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Executive Summary

America sentitlement programsfor senior citizensareon anunsustai nablecourse. Unlesschangesare
made soon, wefacethe prospect of exorbitant tax ratesor severebenefit cuts. Fortunately, thereisasolution.
Retirement benefitscan besecured without rai sing payrol | taxesby giving peopl etheopportunity andincentiveto
savefortheir ownretirement.

The Need for Reform. Althoughthefederal payroll tax currently paysfor almost all Social Security and
Medicarebenefits, theshortfall will grow rapidly duringthebaby boomer retirement years. Eventually, retirement
benefitspaidtotheel derly will consumetheentirefederal budget, crowding out every other spending program.
Forexample:

® Thisyear,forthefirsttimeinmorethan20years, thecombined deficitin Social Security and Medi-
carewill requireanettransfer fromtheTreasury equal toalmost 4 percent of federal incometax
revenues.

@ Thatfigurewill doubleinthenextfiveyearsanddoubleagaininthefiveyearsafter that.

® Tenyearsfromnowwewill need one-in-sevenincometax dollars,inadditiontothepayroll tax, to
pay retirement benefits.

® By 2020, ederly entitlementswill consumeone-in-four incometax dollarsand by 2030they will
consumeoneof every two.

® By mid-century,whentoday’ scollegestudentsretire, wewill needthree-fourthsof all federal income
taxestopay their retirement benefits.

Toavoidthisunpleasant and unsustai nabl efuture, wemust movequi ckly toafunded system, under which
eachgenerationpaysitsownway. Thetransitiontoanew systemwill not beeasy. But eachyear wedelay
increasesthecost of makingit. What followsarethemainfeaturesof our reformproposal.

Creating Personal Retirement Accounts. All workerswhohavenot yet reachedretirement agewill
beabletoset asidepart of their earningsinapersonal retirement account (PRA). Specifically, PRA depositswill
equal 10 percent of thefirst $7,650in annual earnings, 3 percent of earningsbetween $7,650 and $55,000, and 1
percent of earningsabove $55,000. Thusfor aworker who earns$7,650 per year or less, the PRA deposit will
equal 10 percent of wages. For anaverage-incomeworker, the PRA deposit will equal about 5 percent of
wages. (ThePRA contributionratesarespecifically designedtoreplicatetheprogressivity of thecurrent system.)
Fundsintheseaccountswill beinvestedin assets, and asthebal ancesgrow over time, they will replacethe
government’ spromisesto pay benefits. Theyoungest workerswill completely pay their ownway astheprivate
accumul ationsprovidearetirementincomeequal, ontheaverage, towhat thecurrent system promises.

Funding the Accounts. Workerswill beabletodivert aportionof their payroll taxesintoaPRA, with
lower-incomeworkersabletodivert morethan higher-incomeworkers. Inreturn, workersmust maketheir own



additional contributionof 1.25 percent of wages, to bematched by their employer. Roughly speaking, for each
dollar anaverage-incomeworker investsinaPRA, threeadditional dollarswill beinvested by anemployer and
fundsthat otherwi sewoul d havebeen paidtothegovernment. For each dollar invested by thel owest-income
workers, sevendollarswill beinvested by anemployer and diverted payroll tax dollars. The PRAsof thehighest-
incomeworkerswill bealmost totally funded by the 1.25 percent contributionsof empl oyeesandtheir employers,
withlittleor nopayroll tax diversion.

After eightyears, theworker’ scontribution (matched by theempl oyer) will gradually riseto 1.75 percent
andthepercent of payroll taxesdivertedwill fall. Atthat point, for each dollar anaverage-incomeworker con-
tributestohisPRA, about twodollarswill becontributed by hisemployer or thegovernment. For eachdollara
low-incomeworker contributes, almost fivedollarswill becontributed by someoneelse. Thecontributionrates
will remainat theselevel suntil 2038 whenthecurrent payroll tax ratesarenolonger neededto sustainthepro-
gram.

Easing the Transition. Tomakethetransitioneasier, for thefirst fiveyearsof theprogramemployees
andtheir employerscould divert moniescurrently sent to defined contributionretirement plans— such as401(k)s
—tomeettheir 1.25 percent PRA contributionrequirement. Additionally, small businessescoulda sobeal-
lowedayear’ sdelay beforematchingtheir employees’ contributions.

Choosingto Participate. A worker’ sparticipationinthereformed systemwill bevoluntary. However,
sincetherewill benoincreaseintheSocial Security payroll tax, thosewho choosetoremaininthecurrent system
will havetoaccept lower benefitsinfutureyearsaspayroll tax revenuesfail to keep pacewith Social Security’s
promises. By contrast, thosewho participateinthereformed system canexpect benefitsthat will equal currently
promised benefits, ontheaverage.

Investing Prudently. Workerswill not buy and sell individual stocksand bondswiththeir PRA funds.
Instead, they will investinapproved, diversified fundsthat refl ect theperformanceof themarket asawhole,
including stock index funds, bondfundsand government securitiesfunds. Themanagement of thesefundswill be
subjecttostrict accountingandfinancial standards. Fundswill beapproved by anindependent governingboard
respons blefor establishing saf ety and soundnesscriteria.

Administration. Toavoidcreatingadditional burdensfor employers, all theadministrationand paper-
work couldbedoneinternally at the Social Security Administration. Employerswould sendemployeeand
employer contributionstothegovernment, just asthey dounder current law. However, firmsal ready administer-
ing defined contribution planscould makedepositsdirectly to PRAson behal f of their employees, just asthey do
now withtheir 401(k) plans.

Securing aRetirement Income. Over time, the Socia Security benefitspaid by thegovernmentto
retiredworkerswho participateinthePRA systemwill begradually reduced by apredeterminedformula. In
generd , increased PRA account balanceswill offset thesereductions. Duringretirement, individualswill receive



twomonthly checks— onefromthe Social Security Administration (asunder thecurrent system) and onebased
ontheir privateaccumulation.

Atthetimethey retire, individua swill usetheir accumulated PRA bal ancesto purchaseannuities. If the
sumof their annuity check and Social Security check equalsat | east 150 percent of thepoverty level, any surplus
PRA fundsmay beusedfor other purposes—including certaintax-freehealth careexpenses. Asanaternative
topurchasinganannuity, retireesmay begiventheopportunity toleavethe r account with apensionfund manager
andwithdraw anamount set each year by law, asiscurrently donein Chile.

Reducing Risk. Thisproposal hastwoexplicit guaranteesto PRA participants:
(1) Everyoneat or near retirement will receiveall promised Socia Security benefits; and (2) Everyoneelsewithat
least 35yearsof full-timework will havearetirementincomeequal toat |east 150 percent of thepoverty level. If
any qualifyingworker’ stotal benefitfall sbelow 150 percent of thelevel of poverty, thefedera governmentwill
supplement that worker’ sbenefit uptothe 150 percent level.

Taxes During Retirement. LikedepositstoRothIRAs, individual depositsand payroll taxesdiverted
toPRAswill bemadewith after (income) tax dollars; thuswithdrawal sof thesefundswill betax free. Theportion
resultingfromemployer contributionswill betaxed asordinary incomeat thetimeof withdrawal .

Accommaodating Modern Family Life. Toaccommodatethechangingnatureof marriageandfamily
life, all PRA contributionswill betreated ascommunity property. Thatis, PRA depositswill bedividedfifty-fifty
between ahusband’ sandwife’ saccounts, regardlessof who earnsthewages.

