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Abstract

In this paper, we seek to analyze some of the isgags related to the ownership of
government pensions. In the United States, S&aalrity is operated on a pay-as-you-
go basis, with some limited pre-funding to predarehe baby boom retirement. In
1960, the Supreme Court ruled that the paymenbofabSecurity taxes does not imply a
legal ownership of Social Security benefits, arat the US legislature is free to reduce
benefits. Advocates of personal retirement acsuse this point to support their
position of privatization. However, we argue ttia position of such advocates risks
obscuring some important details. Social Secuwvitlystill need to find ways to cover its
unfunded liabilities to past and present retiressyell as to workers who have paid into
the system. There are also many issues whicheatl to be clarified regarding the
ownership of personal accounts: will participatmvoluntary or mandatory, will
annuitization be required, and how free will papnts be to choose their investment
strategy. An assessment of personal accountsataastully incorporate the role of
disability benefits and survivor benefits to widoarsd dependent children. Finally, what
will happen in the new system if the accounts dioathieve their expected returns?



The aging population, coupled with longer life egfancies and declining fertility
rates, is putting the long-term solvency of thetbahiStates Social Security program into
jeopardy. As such, policymakers are beginningito greater attention to discussions of
Social Security reform. Reforming Social Secuistpne of the top domestic priorities of
President George W. Bush’s second administratior2001, President Bush created his
Commission to Strengthen Social Security to stidyissue and develop proposals. In
December 2001, the President's Commission to StinengSocial Security released a
report including three reform proposals. Each psap provides an important role for
Personal Retirement Accounts (PRASs), in which wogkeould obtain control over some
portion of their payroll tax, investing this monky their own use during retirement.
This is part of the president’s goal of creating'@nnership society.”

PRA advocates argue that such accounts allow wetkecontrol their economic
destiny because they “own” their retirement besefithis is contrasted with the current
Social Security system in which benefits can beiced on the whims of Congress. We
wish to explore this concept of ownership more tlegpthe context of the many roles
that Social Security plays in modern life. On sheface, people do not have a property
right to Social Security benefits, while they woideed own their PRAs. But this
paper argues that it is somewhat disingenuousaimdhat PRAs will create a type of
ownership that does not exist in the present systEne case is stated around four
central points.

First, the problem with the existing system ig thare are already large unfunded
liabilities, because people in the past were paidhhmore benefits than what they

contributed to the system through taxes. Socielifty also has large unfunded



liabilities for current workers and retirees whadoaxes into the system and are eligible
for benefits. Any privatization of Social Secuntyll still need to deal with how these
promised benefits would be paid. As such, if ooeoants for the unfunded liability that
must be paid in the future if people are to recéivcbenefits they have been promised,
then the creation of PRAs does not change muchpl@én the future will still need to
pay higher taxes or receive lower benefits fromttaditional Social Security system to
maintain a balance in the system'’s finances.

A second problem with viewing PRAs as a true ghittwnership is that, by most
accounts, there will still be many restrictionsRIRAs. If so, people will not be
completely free to make all of their own choicéisparticipation is mandatory, if people
are forced to annuitize their assets at a parti@agde, and if people are limited to only a
few possible investment options, then it is noackeow much ownership one could
derive from a PRA as opposed to the traditionai&@&ecurity benefit. But increasing
freedom regarding the treatment of PRAs will createerse selection problems that
could undermine the system, as well as lead maogled¢o gamble away their future
retirement pensions on risky or unwise equity bets.

The third issue regards the legal treatment @fladiisy and survivor benefits when
using PRAs. More work needs to be done to design PRAs will deal with the
problems of disability and survivors. Social Séyyprovides value as a social insurance
system that responds to retirement, disability, death. But too many advocates of
personal accounts overlook the role of disabilitgd aurvivor benefits.

Finally, the issue remains as for what can be doRBAs do not produce as large

of returns as their advocates expect. Advocateeisonal accounts often cite the



historically high returns associated with the stowkket, relative to the perceived returns
from a worker’s Social Security taxes, as a sueyiiay of improving the fiscal picture
for Social Security while simultaneously increasbemefit payments to retirees.
However, the riskiness of the stock market meaasdben though returns could be
higher on average, there is no promise of higheefis for any given individual. PRAs
will be subject to more volatility and risk. Untanately, the most comprehensive of
existing analyses of Social Security reform witihso@al retirement accounts use the
deterministic forecasts of the Social Security Awistration, which show how the mean
return could change but not show the associatadbibity of results. We include the
results of a simulation to demonstrate some ofethisks. How the system will respond
if the stock market underperforms must be planoedifadvance.

