental
costs on its neighbors. Those changes, Schoen-
brod writes, would lead to environmental
policies that are more effective at protect-
ing the environment at a reasonable cost
and more responsive to local concerns.

Saving Our Environment from Wash-
ington is available in hardcover for $28.00
in bookstores, at www.catostore.org, or by
calling 800-767-1241. |
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private sector could have used for invest-
ment in private ventures. But this addition
to the government's explicit debt is differ-
ent. It is not going to mop up private resources
because, at the same time, the diversion of
payroll taxes into personal accounts invest-
ed in private markets adds to private

resources. So on the one hand, you are put-
ting money into the private economy. On
the other hand, you are borrowing mon-
ey. So this is not necessarily a cost. It might
be a neutral transaction. It might even be
better than neutral, because the govern-
ment might cut other wasteful spending
programs to finance the transition. In
any event, the government is not neces-

sarily draining resources from the econo-
my.

The other way to look at it: although the
government's short-term debt is going up, it
is doing so in exchange for reducing future
obligations. Either way you look at it, it is a
mistake to label the transition financing for
Social Security reform a “cost.” A better label
would be “transition investment.” [ ]
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