Payingfor Long-Term Care. Retiredworkerswho haveaccumul ated morethantheamount required
for theminimumannuity canuseadditional PRA balancesto purchaselong-termcareinsuranceandto pay for
long-termcaredirectly duringretirement. Tax-freewithdrawalswill beallowedfor certainhealth careexpenses,
includinglong-termcareexpensesfor debilitating end-of-lifedi seasessuchasAlzheimer’ sdisease, andfor nursing
homeor stay-at-homecare.

Paying for Reform. Unlikeother reform proposal sadvancedinrecent years, thisproposal isfully
funded. Depositsto PRA accountsarenot funded by government borrowing. They arefunded by expected
Social Security payroll tax surpluses, thegovernment’ spromisetoredeemthe Social Security Trust Fundand
new contributionsto bemadeby employeesandtheir employers.

Consequences of Reform. After about threedecades, thereformed Social Security systemwill finance
itself. Atthispoint,workers Social Security payroll taxesand contributionswill bemorethan sufficienttopay
benefitsand makecontributionsto PRA accounts. Asaresult, government canreducethe Social Security payroll

tax, and over thenext threedecades, thecombined contributionratecouldbecutin half.



“Workers should be given
incentives to save more for
their retirement.”
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Introduction

Countriesaround theglobearereforming their government-sponsored
pension programs. Many of thereformsinvolveshifting away from pay-as-you-
gofinancinginfavor of partial or fully funded programs. Often, thesereforms
involvethecreation of someformof individual accounts. Themotivationisthe
samealmost everywhere: To secureadequateretirement incomeswithout
Incurring mounting taxpayer burdensinfutureyears.

If wemakereal economicinvestmentstoday, theincomefromthose
investmentswill pay for someor all of Social Security’ sfuture schedul ed ben-
efits. If theseinvestmentsareindividualized, peoplewill owntheir futureretire-
ment funds. Thiswill reducethelikelihood of political interferenceininvestment
choicesand eliminatethegovernment’ sability to spend surpluspayroll taxeson
other programs. Butthereisnofreelunch. Toguaranteetheir retirement
benefits, current generationsmust bear higher coststhanwould otherwisebe
required.

A transitiontoafunded system hasseveral benefits:

® First,wewill avoidthehightaxesthecurrent system promisesto
imposeonfutureworkers.

® Second, wewill ensurethat currently scheduled Social Security
benefitsfor futureretireeswill actually bepaid onaverage.

@ Third, whenworkersowntheirindividual retirement accounts, they
haveaproperty right lackinginthecurrent program.

® Finally,theincreaseinsavingsresultingfromgrowing personal
account balanceswill expandthenation’ sstock of capital, leadingto
more plant and equipment, and higher wagesfor futureworkers.

Becausetoday’ spay-as-you-go Social Security systemallowsindividu-
alstoavoid savingfor their ownretirement, thenation’ scurrent stock of capital
islower thanit might otherwisebe. Reversingtheprocesswill providean
economicgainfor futuregenerations, although at the cost of |ower consumption
for thegenerationsthat increasetheir saving.

The Case for Reform Using
Personal Retirement Accounts

The2004 Medicareand Social Security TrusteesReportsshow that
programsfor theel derly areon an unsustainablecourse. Expendituresexceed
anticipated revenues, and thefunding gapisprojected to grow throughtime.

Oneway to assessthe problemisto cal culatethe present value of the
differencebetween expensesandrevenues. Thisyear, for thefirsttime, the
Trusteesreported cal culationsfor all theelderly entitlement programs, andthe
numbersarestartling. Measuredincurrentdollars:
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FIGURE I
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* Federal income taxes are estimated to be 10.89 percent of gross domestic product,
which isthe 50 year average.

Note: This graph represents the percent of federal income tax revenues needed to fund
the Socia Security and Medicare debt (benefit paymentsless payroll tax collec-
tions) inagivenyear. For examplein 2030, the government will need to transfer
an amount equal to 52.7 percent of income taxes from the general budget to Social
Security and Medicare to pay full benefits.

Source: 2004 Social Security and Medicare Trustees Reports, and authors’ estimates.

® Overthenext 75years, schedul ed benefitsexceed dedicated rev-
enuesby $33trillion.

® Lookingindefinitely intothefuture, thepresent valueof theadditional
revenuesrequired by Social Security and M edicaretotal salmost
$74trillion.

What doesit meanto havea$74trillionrevenueshortfall? It meansthat
inorder to pay benefitsto current and futuregenerationswithout using general
revenuesor cutting benefits, weneed $74 trillion onhand right now, invested at
thegovernment’ sborrowingrate. Becausewedon't have$74trillioninvested
today, next year theliability will beevenlarger. Theyear after thatit will be
larger till.

Somehaveasserted that animmediate sol ution to the problemisunnec-
essary, becausethe Trust Fundsareflush with surplusesthat can pay benefits




“Currently, Social Security
surpluses are spent on other
programs.”
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well intothefuture. Butthe Social Security Trust Fundsarenot flushwith
assetsthat can pay benefitslikethoseinaconventional pensionfund. They are
morelikel OUsthegovernment haswrittentoitself. Surplusfundsarenot
investedinfinancial assetslikestocksand bonds. Instead, thesurplusesare
credited tothe Trust Fund but are spent on other government programs. Every
asset of the Trust Fundsisaliability of the Treasury. Summingover both parts
of government, theassetsand liabilitiesnet out to zero. Inorder to pay benefits
infutureyears, thegovernment will havetotax, borrow or cut spendingon
other programs. [ SeeFigurel .]

® Thisyear,forthefirsttimeinmany years, thefederal government
will haveto draw on general revenuesto cover the excessof spend-
ingover revenuesinthecombined elderly entitlement programs; the
funding deficit thisyear isequal to about 3.6 percent of federal
incometaxes.

® Inlessthanfiveyears, theshareof incometaxesneeded will double,
andfiveyearsbeyondthatitwill doubleagain.

® By 2020, thefederal governmentwill need morethan one-in-four
federal incometax dollarsto pay benefitstotheelderly, inaddition
to payroll taxesand other dedicated revenues.1

® By 2030 (towardtheend of the baby boomer retirement years) we
will need morethan half of all federal incometax revenuesto pay for
thedeficitsof Social Security and Medicare.

® By 2040, wewill needtwo-thirdsof federal incometaxes; by 2050,
three-fourths.

® And, by 2070, theelderly will need all federal incometaxes(in
additiontoall payroll taxes), leaving nothingto pay for any other
federal programs.

Clearly, wecannot sustain apay-as-you-go system, under which prom-
isesmadetotoday’ sworkersmust be paid by futuregenerations. Instead, we
must movequickly to afunded system, under which each generation paysits
ownway. Perhapsthemost compelling casefor Social Security reformisthe
stateof theMedicareprogram. Medicare’ sunfundedliability isseventimes
greater than Social Security’s. A reformed Social Security systemwill ulti-
mately lessenthetax burden, paving theway for much-needed Medicare
reform.

Paying the Cost of
Transitioning to a Funded System

Thereform plan presented hereisbased onatime-honored principle:
Thereisnosuchthingasafreelunch. Whilethebenefitsof reform aresubstan-
tial, they cannot berealized without sacrifice. Realistically, today’ sgeneration of
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“Initially, employees and
employers would each
contribute 1.25 percent of
wages to fund the accounts.”