Ostensibly, PRAs provide a way to expand PresiBesh’s “ownership society,”
but underlying issues will limit such accounts: thdunded liabilities of Social Security
must still be paid, restraints on individual belvawwill likely be necessary, and the
response to disability or death as well as thetWityaof equity and bonds must be

addressed.
2 Background of the United States Social Securitgystem

2.1 Brief History of Social Security in the UnitedStates

Social Security is a program that encompasses aippately 98% of jobs and
that currently provides benefits to one in six Aio@ns. Recipients of Social Security
benefits include not just retirees, but also disdlorkers, spouses and young children
of deceased or disabled workers, and the spousesirgles. However, this was not

always the case. In fact, the original Social Siecéct of 1935 created retirement



benefits for only the retired worker, who becamagille at age 65. In 1939, Congress
passed amendments to extend benefits to spousesiaodchildren of retired workers,
as well as to the widows and minor children of @seel workers. Disability insurance
arrived in 1954, and in subsequent years, the iditygirogram expanded to include the
families of disabled workers. In 1972, Congressspd legislation to create annual cost-
of-living adjustments for benefit levels. Priorttat time, benefit increases were subject
to the whims of Congress and happened only intently.

The 1975 Social Security Trustee’s report estim#tatithe Old-Age, Survivors,
and Disability Insurance (OASDI) Trust Funds woh&ldepleted by 1979. The program
generally desires to have its Trust Fund not ptegto run out (given all of the expected
future tax collections less benefit payments) tdeast 75 years, so leaders viewed this
as a serious problem. In 1977, Congress enacteddments to deal with the impending
financial problems. The amendments increaseddlieop) tax, increased the amount of
income that was eligible for the payroll tax, arduced benefits slightly.

But because of the economic slowdown in the ed#80%, the Trust Fund again
faced serious short-term funding problems. Alaagdspan headed a commission to
examine this problem in 1983. The Greenspan Cogiomgalled for, and Congress
subsequently passed into law, an increase in tthrealaetirement age to gradually
extend from 65 to 67, increases in Social Sectaityrates, and the addition of new taxes
for the benefits of the wealthiest individuals. eTdgpal was not only to solve the
immediate financial problems, but also to buildaugurplus over the next few decades in
anticipation of the inevitable Trust Fund drainuléiag from the coming baby boomer

retirement. Under the current law, the combineglegree/employer tax rate for OASDI



is 12.4%, and the normal retirement age is beggiteslow ascent toward 67 for those
born in 1960 and later.
2.2 The Outlook of Social Security in the United $ites

That Social Security is expected to again undeugdihg shortages at some point
in the future should come as no surprise. So@alBty in the United States is meant to
be pay-as-you-go, meaning that each generatioarodrmt workers pays for the benefits
of the current retirees. Three trends, though,malke this an increasingly difficult task
despite the present surpluses. First, the babsnlmmdort is of unprecedented size and
will begin retiring in less than ten years. Secdiid spans are becoming longer,
meaning that the retiring baby boomers will enjoiyder retirements. The 2005
Trustee’s Reporindicates that when Social Security benefit payisieegan in 1940, the
cohort life expectancy for men and women who redt¢he age of 65 were 12.7 and 14.7
years, respectively. Men and women retiring in®@8Bare a normal retirement age of
65, but their projected cohort life expectanciegehacreased to 16.5 and 19.3 years,
respectively. The SSA expects such trends to mwoatin the future, as men and women
born in 2000 and who live to reach 65 in 2065 camexpected to live for another 20.4
and 23.0 years, respectively. The third importeenid is the decrease in fertility rates.
During the height of the baby boom, women, on ayeravere having between 3.5 and 4
children each during their lifetimes. Now thesentwers are closer to 2, and the 2005
Trustee’s Reporexpects the long-run fertility rate in the Unit8thtes to be just 1.95.

Combining these three trends means that therdowilewer workers available to
support the retirees in 10 to 30 years. The S®AMipts that the ratio of people aged 65

and older to those aged between 20 and 64 wilkas® from 0.208 in 2000 to 0.350 in



2030. In other words, the ratio of the working ageulation to the retirees is expected
to fall from about 5:1 to 3:1. As indicated, adey of the 1983 Greenspan Commission
is that the Trust Fund accumulates more each hearit spends in order to build a
buffer. However, in the 200brustee’s Reporthe best guess for the future is that while
the OASDI Trust Fund will continue to run surplusesil 2017, it is projected to run out
of money by 2041 so that subsequent years will eewith drastic cuts in benefits,
increases in taxes, or borrowing from the reshefgovernment’s budget. In 2041, the
tax revenue that arrives would be enough to pay G#kgislated benefits once the Trust
Fund is depleted. The Trustees find that an imatedncrease in the payroll tax of 1.92
percentage points, or an immediate across the edtattion in Social Security benefits
of 13%, or some combination of the two, would rest@ctuarial balance to Social
Security over the 75 year horizon. Nevertheldsschanges would need to be even
more severe to provide stability over an even lotigge horizon.
2.3 Legal Treatment of Social Security Benefits

As indicated before, there have been instanc@snarican history when
Congress legislated a reduction in Social Secbetyefits. One might question whether
this is legal by arguing that the payment of SoSiturity taxes creates a legal right to
obtain the legislated benefits. If such an arramgy@ constitutes a contract, then
Congress has no legal authority to reduce benefite U.S. Supreme Court examined
this situation in the 1960 casellemming v. Nestor Nestor had been receiving Social
Security benefits at the time he was deported fitweriUnited States for his previous
membership in the Communist Party. His Social 88chenefits receipt ended with his

deportation, and he sued with the argument thatlkea “property right” to continue



receiving benefits. The Court concluded that notieat exists to guarantee a particular
level of benefits, and Congress has the autharityadify benefit payments in
reasonable ways in order to adjust to changingitiond (Swendiman and Nicola, 2005).
This conclusion is used by advocates of persatmément accounts to justify
eliminating the traditional system. For example, Cato Institute wrote about this issue
in 1999 by stating:
With fully private personal retirement accountsykeys would have a
property right in their retirement savings. Theguld own their accounts
and the money in them, the same way people owmtreey in their
savings accounts. That property right would priotearkers’ savings

from politicians looking to pinch pennies in a debdled system.
Workers deserve the security of owning their retigat savings.

In this view, the importance of PRAs would be teegpeople control of their own
economic destiny by ensuring they have a legal tiglobtain retirement benefits. This
is the context in which personal retirement accetatve been proposed.

2.4 President Bush’s Path for Reform: Personal Regment Accounts

The President’s Commission to Strengthen Sociali®gq2001) report offers
three different sets of reforms, all of which irdusome form of voluntary personal
accounts. The first reform proposal (Plan 1) isintended to restore actuarial balance.
It creates voluntary personal retirement accouwntsip to 2% of a worker’s taxable
payroll. The remainder of the payroll tax (10.4%eer the presently legislated payroll
tax of 12.4%) enters into the traditional Sociat@éy system. Upon retirement, a
beneficiary may annuitize the personal retiremeonbant.

Traditional Social Security benefits will be offsgst an amount that depends on
the levels contributed to the PRA. Any funds esdleinto the PRA will also be entered

into a hypothetical calculation in which the furgtew at an “offset yield rate” that, in



the case of Plan 1, averages 3.5% plus the ratdlation. Policymakers would decide
whether to use the fixed 3.5% rate, or to calculaenumber as 0.5% above the realized
or expected annual market yield on long-term Trgabands (forecasted to be 3.0%).
Between these choices, the use of a fixed 3.5%dumake the net benefits for a worker
more sensitive to variations in the actual returritee Treasury bonds, because when
bonds do poorly, the benefit offset would not clemdpile the return to the investment
portfolio will probably be smaller.

At the normal age of retirement, the hypotheticethdor the PRA and the actual
value of the PRA will be entered into an annuiimatcalculation. Goss and Wade
(2002) argue that the most likely case would bese a fixed real annuity based on
unisex mortality tables, and that married couplesiid have the annuity calculated as a
joint and 2/3 survivor life annuity. Retirees reeethe annuity associated with their own
PRA while the portion of their benefit from traditial Social Security would be offset by
the hypothetical annuity amount. In other wordsrkers can expect to receive a higher
total Social Security benefit if their PRA portiolgrows at a real rate that is higher than
3.5%. Gustman and Steinmeier (2002) argue thatevewill participate if they are
sufficiently confident that they can develop angstment strategy which will garner a
higher real rate of return than the benefit offade.

This Plan 1 proposal is expected to push the Fust further out of actuarial
balance, though the details of this contentionuaiderstandably a bit controversial.
According to Goss and Wade (2002), under this filarv5 year actuarial balance will be
pushed from -1.86 to -2.34, meaning that an ineré@ashe payroll tax of 2.34 percentage

points, instead of the 1.86 percentage pointsestgut, would be needed to keep the Trust
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Fund in balance. However, advocates of the plgntlgi point out that in some degree
this is arbitrary, because the plan works by hattegtraditional Social Security Trust
Fund receive less taxes in the short-term, whaheaassociated decreases in benefits
arise more in the long-term after the people wehspnal retirement accounts retire. As
such, some advocates of the plan argue that itdHeuconsidered as having no net
effect on the actuarial balance. Actually, theeree subsidy of the offset rate should
slightly help the fund as Social Security will ddeato discount benefits at the offset rate
of 3.5% while having been expected to earn onlyi3%al terms had it held these assets
itself. This point is made by Diamond and OrsZ2@0@). However, this is where the
issue of transition costs arise, and questionsireataut how financial markets would
view increased government borrowing in the shont-ayven if one was sure that the
borrowing could be easily paid back in the long.run