“In return, workers are able
to deposit payroll taxes that
otherwise would have been
paid to the government.”

workersfaceadoubleburden: They must securetheretirement benefitsof their
parentsand simultaneously beginfundingtheir ownretirement benefits.

Who must sacrificeand how much? Thisreform planmakesexplicit
certain budget requirementsthat already existimplicitly: (1) expected Social
Security surplusesover the next decade must bereserved exclusively for Social
Security, and (2) thepromisesrepresented by the current Social Security trust
fund must beredeemed.

Theprojected surplusesand theredemption of thetrust fundwill provide
part of thefinancesnecessary to fund personal retirement accounts. Thework-
erswho expect to benefit must shoul der therest of the burden of reform. In
order tofully realize promised benefits, employeesmust bewillinginitially to set
asideandinvest an additional 1.25 percent of payroll (matched by their em-
ployer) rising gradually to 1.75 percent after eight years. Over time, private
accumul ationsof assetswill replacegovernment promises. Infact, theyoungest
workerswill beabletofully fundtheir ownretirement without theneedto
imposeany new taxeson futuregenerations.

Thisplan standsinstark contrast to reform plansthat requireunrealistic
and unspecified spending cuts, unrealistic and unspecified tax increases, and/or
largeamountsof federal borrowing. A reform planthat promisesto pay sched-
uled benefitswithout new revenuesrequiressignificant reductionsin other
federa spending:

e Asnotedabove, paying Medicareand Social Security benefitswith
noreformwill requireone-in-four incometax dollarsby 2020in
additiontopayroll tax collectionsand premium payments.

e A personal retirement account reform planthat doesnotinclude
additional contributionsfromemployeesor their employerswould
requireal most one-in-twoincometax dollarsby 2020!

Thereform plan proposed here makesthe costsof prepayment explicit,
so that costs can be compared to the benefits.

The Five Percent Solution

Giventhecurrent federal budget environment, we sought todevelopa
Social Security reform planthat incorporatesapersonal investment component
without requiring moregovernment revenuethanisalready promisedto Social
Security through payroll taxesand the bondsinthe Trust Fund. Our plan
createspersonal retirement accountsfunded partly from existing payroll taxes
and partly fromasmall additional investment by participatingworkersandtheir
employers. [ Seethesidebar, “ Proposal Outline.”]

Personal Retirement Accounts (PRAs). Workerswho have not yet
reached theretirement agewill set aside part of their earningsin apersonal
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Proposal Outline

Thisproposal requiresno government revenueasidefromwhat hasal ready been promisedto

Social Security through payroll taxesand the obligationsrepresented by thebondsinthe Social Security

Trust Fund. Theplan createspersonal retirement accountsthat arefunded partly by asmall additional

investment by participating workersand employers, and partly from payroll taxesworkershaveal ready

paidandwill continueto pay.

All individualswho areworking and havenot yet reached retirement agewill beableto set
asidepart of their earnings, up to thetaxable maximum, inapersonal retirement account
(PRA). Specifically, PRA depositswill equal 10 percent of thefirst $7,650inannual earn-
ings, 3 percent of earningsbetween $7,650 and $55,000, and 1 percent of earningsabove
$55,000.

Also, workersmust maketheir ownadditional contribution, setinitially at 1.25 percent of

wages, to bematched by their employer.

Over thenext eight years, theworker’ scontributionwill riseto 1.75 percent (matched by the
employer) and theamount of payroll taxesthat can bedivertedwill fall. Thecontributionrates
will remain at theselevel suntil the costsof theprogram fall bel ow therevenuesbased onthe

currenttax rate.

L ower-incomeworkerswill beabletodivert moreof their payroll taxesand makelarger
(PRA) deposits(asapercent of income) than higher-incomeworkers. Specifically, low-
incomeworkerswill beableto deposit 10 percent of their wagesto PRA accountseachyear,
comparedto 5 percent for average-incomeworkersand 2.5 percent for the highest-income

workers.

Tomakethetransition easier, employeesandtheir employerscould beallowed to meet their
additional PRA contributionrequirementsby diverting contributionscurrently madeto defined
contribution plans, including401(Kk) plans, for thefirst fiveyears. Small businessescould also

beallowedayear’ sdelay beforematching their employee’ scontributions

Participationinthe PRA systemisvoluntary; however, sincetherewill benoincreaseinthe
Social Security payroll tax, thosewho chooseto remaininthecurrent systemwill haveto
accept lower benefitsinfutureyearsaspayroll tax revenuesfail to keep pacewith Social

Security’ spromises.
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Proposal Outline - continued

e Workerswill investinapproved diversified fundsthat reflect the performanceof themarket as
awhole, including stock funds, bond fundsand government securitiesfunds. Themanagement

of thesefundswill be subject to strict accounting and financial standards.

e Theplancanbedesignedtomakeaslittleanimpact onemployersaspossible. For example,
all theadministration and paperwork could bedoneinternally at the Social Security Adminis-
tration. However, employerswould beallowed to make PRA contributionsdirectly, muchas

they dowiththeir 401(K) plans.

e Overtime, theSocial Security benefitspaid by thegovernment toworkerswho participatein
the PRA systemwill begradually reduced based on apredetermined schedul e, sothat PRA
benefitsgradually replacetaxpayer-funded benefits. Duringretirement, individualswill receive
twomonthly checks— onefromthe Social Security Administration (asunder thecurrent

system) and onefromaprivateannuity.

e Atthetimeof retirement, individualswill berequiredtousesomeor all of their PRA fundsto
purchasean annuity, such that the sum of thetwo checksequal s150 percent of the poverty
level. Asanalternativeto purchasing annuities, workerscould beallowed to makepro-
grammedwithdrawal sfromtheir PRAs. Thisproposal hastwo explicit guaranteesto PRA
participants: (1) everyoneat or near retirement will receiveall promised Social Security
benefits; and (2) everyoneel sewho hasparticipated full timeinthelabor forcefor 35years

will havearetirementincomeequal to at least 150 percent of the poverty level.

e Contributionstothe PRAsmadedirectly by workerswould be made on an after-tax basis,

withnotaxesonaccumulationsor withdrawals.

® Inrecognitionof thechanging natureof marriageand family life,acommunity property ap-
proachwill beappliedtoall PRA contributions. Thatis, PRA depositswill bedividedfifty-

fifty between ahusband’ sandwife’ saccounts, regardlessof who earned thewages.

e Retireeswill beabletousetheir PRA balances, abovetheamount requiredfor theminimum

annuity, to purchaselong-term careinsuranceandto pay for long-term caredirectly.




“For each dollar an average-
income worker invests, three
dollars is invested by some-
one else.”

“Employer and employee
contributions to personal
accounts would rise to 1.75
percent of wages after eight
years.”
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retirement account (PRA). Specifically, PRA depositswill equal 10 percent of
thefirst $7,650inannual earnings, 3 percent of earningsbetween $7,650 and
$55,000, and 1 percent of earnings above $55,000.2 Thusfor aworker who
earns$7,650 per year or less, the PRA deposit will equal 10 percent of wages.
For aworker who earns $27,000, the PRA deposit will equal about 5 percent
of wages.