The second reform (Plan 2) offered by the Presis&@dmmission includes a
number of attributes in addition to the PRAs, drid expected to lead to actuarial
balance. First, the PRA allows up to 4% of a woskexable payroll, or up to $1,000
indexed for wage growth, whichever is lower. legant dollars, this means that workers
earning more than $50,000 per year will be limtiedontributing less than 2% of their
taxable income to the PRA. The other portion eftifaditional payroll tax (at least
8.4%) would go to the traditional Social Securitydt Fund. This proposal also includes
the benefit offsets using the hypothetical annoigthod described before, though now
the benefit offset rate is 2% plus inflation. Thiwer offset rate means that Social
Security will be subsidizing the owners of PRAstles assets would have earned a 3%

return in the Trust Fund. The payroll tax wouldcaheed to be increased by about 0.63
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percentage points to maintain actuarial balan@igh the Commission supports
transferring revenues from the government’s germrdget instead of implementing a
payroll tax increase.

The method employed in Plan 2 to obtain Trust FHoaddnce is to have traditional
benefits be price indexed rather than wage indeXdds is the “price indexing” proposal,
which is distinct from the current system of wageeaxing. It will lead to large
reductions in the growth of benefits separate fthenbenefit offsets. For young workers,
payroll taxes would continue growing in real tewwtsle benefits stay at the same real
level. Because of price indexing, someone pregeagiid 30 could expect an initial
benefit that is 23 percent lower than the presdatislated values, while the
corresponding reductions for 20-year-olds and 1&-pdds are 31 percent and 38
percent, respectively. Plan 2 would create susiality for the Social Security Trust
Fund by substantially reducing the growth rateutfife benefits from traditional Social
Security under the assumption that workers wouldeng the difference with their
personal accounts. This would be implementedistait 2009 by multiplying the
bendpoint factor ratios of the Primary Insuranceodimt formula by the ratio of the price
index to the wage index (approximately 0.99 on age) from two years prior. Other
features of the proposal include for the minimumdii level of a 30 year worker to be
at least 120% of the poverty level, and for widdwseceive 75% of the total couples’
benefit instead of the present two-thirds.

The third reform (Plan 3) adds additional complimas. The personal retirement
account would consist of 2.5% of the taxable paymplto the wage indexed $1,000

level, with the requirement that the worker conttés an additional 1% of their income
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to the PRA. Traditional benefits would be offsseing the same hypothetical calculation
with an offset rate of 2.5% plus inflation. The Hdditional income would be partially
subsidized in a progressive manner by a refundakleredit. The minimum benefit for
30 years of work would be 100% of the poverty leaald 111% would be offered for 40
years of work. Initial benefit growth rates would adjusted for future changes in life
expectancy, which would translate into average tieindexing rates of 0.5% above
inflation. Widows would also receive 75% of théalacouple’s benefit. Finally, the final
bend factor of the PIA formula would be flatteneoii 15% to 10%, which would

reduce benefits for wealthier workers.
3 Personal Retirement Accounts and the Ownershipf Benefits

If the goal is to make meaningful comparisons leetwPRASs and the current
Social Security system, then it is vital that thegmsals be put on an equal footing. This
means that the unfunded liabilities of the presgstem must be considered for a
proposal that transitions to PRAs. It also meaaswe must consider the nature of
ownership as it applies to PRAs. How free will piedbe to make decisions about their
accounts? It also means that we need to consuePfiRAs would function if the owner
becomes disabled or dies. This is related to &sel ior evaluating the full value of
existing Social Security benefits. Finally, itisportant to consider the potential returns
to PRAs, and to think about what would be doneRAR fail to meet their expected
returns on a large-scale basis.
3.1 Social Security’s Unfunded Liability

Because Social Security began as a pay-as-yousgensyvhose earliest

beneficiaries received generous retirement beraftiés contributing very little to the
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program, part of Social Security taxes must be ge@as necessary payments on past
debt for early retiree payments, and not as petsonastments. In fact, the 2005
Trustee’s Repoiindicates that the present value of future cass future taxes for past
and current participants over the infinite horizo$13.7 trillion. Meanwhile, the Trust
Fund only holds $1.7 trillion. After accounting fine fact that future generations are
already expected to pay more into the system theywill receive, this leaves a current
unfunded liability of $11.1 trillion.

If these debts are ignored, then the current esiesnd people about to retire will
be the ones to lose out on their promised benéfitang already paid for earlier
beneficiaries without having anyone left to paytfegir own benefits. Any fair
comparison of reforms will need to account for thishis precludes a complete switch to
PRAs, because the Trust Fund would quickly empty éuny PRA plan will put
additional pressures on traditional Social Secumtyliverting some of its revenues, and
this needs to be accounted for when discussingmefo
3.2 Personal Retirement Accounts and the Freedom tdake Decisions

Will participation in PRAs be voluntary or mandat® Will participants be
required to buy an annuity, or can they take lummpayments from their PRA savings
or leave their PRA savings as a bequest? How rfraedom will a person have to
choose their investment portfolio? These threaeissieed to be resolved on account of
the tradeoff between allowing greater freedom, thag a greater degree of ownership,
and having a more efficient pension system.

On the first point, the President’s Commissiongtssthat participation will be

voluntary. However, this is problematic, becaughout 100% participation the
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problems of adverse selection would almost cestammdke the assumption of actuarially
fair annuities based on the United States populatigpossible to maintain. Second, the
President’'s Commission also suggests that thetdeilexibility in the decision of
whether or not one annuitizes their PRA holdingsrugetirement, as long as the
resulting benefits would place them above the pggverel. The President’s
Commission also suggests that those facing lowigirgrobabilities at retirement (such
as the terminally ill) may be allowed to opt outasinuitizing their assets. But this would
create further adverse selection problems thatlcontiermine the value of annuities paid
to those who actually decide to participate.

It is worth considering some of the equity implioas for whether the PRAS are
mandatory or voluntary. First, if they are volugtahen since higher income individuals
earn lower rates of return under the present systeay could be expected to have higher
participation rates. Removing these workers froaditional Social Security would
weaken the ability of Social Security to redisttdwealth to lower-income workers, and
would also leave lower-income workers with moréhaf responsibility for funding the
liabilities of Social Security. Also, because hegiincome workers generally experience
longer life spans, those lower-income individualsovparticipate could see their annuity
levels drop if the annuity providers consider tédieles for the actual PRA participants
instead of the population at-large. At the sammtisince lower income individuals
generally have higher mortality rates anyway, thy be less interested in the annuities
provided by the PRAS, even if such annuities aleutated using life tables for the
aggregate population. This is because unlike thighannuity provided by Social

Security, PRA owners may desire to leave the PRs&tago their descendents.
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Differential participation could also develop aloggnder lines, as men could be less apt
to annuitize given that the value of their annsitgll be pulled downward by the longer
life spans of women. There would also be a probietin forcing people to annuitize
during a bearish stock market. It may be the taeepeople delay their retirements
beyond a comfortable age in order to wait for ttoels market to return to more
acceptable levels.

The third important issue regards the amount adlsiéty that will be provided to
participants in choosing the contents of their gteeent portfolios. The President’s
Commission (2001) and Goss and Wade (2002) botimasa personal account portfolio
vested 50% in equities, 30% in corporate bonds288d in US Treasury long-term
bonds. This is a way to gain broad diversificati@nd it is necessary to improve the
probabilities of achieving the account returns expe for PRA owners. Equities are
assumed to have a long-term average real yieldb8bBwhile corporate bonds and
Treasury bonds have expected real returns of 3ri¥B#%, respectively.
Administrative costs are assumed to be 0.3% oathmial balance. The average real
yield for such a portfolio is 4.6%. Goss and WézIg02) follow the methodology of the
Trustee’s Repoftby creating three alternative assumptions forpbigfolio. In the
pessimistic case, the combined return of this pbotless administrative expenses drops
to 2.7%, and in the optimistic case the returns éegpenses are 6.8%.

There are important implications regarding the fmiown of freedom in making
account allocation decisions. A gambler or ris&kss could easily lose their entire
account with a few unfortunate equity investmemgeanwhile, those who wish to play it

safe could choose a portfolio of bonds whose rettaih to beat the benefit offset rate,
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which is important if accounts are to provide larggurns than the traditional Social
Security system. For these reasons, it is expehtadRA holders will face a limited
selection of investment options that include brivaléx funds of various kinds.

3.3 Personal Retirement Accounts After Disability o Death

An important issue which is often overlooked in tfebate about PRAS regards
what will happen to the PRA when a worker becomsaldled or dies. This issue
plagues a number of studies that have providedastipgr PRAs. For instance, Feldstein
and Ranguelova (2001) create a stochastic andtydise equity returns of private
accounts invested into stocks and bonds. Theylada¢hat a PRA with only 6% of
payroll invested 60% in equities and 40% in boras dnly a 17% probability of
returning annuities smaller than the presentlyslegged benefits available from a 12.4%
payroll tax. However, by only considering the m&thent aspect of Social Security, the
paper does an inadequate job of accounting fobiiiyaand survival benefits. Risks of
pre-retirement death and disability mean that #le$tein and Ranguelova analysis
undervalues existing Social Security benefits.