Contributions. Inorder tofundtheir PRA accounts, all workerswill
beabletodivertaportionof their payroll taxes. Also, workersmustinitially
maketheir ownadditional contribution of 1.25 percent of wages, to bematched
by their employer. Ingeneral, lower-incomeworkerswill beabletoinvest
moreof their payroll taxesthan higher-incomeworkers. [SeeTablel.]

Roughly speaking, for each dollar an average-incomeworker investsin
their PRA, threeadditional dollarswill beinvested by anemployer andfunds
that otherwisewould have been paidtothegovernment. For each dollar
invested by thelowest-incomeworkers, sevendollarswill beinvested by an
employer and by diverted payroll tax dollars. ThePRAsof thehighest-income
workerswill bealmost totally funded by theemployeeand employer 1.25
percent contributions, withlittleor nopayroll tax diversion.

Theworker’ scontribution (matched by theemployer) will gradually rise
to1.75 percent after eight yearsand payroll tax diversionswill fall. [ SeeTable
[1.] Atthispoint, employer and government contributionsfall to about two
dollarsfor every dollar theaverage-incomeworker invests, and about five
dollarsfor every dollar thelow-incomeworker invests. Thecontributionrates
will remain at theselevel suntil 2038 whenthecurrent payroll tax rateisno
longer needed to sustainthesystem.

A few examplesfor thefirst year of theprogramillustrate how the
contributionrateswouldwork:

® Examplel: A Low-Wage Worker. A worker who earns $7,000
per year contributes $700 = (10 percent x $7,000). Therealized
contributionratefor thisworker is10 percent. Of that amount, the
worker contributes $87.50 (1.25 percent x $7,000) and the em-
ployer contributesanother $87.50 for atotal of $175. Therest,
$525 (7.5 percent) isdeposited by thegovernment from diverted
payroll taxes.

® Example2: A Medium-Wage Worker. A worker who earns
$35,000 per year hasearningsbetween thefirst and second thresh-
oldsand contributes $1,585.50 (10 percent x $7,650 + 3 percent x
($35,000—-%$7,650). Therealized contributionratefor thisworker
i1s4.53 percent. Theworker and employer each contribute 1.25
percent and thegovernment contributes2.03 percent.

® Example3: AHigher-Wage Worker. Theindividual whoearns
$60,000, abovethe second threshold of $55,000, contributes
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“Total deposits to low-
income workers’ accounts
will equal about 10 percent
of wages.”

$2,235.50 (10 percent x $7,650 + 3 percent x ($55,000 — $7,650)
+ 1 percent x ($60,000—$55,000)). Thiscontributionresultsina
realized contributionrateof 3.73 percent. Theworker and employer
each contribute 1.25 percent and thegovernment contributes 1.23
percent.

Infutureyearsthetwoincomethresholdswill riseby thegrowthinthe
Social Security Wageindex. Withthiscontributionratestructure, theaverage
contributionis5.14 percent.3

Easing the Transition. Tomakethetransitioneasier, for thefirstfive
yearsof theprogram employeesandtheir employerscould divert moniescur-
rently sent to defined contributionretirement plans— such as401(k)s—to
meet their 1.25 percent PRA contributionrequirement. Additionally, small
businessescould beallowed ayear’ sdelay before matchingtheir employee’s
contributions.

Funding the Personal Accounts. Therearethreecurrent dedicated
revenuesourcesfor Social Security: payroll taxes, taxeson benefitsandthe
Trust Fund. WhiletheTrust Fund doesnot provideadditional revenuestothe
Treasury, it doesrepresent acommitment by the Treasury to provideresources
to Social Security. Inour reform, werequiretheTreasury to honor itscommit-
ment and aidinthetransitiontoaretirement systemwithindividually-owned
retirement accounts. Thisyear, Old Ageand Survivorsinsurance(OASI)
revenueswill exceed spending by anamount equal to 1.56 percent of payroll.
Thesurplusesareexpectedtogrow to 2.01 percent by 2008 and will continue
until 2017. Thus, for thenext 4to 5years, thegovernment can contributeto
PRAswithout significant drawsonthe Trust Fund.

Investments. Workerswill not beableto buy and sell individual stocks
and bondswiththeir PRA funds. Instead, they will beabletoinvestinap-
proveddiversifiedfundsthat reflect theeconomy asawhole. They alsowill
haveinvestment options, including stock index funds, bond fundsand govern-

TABLE |

Total Deposits to Personal Retirement
Accounts (PRAS) as a Percent of Wages

On Incomel
_From_ To The deposit is
$0 $7,650 10%
$7,651 $55,000 3%
$55,001 taxable maximum? 1%

1 The thresholdsin the table will be adjusted through timein line with the
growth inthe Social Security average wage index.

2 The current taxable maximum is $87,900 and rises with the growthin the
Social Security averagewageindex.




“Administrative costs can be
minimized.”
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TABLE 1l

Employer and Employee Contributions
to PRAs as a Percent of Wages

2005 2013
Employer Contribution 1.25% 1.75%
Employee Contribution 1.25% 1.75%
Total Contribution 2.50% 3.50%

ment securitiesfunds. Themanagement of thesefundswill besubject tostrict
accounting andfinancial standards.

Administration. Toavoid creating additional burdensfor employers,
all theadministration and paperwork could bedoneinternally at the Social
Security Administration. Employerswould send employeeand employer
contributionstothegovernment, just asthey do under current law. Theem-
ployeeswould maketheir investment sel ectionswith thegovernment — not with
employers, who bear no additional administrativeburden. However, firms
already administering defined contribution planswoul d beallowed to make
depositsdirectly to PRAsonbehalf of their employees, just asthey do now
withtheir 401(k) plans.

Itisreasonableto expect firmsmanaging personal retirement account
assetstoreceivecompensationfor their services; after all, therewill besome
148 millionaccountsto manage. By limiting optionsand structuringtheac-
countscarefully, administrativefeescould bereduced.

® Thel1994-1996 Advisory Council on Social Security assumed
administrativecostsof 0.105 percentage pointsfor thelndividual
Accountsoption.®

® ThePresident’sCommissionto Strengthen Social Security assumed
administrativecostsof 0.3 percent.5

Retirement Benefits. Over time, the Social Security benefitspaid by
thegovernment toretired workerswho participateinthe PRA systemwill be
gradually reduced by apredeterminedformula. Ingeneral, thesereductionswill
beoffset by increasesin PRA account balances. During retirement, individuals
will receivetwo monthly checks— onefromthe Social Security Administration
(asunder thecurrent system) and onebased ontheir privateaccumul ation.

Annuitization. Atthetimeof retirement, individualswill usetheir PRA
fundsto purchaseannuities. If thesum of theannuity check and the Social
Security check equal sat | east 150 percent of thepoverty level, any surplus
PRA fundsmay beused for other purposes— including certaintax-freehealth
careexpenses.

For the purpose of thesimulationsreported here, weassumed that all
workersannuitize 100 percent of their retirement-age PRA accumulation. The
unisex lifetablefor each birth cohort wasused to cal cul atetheannuity amounts.
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“Workers will purchase
annuities with their account
funds at retirement.”

Thisimpliesthat no benefitsareawarded to theannuitant’ ssurvivorsoncethe
annuity hasbeen purchased, but because each spouse hasan account, the
surviving spouse continuesto receiveannuity payments. However, annuitants
could alsochoosean array of optionsincludingthosewithsurvivor’ sbenefits.
(InChile, jointannuitiesarerequired.)