Feldstein and Liebman (2000), on the other haraljipe a more thorough
analysis of private accounts and find that virtpall demographic groups they examine
achieve higher average benefits with a partialgte\account than they would receive
under existing Social Security rules. Howevers #tudy hagx antestacked the cards
too much in favor of personal accounts. Feldsteith Liebman’s results are a foregone
conclusion because the entire contents of a wa@keivate account are added to the
worker’s benefit level, even in cases where thekendoes not have any family

members to bequeath the account to after an untidegith. The study also ignores the
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current system’s disability benefits and benebtshildren, which effectively denies the
ability of the present system to “compete” withvate accounts in providing wealth to
loved ones.

These problems also plague the analysis of polikgnsa How PRAs would be
distributed in the event of disability or survivbig is uncertain, as is clear in reading the
President’'s Commission report. Commission memBegan and Mitchell (2002)
argued in a separate paper that with regard twilliyeand survivor benefits, the
contents of the personal retirement account aracuwgssible until the worker or
surviving spouse reaches their retirement age. alteenative would be to allow PRAs to
be accessed at younger ages with an offset ofitvadi benefits, but these resulting
annuities could be quite small. This means th#t Rlan 1, any benefits distributed
before the normal retirement age for survivorsbipdjsability) will be calculated the
same way as in present law, and at the time ofidhmal retirement age there is an
adjustment in benefits made for the PRA annuity @ffget. However, for Plan 2 this
means that pre-retirement benefits may be muchrltivesm presently legislated on
account of the price indexing aspect of the refproposals. At the age of retirement,
both plans are likely to provide smaller annuiissa result of the deceased or disabled
worker having experienced a shorter working career.

Advocates of PRAs argue that they provide the#raisvith a method for passing
wealth to relatives. But these advocates ignaegaale of disability and survivor benefits
in passing wealth on to relatives. Thus, they lowdra key part of the existing system.
The primary function of the PRAs is not to creatdraheritance, but rather to allow

investment in equities and bonds that could paéintincrease the rates of return from
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Social Security. Thus, when analyzing PRAs, ihe reasonable to assume that single
males and single females do not have anyone totpaisdPRA on to in the event of an
untimely death. This assumption runs counter éoRéldstein and Liebman (2000)
assumption that the PRA would be bequeathed toésomelse.” Of course, if the PRA
assets of a young deceased single worker are abastpeart of his/her lifetime benefits,
this will drastically increase their rate of retand lifetime transfers of PRAs, even
though the recipient of such a bequest would darsemoved from the worker.
3.4 The Return to Personal Retirement Accounts

The debate whether the United States should guponal retirement accounts
as a part of Social Security reform has, in manysytaken place assuming a best case
scenario for the accounts. There are many unoédairegarding the benefit a worker
may eventually receive from their personal accoditte returns to be obtained from
personal retirement accounts are quite sensitileet@ssumptions made about
investment portfolio composition, the returns tét be available from financial
markets, the size of administrative costs, thereatfithe annuitization process, and the
treatment of account bequests upon death. The pfiannuities depends on the
expected remaining lifespan of the annuitant andthdr the life tables used are for the
population at-large or are more individual specifite possibility of adverse selection in
the annuity purchasing population, the profit reguoients of the annuity providers, and
the interest rate that the annuitant expects t@bieto earn on the reserves of the
annuitized PRA. Many scenarios could unfold tatgesituations with low PRA benefit

levels for some retirees.
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A few studies exist which simulate personal aot®wising past data. For
example, Burtless (2000) examines the historicane by allowing the proposed system
of personal retirement accounts to have applieghtih cohort retiring from 1911 to
1999, in order to examine the extent of finanask rmposed by a shift to personal
accounts. Burtless ultimately opposes personatneént account proposals because of
their allocation of risk exclusively to individualorkers rather than sharing risk over
time and across the population. The paper findsa0 year working career does not
provide confidence that the return from a privatecaint can match the historical average
return. Workers retiring several years apart cgalderate quite divergent annuity
amounts, and the higher the portion of the persacabunt dedicated to equities, the
greater the variability in outcomes. For instaracejorker depositing six percent of
income into a personal account invested in equitieated pensions through the
historical period ranging from less than 20% ofkpeareer earnings to more than 100%
of peak earnings. More conservative investmentffgars occasionally lead to even
smaller returns at the lower end, and the ultincateclusion of the paper is that personal
retirement accounts would create too much riskpleasions would not be adequate to
finance a comfortable retirement. More recenthyi)l& (2005) studies this issue using a
wider variety of possible investment patterns,tdahg life-cycle investing. He finds
that with a life-cycle investment portfolio, accasimvould only beat a 3% real offset in
68% of the historical cases, and the median réalafreturn from the PRA is 3.4%. But
if one accounts for the lower worldwide return guigies, then the personal account

would only beat the 3% offset in 29% of cases.
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These studies do not completely account for sleaf the stock market, since
they only use historical data. But whereas thdgadt make an effort to account for the
effects of fluctuating returns, the President’s @ussion ignores the risk of investing in
the stock market by assuming that the stock mavkeproduce a constant real (after
inflation) return of 6.5 percent each year intofilieire. Meanwhile, as indicated, they
assume corporate bonds will provide exact rearmstaf 3.5 percent, and Treasury
bonds will offer a 3 percent real return. Theyassume that the administrative costs
for maintaining these accounts will be 0.3 per@ath year. Then, in their baseline case
for personal accounts, they assume workers will ol investment portfolio consisting
of 50% stocks, 30% corporate bonds, and 20% lorg-T@easury bonds. After
deducting administrative costs, they assume thiggdio will provide a constant annual
real return of 4.6 percent for each year in tharkit

This is problematic because financial markets dgnavide such a constant
return each year. While the stock market may yhgdgher returns on average, it does this
by forcing investors to accept greater risks ajdéayear-to-year fluctuations. Thus, there
is no guarantee of higher benefits for any pardicindividual. The President’s
Commission always shows workers getting highernstwith personal retirement
accounts because a 4.6 real return always beabetigdit offset rate.

In an attempt to better account for this risk, weeerate 10,000 computer
simulations of portfolio returns which maintain theme long-run assumptions as the
President’'s Commission, but incorporate fluctuatiomer time that are driven by the
variation in stock and bond market returns thataee observed since 1950. This way,

workers will occasionally enjoy extraordinarily higeturns for their accounts, but also
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risk ending up with negative returns. This apphoacly examines whether PRAs will

produce a higher return that the benefit offsed.rathe results are displayed in Table 1.

Table 1: Stochastic Returns from Personal RetiremdnAccounts with Different Assumptions:
The Probability of the PRA Return Beating the Bendt Offset Rate
Prob < Prob > Prob > Prob >
0% 2% 3.5% 5%

Portfolio: 50% stocks, 50% bonds
Real long-run average return on stocks: 6.5% ( goy 91.0% 68.0% 33.0%
Administrative Costs: 0.3%
Overhead Costs: 0%

Portfolio: 50% stocks, 50% bonds
Real long-run average return on stocks: 5% 2.3% 81.0% 50.2% 19.0%
Administrative Costs: 0.3%
Overhead Costs: 0%

Portfolio: 20% stocks, 80% bonds
Real long-run average return on stocks: 6.5% (g oo 94.0% 53.0% 8.0%
Administrative Costs: 0.3%
Overhead Costs: 0%

Portfolio: 0% stocks, 100% bonds
Real long-run average return on stocks: 6.5% g goy 80.0% 32.0% 4.0%
Administrative Costs: 0.3%
Overhead Costs: 0%

Portfolio: 50% stocks, 50% bonds
Real long-run average return on stocks: 6.5% 5 304 82.2% 51.3% 19.9%
Administrative Costs: 1%
Overhead Costs: 0%

Portfolio: 50% stocks, 50% bonds
Real long-run average return on stocks: 6.5% 5 goy, 81.2% 52.0% 20.7%
Administrative Costs: 0.3%
Overhead Costs: 15%

Portfolio: 50% stocks, 50% bonds
Real long-run average return on stocks: 6.5% g 5oy, 68.2% 34.3% 10.1%
Administrative Costs: 1%
Overhead Costs: 15%

Portfolio: 50% stocks, 50% bonds
Real long-run average return on stocks: 5% | 12 79 52 50 22 204 4.8%
Administrative Costs: 1%
Overhead Costs: 15%
Source: author’s calculations

In many ways, we still have the best case sceharipersonal accounts, but we
can begin to see how personal accounts are ndiibtda The probability of earning a
higher rate of return than the benefit offset fatePlan 2 (2%) is about 91 percent. Thus,

in 9 percent of these simulations, workers end itp lewer benefits by adopting an
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account even before considering the effects okegndexing. The corresponding
number for Plan 1 (3.5%) is 68 percent. Thus,2p8rcent of cases, under the best
scenario example, workers should not expect to thedbenefit offset rate.