Periodic Withdrawals. The Chilean systemof privately-ownedindi-
vidual accountsillustratesasuccessful way to handlepersonal retirement ac-
count payouts. Retireesin Chilecan chooseto purchaseanannuity or make
programmed withdrawal sfromtheir personal account. Workerschoosing
annuitiesreceiveaninflation-protected guaranteedincomefor life, but forgothe
righttoleaveabequest to heirs. Workerschoosing programmed withdrawal s
leavetheaccount withapension fund manager and withdraw anamount each
year set by law. Retireescanleaveabequest totheir heirs, but runtherisk of
exhausting theaccount beforethey die. Regardlessof theoption chosen, the
government providesaminimum benefit guaranteetoall workerswho have
contributedtothesystemfor at | east 20 years.’

Government-Funded Benefits During the Transition. Workers
closetoretirement (thosebetween 51 and 64 yearsof age, inclusive) will have
their schedul ed taxpayer-funded Social Security benefitsreduced by 1 percent-
age point for each year between their current age and the age of 64.8 For
example, 60-year-old workerswill receive 96 percent of currently scheduled
benefitsfrom Social Security plustheannuitiesfromtheir PRAs. Fundsinvested
inthe PRA earning areal 3 percent rateof return (therateof returnthatis
assumed to beearned onthe Social Security Trust Fund bonds) will producean
annuity equal to 5 percent of scheduled benefits. Thus, thetotal benefit would
equal 101 percent of scheduled benefits. Similarly, 55-year-old workerswill
receive 91 percent of currently schedul ed benefitsfrom Social Security, plus
annuitiesequal to 9 percent of schedul ed benefits, withtheir PRAsagainearning
areal return of 3 percent— atotal of 103 percent of their anticipated benefits.

For workers20to 50 yearsof age, benefitswill continueto accrue
accordingtothecurrent law schedule; but at thetime of retirement, these
workerswill receiveapreset proportion of these schedul ed benefits.? For
example, uponreachingfull retirement age, workers50yearsold at thetime of
reformwill receive85.7 percent of the benefit they would havereceived under
thecurrent Social Security system. Workers30yearsof agewill receive28.6
percent of thebenefit they would havereceived under thecurrent system. New
workers, 20-year-oldsin 2004, will beentirely inthe new personal account
system.

Thecombination of anindividual’ spersonal account annuity andtheir
entitlement to ashare of scheduled benefitswill, ontheaverage, equal total
currently scheduled benefits.10 With thesecontributionratesand a5.4 percent
rateof returnon PRA accumulationsand a3 percent annuity return, workers
will fully replacetheir schedul ed benefits. 11



“Annuities from personal
accounts will eventually
replace Social Security
benefits.”
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Minimum Retirement Income. Any participant with at least 35years
of full-timeparticipationin Social Security (cumulatively, bothbeforeand after
thereform) will be guaranteed aretirement income of 150 percent of the pov-
erty level for persons65 yearsof ageand over, adjusted for inflation.12 If a
participant’ spersonal account annuity plushisor her shareof scheduled ben-
efitsfallsshort of thisamount, thegovernment will supplement theindividual’s
monthly incometo reach the 150 percent level. Married coupleswho havefull
work historieswill beguaranteed 150 percent of the poverty level for two-
person househol dsabovetheageof 65.13

Another approach to minimum benefitscan befoundinthereformed
Swedish pension program, whichincludesaprivateaccount, anotional account
and theguaranteed benefit amount. Theprivateaccount representstheportion
of theprogramthat isprepaidinthat asmall shareof payroll taxesareinvested
inthemarket and accumulatefor retirement. Thenotional account generatesa
formulabased benefit, but thepayroll taxesareused tofund current retiree

FIGURE II
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Note: Over time, the Social Security benefits paid by the government to workers who
participate in the PRA system will be gradually reduced based on a predetermined
schedule so that PRA benefits gradually replace taxpayer funded benefits. During
retirement, individual swill receive two monthly checks— onefrom the Social
Security Administration (as under the current system) and one from aprivate

annuity.
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“The reformed program
replicates Social Security’s
progressive benefit struc-
ture.”

benefits. Thebaseguaranteed pensionisfunded by tax revenuesandis
awarded regardlessof one’ swork history. Theguaranteeamountismeans
tested, based onthesizeof theflowsfromthenotional and privateaccounts.
Minimum benefit paymentsinasystemlikethe Swedish programwould bepaid
through contemporaneousgeneral taxesrather thanthrough payroll taxes. They
wouldreplace Supplemental Security Income(SSI) and could bepaidtoall
elderly. Insuchatwo-part system, PRA annuitieswould beintertwinedwith
these minimum benefits. SincePRAsarenot fundingthetotality of one's
retirement pension, therequired PRA contributionratewouldbesmaller. The
sidebar further addressesthetopic of guaranteeing currently schedul ed benefits.
[Seethe” Guarantees’ sidebar.]

Redistribution of Benefits

Becausethisproposal ultimately replacescurrently scheduled defined
benefitswith defined contributions, wemust addresstheissueof thecurrent
progressivebenefitformula

If thegoal of reformisto replace schedul ed benefits, different contribu-
tionratesby incomelevelsarenecessary, given Social Security’ sredistributive
benefit formulaand differinglifetimeearnings. Targeting scheduled benefits
requiresredistribution during theaccumulation phaseor at retirement. Thatis,
wecanhavedifferent ratesof contributionallowing low-incomeworkersto
deposit moretaxpayer dollarsintheir PRAsthan high-incomeworkers(asis
proposed here) or we can havedifferent payout rateswithlow-incomeretirees
getting ahigher benefit rel ativeto preretirement wagesthan high-incomework-
ers(asoccursinthecurrent system).

Figurell illustratestherel ative outcomesusing thedifferential contribu-
tionratesthat werecommend. Our proposal basically replicatestheoutcomes
of thecurrent defined benefit formulafor workersat differentincomeswho are
55 and 40 years of age. For workers 25 years of agein 2004, lower earners
will bebetter off rel ativeto the current systemwhen compared to higher-
Incomeearners.

Evolution of the Reformed System

Figurelll showstwo alternativeannual costsof fundingthe OASI
program. Thestatusquo cost ratelineshowsthetax rate necessary tofinance
scheduled OASI benefitson apay-as-you-go basis. By 2080 a16.82 percent
tax ratewill beneeded. Theother line, thereformed cost rate, isequal tothe
sum of the PRA contributions plusthe cost of payingthereformed defined
benefitsasoutlined above. Asthefigureshows, by 2037, thereformed
program’ scost fall sbel ow the cost of maintaining the programascurrently
structured.

FigurelV showstherelative cost of reformversuspay-as-you go
financing, expressed asthedifferencebetween thereformed cost ratesand the
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FIGURE Il
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1 Benefits promised as a percent of taxable payroll under the current system.

2 PRA contributions plus government-paid benefits as a percent of taxable
payroll under reformed system.

FIGURE IV

Reform Costs Less Status Quo Costs
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Note: By 2037, the reformed Social Security system will be less expensive than
the current system, and the costs relative to the status quo will continue
to decline dramatically.
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Guarantees

Thesafety of promised benefitsisasignificantissueintheSocial Security reformdebate. Ina
defined contribution system, thisissueisparticularly important, becausetheultimateretirement benefit
dependsonthevalueof anindividual’ sportfolio. The2001 President’ sCommissionto Strengthen Social
Security recogni zed the costsand uncertainty inherent in providing guarantees. Whileacknowledgingthe
rolethat guaranteesmay play, the Commission did not include guaranteesaspart of any of itsproposals.
Andeventhough future Social Security benefitsarenot guaranteed, the cost of theseguaranteeshas
becomean additional obstaclethat individual account proposalsmust now address. TheCommission’s
report pointsout that both the Congressional Budget Officeand the General Accounting Officecall for

any government guaranteeto be priced anditsbudgetary effectsmadeexplicit.

Themarket solutionfor thecurrent Social Security problemdoesinvolverisk, but thisrisk must
beweighed against thoseinherent in Social Security’ scurrent pay-as-you-gofinancing. A publicpension
systemisalwaysexposedto political risks. If thecurrent systemismaintained, schedul ed benefitsmay
bepaidtofutureretirees, but, thetax ratesnecessary to fund them must risefromtheir current levels,
producinglower implied ratesof returnfor futureretirees. However, if government attemptsto balance
thesystem’ sfinanceswith ol der retirement ages, lower replacement rates, changed cost of livingindexing,
higher taxation of benefitsandthelike, it becomesclear that Social Security benefitsarenot truly guaran-
teed.

WithaPRA systemin place, guaranteescould beprovidedinseveral ways, eachwithdifferent
costs. Downsiderisk protection, inwhich currently scheduled benefitsareguaranteed asaminimum, with
theretireekeeping any upsidegains, would bethemost expensive of theguaranteesusual ly proposed.
Analternativeisapensioncollar inwhich returnsaboveathreshold amount areused to financethe cost
of theguarantee. Andasimilar conceptisaninsurancefundthat collects* excessaccumulations’ to pay
for shortfallsinyearsinwhich portfolio accumulationsfall below aparticular level. Eachtypeof guaran-
teehasincentivesthat will |ead workersto choosedifferent risk exposurethanthey might without those

guarantees.

Wehaveoptedto guaranteethat anindividual who participatesinthelabor forcefor 35yearswill
never havearetirement pensionthat fallsbelow 150 percent of thepoverty level. Our planasoimplicitly
guaranteesthat during thetransition, theref ormed defined benefit portion of the programwould bepaid

fromtax revenues, just ascurrent Social Security benefitsarepaidthroughtax revenues.




“The Trust Fund has a $17
billion balance in 2038, and
thereafter no draws on the
Trust Fund will be neces-
sary.”

“After 2037, the payroll tax
can be reduced.”
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FIGURE V
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statusquo cost rates. Every reformthat attemptsto prepay benefitsimposes
costson current generationsthat pay-as-you-go financing would haveimposed
onfuturegenerations. Thetrade-off isclear inthisgraph. Between 2004 and
2036, thereformismore expensivethan continuation of thestatusquo. How-
ever,inall yearsbeyond 2036 the costsarelower. To appreciatethe extent of
thereduced costswemust i maginethegraph continuingintotheindefinite
future. Therearealsoreal economic benefitsof reformnot capturedinthis
graph. Asdiscussed below, thisreformwill increasethenation’ scapital stock
significantly. Theincreased meansof productionwill resultinhigher earnings
for all futuregenerations. Althoughwehavenot accounted for thesehigher
earnings, they must be considered asasignificant advantage of prepayment

rel ativeto pay-as-you-gofinancing.14

FigureV identifiestheevolution of the Trust Fundin2004 dollars.
Between now and 2016, the Trust Fund actually risesascreditedinterest
paymentsexceed draws. However, by 2038, thefirst year inwhichreformed costs
arelessthanreformed revenues, the Trust Fund hasa$17 billion balance, and
thereafter nofurther drawsontheTrust Fundwill benecessary.

Advantages of Reform

Themaostimportant reasontoreform Social Security istoavoidsignifi-
cantly higher taxesinfutureyearsand painful cutsinbenefits. Therearealso
other advantages.

Benefit of Reform: A More Secure Retirement. Just asthe current
system’ sproblemscompound over time, thebenefitsof reformal sogrow.
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“Couples will split their
contributions to personal
accounts.”

After about threedecades, thereformed Social Security systemwill finance
itself, and workers' payroll taxesand contributionscan bereduced. By con-
trast, without reform, futureworkersand retireesalmost certainly facetax
increasesthat will gradually riseto 50 percent abovethecurrent rate, or future
retireeswill facebenefit cutsthat gradually risetoathird of benefits.

Benefitof Reform: Taxes During Retirement. Individual deposits
and payroll taxesinvestedin PRAswill betreated likeRoth IRAS, inwhich
contributionsaremadewith after (income) tax dollarsand withdrawal saretax
free.

A common assumption behind conventional |RA sand 401(k) accounts
isthat peoplewill beinalower tax bracket after they retire. If so, they gainby
being ableto defer taxesuntil thetimewhentheir tax rateislowest. However,
because of the Social Security benefitstax, many lower- and moderate-income
familiesfacehigher tax bracketsafter they retire.1> Asaresult, deferringtaxes
may actually increasetheir lifetimetax burden. Thesolutionistoallow people
topay taxesduring their working yearsand withdraw fundstax freeduring their
retirement years. Accordingtoarecent study onthe subject by Boston Univer-
sity Professor LawrenceK otlikoff, “ Every incomegroupwoul d benefit from
taking advantage of thisformof taxation. Butitisespecially beneficial tolow-
and moderate-incomefamilieswho, if they saveon atax-deferred basis, can
expect tofacehigher tax ratesafter they retire.” 16 Sincetheemployer contribu-
tiontothe PRA ismadewith pretax dollars, theamount attributableto the
employer’ scontributionwill betaxed uponwithdrawal, at ordinary incometax
rates.

Benefitof Reform: Accommodating Modern Family Life. Given
thechanging patternsof marriageand divorceitisimportant that acouple’s
retirement savingsbesharedinsomeway. Today 50 percent of first marriages
and 60 percent of subsequent marriagesendindivorce. “EarningsSharing” is
oneavenueby which both partiesinamarriage shareintheassetsaccumulated
duringtheduration of themarriage. Thiswouldrequiredividingall of a
couple’ scontributionsto personal accountswhenthey are contributed —
crediting half tothe husband and half tothewife. If they divorce, each spouse
wouldretain ownership of hisor her account.’

Benefit of Reform: Paying for Long Term Care. Long-term care
expendituresareoneof themost important retirement policy issuesonthe
horizonfor familiesand state-level policymakers. Many familiesdolittleto
preparefor thecostsof providinglongterm carefor agedrelatives. Atthe
sametime, longterm careaccountsfor one-third to one-half of total M edicaid
expendituresinmost states, and M edi caidisoneof thefastest growing compo-
nentsof statebudgets. Getting long-term care spending under control will goa
longway toward restrai ning state-based M edi caid spending.

Our reformplanwill allow retireesto usetheir PRA balances, abovethe
amount required for theminimum annuity, to purchaselong-term careinsurance



“Prepaying retirement
benefits will reduce taxes and
increase incomes for future
generations.”
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andto pay forlongtermcaredirectly. Tax freewithdrawal sal so can be used
for health careexpensesfor debilitating, end-of-lifediseases.