Now consider what may happen if the future is rsotasy as the President’s
Commission expects. First, can the stock markadlyreven provide an average real
return of 6.5 percent? There are several reasogqgdstion whether individuals could
expect to earn the historical averages for stonkisb@nds. Even if the market produces
these returns, there is a question whether indalgdwould be able to take advantage of
it. To do so, they must follow the advice of buyi diverse portfolio that tracks major
stock and bond indices and keeps low administratbats. Second, there is doubt
whether the stock market will be able to contintedpcing such high returns in the
future. The Social Security Administration assuradgture GDP growth rate of 1.8
percent, which is not compatible with such higlckteeturns. And, if the economy
grows fast enough to produce these stock retunas, much of Social Security’s funding
problems will be solved by economic growth. If adjust the average future real return
to the stock market from 6.5 percent to 5 perdéety there is an 81 percent chance for
private accounts to produce a larger return tharb#nefit offset rate in Plan 2.

In addition, while the baseline case assumedtlieanvestment portfolio is held
half in stocks and half in bonds, the Commissi@o aluggests that those who are afraid
of risk can choose to hold more bonds in theirgassaccounts. Unfortunately, holding
more bonds makes it more difficult to beat the lien&set rate. Just like stocks, bonds
do not produce a constant return each year. Ewargh bonds pay a fixed rate each

period, their real returns fluctuate with changimigation and market interest rates, just
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not to the same extent as stocks. If someone eketadhold only corporate and
government bonds in their portfolio, the chanceexdting the 2 percent benefit offset
rate falls to about 80 percent.

The President’'s Commission’s assumption of 0.3%iadtrative costs is also on
the optimistic side. The assumption might be reabte, but only if workers are required
to choose from a small number of passively managdek funds. Reasons to expect
higher costs include that many personal retireraeabunts will be quite small and thus
harder for financial institutions to manage at sadbw percentage. Also, if workers
wish to choose actively managed funds, then theseadl be higher. Costs would be
higher because the government would take respditysiioi educate the public about
investment strategies such as diversification, askl optimal portfolio allocation. Some
analysts, such as Baker (1998), of personal reéinreraccounts believe that
administrative costs could be as high as 1 to 2gm¢rannually. Returning to the
baseline portfolio, if administrative costs weresea to one percent each year, then the
probability of developing a portfolio that beats th percent benefit offset rate falls to 82
percent.

Buying annuities is also not the free lunch that€ommission suggests. The
President’'s Commission assumes that retirees widllide to purchase an actuarially fair
annuity at the time of retirement and not haveayp @ny overhead or administrative
costs. But according to the way that annuity migrkearrently operate, it would be
seemingly impossible. Annuity providers are camsigd because they need to cover
their costs of business. Also, if personal acceant voluntary, there will be adverse

selection. People who expect to live shorter lwékdecide not to buy an annuity. This
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leaves a remaining population of annuitants whoélwi longer, on average, than the
United States population considered as a wholeng2mies that sell annuities will have
to account for the longer lives of these peopletardefore offer them a smaller annuity
payment each year.

In total, researchers such as Wallliser (1998) Ipaveted out that these costs add
up to somewhere around 15 — 25 percent of the anofumoney one has accumulated at
the time of purchasing an annuity. If overheadsogre 15 percent, then the probability
of having a higher real return than 2 percent tall81 percent. Meanwhile, if we
combine administrative costs of 1 percent a yeangalith an overhead cost of 15
percent, then the probability of developing a mdidfthat beats the 2 percent benefit
offset rate falls to 68 percent. If we further addhe assumption that stocks will have a
5 percent real return on average, then the prababflbeating the benefit offset rate in
Plan 2 is only 52.5%. Those are not necessartly that people would be willing to take
with their retirement incomes, especially as piaiexing eats away at the value of the
traditional benefit.

Personal accounts are, without a doubt, suppaspbvide workers with much
higher benefits, so that they can still earn moredtirement despite the huge reductions
created by price indexing. But the chances of@®kaccounts producing as high of
returns as the President’'s Commission assumes®ayssuspect. The “ownership” of
Social Security in this cases transfers the owmeidhmany risks from the government
to workers, and how society will respond to keepdlderly out of poverty must be

considered.
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4 Conclusion

Aging populations are affecting many countries.sdme countries, such as Japan,
Italy, or Germany, the situation is already muchseahan that in the United States. On
the other hand, many transitioning economies hawag populations and are still in the
process of determining the nature of their pensiy@tems. The lessoned to be learned is
that pay-as-you-go pension systems are not nedgsdaal in countries with aging
populations, especially if they are overly genermutheir early recipients. Some may
view a switch to PRAs as a solution for the agirayld; but such analysis is
oversimplified if it does not account for the undieal liabilities of the existing pension
system, or if it does not properly value the besdfncluding survivor and disability
benefits) of the existing system, or if it does taie care in incorporating the increased
risks created by equity investments. A sellinghpoif PRASs in the United States is that
they will create an ownership stake that puts peoptontrol of their economic destiny.
On close inspect, it is not clear how meaningfulspromises of an ownership stake will

be.
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