Benefit of Reform: Greater Economic Growth. Oneof theprimary
benefitsof prepayingretirement benefitsistheincreaseinthenation’ smeansof
productionresultingfrom higher savings. Investingfundsin PRAsinthemanner
we recommendwill create moresaving and increasethenation’ scapital stock.
Thesehigher savingswill not berealizedif thefundsdepositedin PRAscome
fromadditional borrowingfromthepublic. Increasingthenation’ smeansof
production requiresreducing thegovernment’ sdebt, both explicit (intheform
of government bonds) andimplicit (intheform of elderly entitlement promises).
Relyingonborrowingtofund PRAswill leadtoindividualizing Social Security
but not necessarily to higher savings.

Conclusion

Regardlessof one’ sposition ontheprosand consof prepaying Social
Security benefits, all agreethat paying futureschedul ed benefitswill requirea
greater shareof thenation’ soutput. Prepaying retirement benefits— expecting
each working generationto providefor someof itsown retirement — hasbeen
part of thepolicy discoursesincetheprogram’ sinception. Sincegovernment
doesnot hold the requi site economi c assets, prepayment must occur through
thevehicleof personal retirement accounts.18

Wesuggest that all workersbeallowedtoinvest aportion of their
payroll taxesin PRAS, provided they and their employersmakean additional
contribution of their own. Inreturn, they will avoidthecurrent system’ sinevi-
tablepath of benefit cutsandtax hikes, and participatein aretirement system
where expected benefitsarevery closeto those scheduled under current law.

Futureretireeswill receivepart of their retirement benefitsfromtheir
PRAsandtherest will be paid asadefined benefit. Thedefined benefit portion
isequal to apercent of theworker’ scurrently scheduled Social Security ben-
efit. Thepercentisscaled back over timeinaway that recognizestheworker’s
yearsof participationintheprogram prior toreformand ensuresthat workers
closetoretirement canreplacetheir schedul ed benefitsby investingin conser-
vativeassets. Y ounger workersshould achievearetirementincomecompa-
rabletothecurrent Social Security benefitsby investingin balanced portfolios.
Inaddition, thosewhowork full timefor 35 yearsor moreare guaranteed that
thecombination of their PRA annuity andtheir defined benefitwill yielda
retirementincomeat least 150 percent of poverty.

NOTE: Nothingwritten hereshould be construed asnecessarily reflecting the
viewsof theNational Center for Policy Analysisor asan attempttoaid or
hinder the passage of any bill before Congress.
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Notes

1 The other dedicated revenues are taxes collected on Social Security benefits.
2 These thresholds will be adjusted with the growth in the average wage index.

3 A worker at thetaxabl e maximum of $87,900 contributes$2,514.50. Thiscontributionresultsin arealized maximum
contribution rate of 2.86 percent. Of this amount, 2.50 percent is contributed by the worker and his or her employer, and
the remaining 0.36 percent comes from payroll tax deductions. However, by the eighth year, when the combined employer
and employee contribution risesto 3.5 percent of earnings, higher income workerswill have higher taxes of, at most, 0.64
percent of earnings for those at the taxable maximum.

4 The 2001 Commission to Strengthen Social Security outlined several key characteristics of administering PRAs. The
Commission suggested a two-tier structure in which deposits are initially collected and invested centrally. Inthisfirst
tier, investment options would include balanced indexed funds and inflation protected bond funds. After aworker’s PRA
reaches a stipulated threshold, more investment options would be allowed, provided the investments met safety and
soundness rules established by a governing board. The Commission also suggested that asset allocations could only be
changed once a year, that preretirement access to PRAs not be allowed, and that the governing board be independent
from political pressure. See Chapter 2 of “ Strengthening Social Security and Creating Personal Wealth for All Ameri-
cans,” Report of the President’ s Commission, December 2001.

5Report of the 1994-1996 Advisory Council on Social Security, 1997, Volumel, p. 171.

6 “ Strengthening Social Security and Creating Personal Wealth for All Americans,” Report of the President’s Commis-
sion, December 2001, p. 97.

7 See Estelle James, “ Private Pension Annuitiesin Chile,” National Center for Policy Analysis, Policy Report No. 271,
December 2004.

8 The defined benefit from Social Security for workers 51 to 64 years of agein 2004 will be based on the formul a:
64— age
100

Benefit =1 ( ) x (current lawbenefit)

9 Defined benefits from Social Security for workers 20 to 50 years of agein 2004 will be based on thisformula:
age —

. 20 )
Benefit = x (current law benefit )

10 The reform defined benefit formulais guaranteed in that, unlike current Social Security, the right to the benefit would
be assigned to each individual. The formula also identifies the rate at which benefits, as scheduled under the current
benefit formula, will be phased out. This particular way of reducing the defined benefit portion of the program allows the
future behavior of those older than 20 years of age to affect their ultimate benefit, just asit does in the current system.
Alternatively, the defined benefit portion of the benefit could be based on accrued benefits, such that benefits are
earned solely on past participation in the program. A standard way of calculating current earned benefitsisto calculate
the disability benefit that a worker would receive based on past earnings and participation; see Stephen C. Gross,
“Measuring the Solvency in the Social Security System,” in Prospects for Social Security Reform, OliviaS. Mitchell,
Robert J. Meyers, and Howard Y oung, eds. (Philadelphia: University of Pennsylvania Press, 1999). This benefitisthen
multiplied by a proportioning factor equal to (age — 22)/40 and the result determines accrued benefits. This accrued
benefit can form the basis for issuing recognition bonds to be given to individuals to “recognize” their past participation
in the program. These bonds mature when the individual reaches full retirement and have aface value equal to the
amount that would generate an annuity equal to accrued benefits. For purposes of our estimates, we use the scaled
benefit formulato value the future annual costs of the reformed defined benefit portion of Social Security.

11 The simulations used in this report are limited to the Old-Age and Survivors Insurance (OASI) programs. PRA accumul ations
are expected to earn a5.4 percent rate of return. The Commission to Strengthen Social Security assumed a 6.5 percent long-run
rate of return on stocks and 3.5 percent on corporate bonds. Thus, a constant 70 percent stock/30 percent bond portfolio with
administrative costs of 0.2 percent would produce a 5.4 percent rate of return.

12 New retirees who have worked full-timefor 35 years can beidentified in several ways. The Social Security Administra-
tion records aworker’s earnings and quarters of work credits. A worker is granted credit for a quarter of work if his or
her earningsin Social Security covered employment exceed a set threshold. Thisyear the threshold is $900. Thus, a
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worker earns aquarter of coverage for each $900 in earnings in 2004, for up to 4 quarters of coverage. At the current
minimum wage of $5.15, acredit for aquarter of work would be granted for working about 175 hours and afull year of
creditswould result from 700 hours of work inagiven year. Alternatively, adopting the normal definition of full-time/
full-year work, equal to 35 hours per week for 50 weeks, will result in athreshold of 1,750 annual hours. Thus, an alterna-
tive monetary threshold can be calculated for each year by multiplying the minimum wage by 1,750 hours. Thisnew
monetary threshold would then be compared to aretiree’s work history to determine quarters of coverage and whether he
or she qualifiesfor the guarantee. Based on data from the New Beneficiary Survey, 27 percent to 29 percent of new
retireesin 1980 and 1981 would have had enough quarters of coverage under the full-time/ full-year definition to qualify
for the guarantee. If the reform is successful in matching aretiree’s Primary Insurance Amount, on average 2 to 3 percent
of new retirees would exercise the guarantee.

13 We suggest a minimum benefit be provided for all those who participate through a normal work-life, defined as 35
years of full-timework. Considering that there are 47 years between 20 years of age and the normal retirement age (soon
to be 67), requiring that participants work less than 75 percent of their available years does not seem onerous. Those
unable to work will rely on other sources of welfare, like Supplement Security Income, the same sources that take care of
them during their normal work years. Scaled back guarantees can be provided for participants with fewer years of active
work. However, like the current Social Security program, the new program is not designed to replace contemporaneous
transfersto low-income participants.

14 For ease of comparison, we have presented the costs of the reform as a percent of taxable payroll. However, as has
been suggested by Kotlikoff in “Fixing Social Security and Medicare for Good,” presented at Improving Social Insur-
ance Programs, University of Maryland, September 2003, a broader based tax, such as a consumption tax, produces
smaller economic losses than does a payroll tax. It also distributes the burden of the tax across generations rather than
only on workers.

15 Jagadeesh Gokhale and Laurence J. Kotlikoff, “ Tax-Favored Savings Accounts: Who Gains? Who Loses?’ National
Center for Policy Analysis, Policy Report No. 249, January 2002.

16 | bid.

17 Earnings sharing is not a perfect solution — retired widows who never worked or paid taxes would receive lower
benefits. However, that problem will diminish with time; today, few women remain compl etely outside the labor market
and therateislikely to decline further in the future.

18 The costs of such accounts are similar in magnitude to the long-run costs of prepayment as calculated by the Trustees
of the Social Security system. Therefore, PRAs are no more costly than assuring solvency through the Trust Fund
mechanism.
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About the NCPA

The NCPA wasestablishedin 1983 asanonprofit, nonpartisan public policy researchinstitute. Its
missionisto seek innovative private sector solutionsto public policy problems.

Thecenter isprobably best known for devel oping the concept of Medical SavingsAccounts
(MSASs). TheWall Street Journal called NCPA President John C. Goodman “thefather of Medical
SavingsAccounts.” Sen. Phil Grammsaid MSAsare*theonly original ideainhealthpolicy inmorethana
decade.” Congressapproved apilot MSA programfor small businessesand the self-employedin 1996 and
votedin1997toallow MedicarebeneficiariestohaveM SAs. AndaJune2002 IRSruling freestheprivate
sector to haveaflexible medical savingsaccount and even personal and portableinsurance. A seriesof
NCPA publicationsand briefingsfor membersof Congressand the WhiteHousestaff helpedleadtothis
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TheNCPA also outlined the concept of using tax creditsto encourage privatehealthinsurance. The
NCPA hel ped formulateabipartisan proposal inboth the Senateand the House, and Dr. Goodman testified
beforetheHouseWaysand M eans Committeeonitsbenefits. Dr. Goodman also helped developasimilar
planfor then presidential candidate GeorgeW. Bush.

The NCPA shaped the pro-growth approach to tax policy during the 1990s. A package of tax cuts,
designed by the NCPA and the U.S. Chamber of Commercein 1991, becamethe core of the Contract
With Americain1994. Threeof thefiveproposals(capital gainstax cut, Roth IRA and eliminatingthe
Social Security earningspenalty) becamelaw. A fourth proposal — rolling back thetax on Social Security
benefits— passed the House of Representativesin summer 2002.

TheNCPA'’ sproposal for an across-the-board tax cut becamethefocal point of the pro-growth
approachtotax cutsand the centerpieceof President Bush’ stax cut proposal. Therepeal by Congress of
thedeathtax and marriage penalty inthe 2001 tax cut bill reflectsthe continued work of the NCPA.

Entitlement reformisanother important area. Withagrantfromthe NCPA, economistsat Texas
A&M University developed amodel to evaluatethefuture of Social Security and Medicare. Thisworkis
under thedirectionof TexasA& M Professor ThomasR. Saving, who wasappointed aSocial Security and
Medicaretrustee. Our online Social Security cal culator (www.mysocial security.org) allowsvisitorsto
discover their expected taxesand benefitsand how much they woul d have accumul ated had thei r taxesbeen
investedprivately.

Aninnovativenationwidevolunteer campaign called Team NCPA (www.teamncpa.org) isunder
way toraiseawarenessof theproblemswiththecurrent Social Security systemand thebenefitsof personal
retirement accounts. Thelate Sen. Daniel Patrick Moynihan (D-N.Y.), speaking at an NCPA Sumners
L ecture, said thereisno seriousproposal anywhereinthe United Statesthat would cut benefitsfor current
retirees.

Inthe 1980s, the NCPA wasthefirst public policy instituteto publish areport card on public
schools, based onresultsof student achievement exams. Weal so measured theefficiency of Texasschool
districts. Subsequently, the NCPA pioneered the concept of education tax creditsto promote competition
and choicethroughthetax system. To bringthebest ideason school choicetotheforefront, the NCPA
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and Children First Americapublished an Education Agenda for thenew Bush administration, policy mak-
ers, congressional staffsandthemedia. Thisbook providespolicy makerswith aroad map for comprehen-
sivereform. AndaJune 2002 Supreme Court ruling upheld aschool voucher programin Cleveland, anidea
the NCPA has endorsed and promoted for years.

TheNCPA’ sEnvironmental Center worksclosely with other think tanksto provide commonsense
alternativesto extreme positionsthat frequently dominateenvironmental policy debates. A pathbreaking
2001 NCPA study showed that the costs of the Kyoto agreement to halt global warmingwould far exceed
any benefits. TheNCPA'swork hel ped theadministrationrealizethat thetreaty would bebad for America,
andit haswithdrawnfromthetreaty.

NCPA studies, ideasand expertsarequoted frequently in newsstoriesnationwide. Columnswritten
by NCPA scholarsappear regularly in national publicationssuchastheWall Street Journal, theWashing-
ton Times, USA Today and many other major-market daily newspapers, aswell asonradio talk shows,
televisionpublicaffairsprograms, andinpublic policy newsletters. Accordingtomediafiguresfrom
Burelle's, nearly 3million peopledaily read or hear about NCPA ideasand activitiessomewhereinthe
United States.

The NCPA homepage (www.ncpa.org) linksvisitorstothebest availableinformation, including
studiesproduced by think tanksall over theworld. Britannica.com named thencpa.orgWeb siteoneof the
best onthelnternet when reviewed for quality, accuracy of content, presentation and usability. NCPA Web
sitesaverage4 million hitsper month.

What Others Say about the NCPA

“...influencing the national debate with studies, reports and
seminars.”

- TIME
“Increasingly influential.”
- EVANS AND NOVAK

“I don’t know of any organization in America that produces
better ideas with less money than the NCPA.”

- SEN. PHIL GRAMM

“Oftentimes during policy debates among staff, a smart
young staffer will step up and say, ‘I got this piece of evidence
from the NCPA.” It adds intellectual thought to help shape
public policy in the state of Texas.”

- FORMER TEXAS GOV. (NOW PRESIDENT) GEORGE W. BUSH

The NCPA isa501(c)(3) nonprofit public policy organization. We depend entirely on the financial support of
individuals, corporations and foundations that believe in private sector solutions to public policy problems. Y ou can
contribute to our effort by mailing your donation to our Dallas headquarters or logging on to our Web site at
www.ncpa.org and clicking “An Invitation to Support Us.”



