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Summary: Some suggest that
proposals for Social Security
reform should be judged by the
degree to which they require
general revenue financing. But
this flawed yardstick is biased
against personal account plans,
because it doesn’t accurately
measure transition costs, and
doesn’t account for the dramat-
ically increased benefits of per-
sonal accounts. The only way
to evaluate reform plans is to

weigh all of the costs against
all of the benefits.

SociAL SEcUuriTY REFORM:

Half Measures and Mismeasures

By Peter Ferrara

Some Social Security reform analysts have adopted as the
yardstick for evaluating reform plans the degree to which a
plan requires general revenue financing. More makes the plan
bad and less makes the plan good. At least one analyst has
said that this measure is the way to rank various proposals.

But this yardstick is not a comprehensive measure of either
the costs or the benefits of reform. Moreover, it is biased
against personal accounts, particularly larger accounts. Con-
sequently, it is not a valid summary yardstick that can be
used to rank alternative reform proposals.

Tue TransiTiON FINANCING BURDEN

In any personal account reform plan, as workers shift part of
their payroll taxes into the accounts, transition financing is
needed to replace those taxes so that full Social Security ben-
efits can continue to be paid. As the accounts phase-in, and
increasingly bear the burden of financing retirement benefits,
the need for transition financing phases out.

Some of the transition financing burdens can be covered by
the short-term surpluses in Social Security, now projected to
continue until 2018. Those funds are internal to the pro-
gram and are not considered general revenue financing. Cov-
ering transition financing by raising Social Security taxes or
cutting Social Security benefits is also not considered general
revenue financing.

From the beginning of the personal account reform move-
ment, publications from the Cato Institute, the Heritage
Foundation and others have said the transition financing
would come from general revenues. These general revenues
could be generated either by reducing the growth of other
Federal spending and using the savings for the transition, or
by increasing general tax revenues.

In addition, the transition can be financed to some degree
through increased government borrowing. Such financing
can help to cover the transition costs in the early years of the
reform, and can be paid off in the later years.
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Not AN ACCURATE MEASURE OF COSTS

Measuring the different reform plans only by the degree of
general revenue financing required does not accurately ac-
count for all of the costs of the different plans. Cutting So-
cial Security benefits is not considered a cost under this
faulty measure, nor is raising Social Security taxes. But cut-
ting other government spending to finance the transition is
counted as a cost, as is raising general tax revenues. There is
no substantive reason for counting the latter, but not the for-
mer. They both involve directing equivalent amounts of re-
sources to the transition.

owned by each worker. But evaluating reform plans solely by
the yardstick of general revenue transfers to Social Security
again fails to consider this huge benefit. Consequently, the
yardstick is again biased against all personal account plans,
more so the larger the account.

The gross failure of the general revenue financing yardstick
to evaluate and rank different reform proposals can be seen
quite clearly through some specific examples. The reform
plan advanced through the Brookings Institution by Peter
Orszag and Peter Diamond eliminates long-term Social Secu-
rity deficits by cutting Social Security
benefits and raising Social Security taxes.

Moreover, a reform plan can have posi-
tive economic effects that increase gen-
eral revenues without raising tax rates.
These new revenues can then be devoted
to the transition. Using only the amount
of general revenues required by a reform
plan as the yardstick would count this as
a cost of the plan. But it is not a cost be-
cause it involves revenues that were gen-
erated by the reform itself and would not
exist without the reform.

For example, the Progressive Personal Ac-

Evaluating reform plans
solely by the yardstick of
how much general reve-
nue financing is required
is biased against personal
account plans, as it does
not account for the
increased benefits.

Since it does not involve any general rev-
enue financing, it is ideal if reforms are to
be evaluated and ranked solely by the
amount of general revenue financing. By
contrast, the Progressive Personal Ac-
count Reform Plan advanced through IPI
is again scored as requiring general reve-
nue transfers of $6.2 trillion in present
value terms. Under only the yardstick of
general revenue financing, that would
make it an inferior proposal as compared
to Orszag-Diamond.

count Reform Plan published by IPI has

been scored by the Chief Actuary of Social

Security as utilizing $6.2 trillion in general revenues in pres-
ent value terms. But the Actuary’s score also shows that 54%
of those revenues are generated by the plan itself through cor-
porate tax revenue feedback. Companies would use the
money they obtain by selling stocks and bonds to the ac-
counts to invest in new ventures that earn new returns.
These new returns would be subject to taxation at the busi-
ness level, generating new revenues. So those who purport to
measure the cost of the Progressive Personal Account Reform
plan by looking only at the amount of general revenues it
uses are overstating the costs by more than a factor of two.

DoEesNT CoUNT THE BENEFITS

The amount of general revenues utilized by a reform plan
does not tell us anything about the benefits of the reform
plan. Shifting to personal accounts would provide higher re-
tirement benefits because capital market investment returns
are so much higher than what uninvested, purely
redistributive, pay-as-you-go Social Security can pay. And the
larger the personal accounts, the higher the benefits.

Evaluating reform plans solely by the yardstick of how much
general revenue financing is required is consequently biased
against personal account reform plans, as it does not account
for these increased benefits. The bias is even larger against
bigger accounts because the benefit improvements not con-
sidered are even larger.

Moreover, all personal account reform plans involve building
up huge amounts of assets in personal accounts directly

But the personal accounts in the IPI plan

would increase future benefits for work-
ing people substantially, in the range of 60% to 70% for
those who contribute to the accounts over their entire lives.
The reform would also produce a reduction in the payroll tax
rate all the way down to 3.5%, as officially scored by the
Chief Actuary. Moreover, the score shows that the reform
produces accumulated wealth in the personal accounts of
working people of over $7 trillion in present value dollars.
None of this is considered solely by evaluating the plan by
amount of general revenues it requires.

As another example, if the projected Social Security deficits
were covered simply by devoting general revenues to Social
Security to the extent necessary, $3.5 trillion in general reve-
nues (in present value dollars) would be required for the pro-
gram over the next 75 years. Can we then fairly conclude
that the Progressive Personal Account plan is undesirable be-
cause it would require more in general revenues? Some ana-
lysts seem to suggest so.

But that evaluation would fail to consider the much higher
retirement benefits that would be produced by the Progres-
sive Personal Accounts. It would fail to consider the over

$7 trillion in present value dollars in increased wealth di-
rectly owned by working people in their own accounts
through the reform plan. It would fail to consider the sharp
reduction in payroll taxes produced by the reform plan. It
would also fail to consider that about 54% of the general rev-
enues used by the Progressive Personal Account Plan are self
generated, so the plan would in reality require less in net
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general revenue financing than supplying general revenues
for the current Social Security system, even while providing
the above enormously greater benefits.

Let’s apply the same methodology as the general revenue-fi-
nancing yardstick to a concrete personal example. Consider
Mr. A, who currently rents an apartment for $1,500, but
faces a rent increase of $100 a month to $1,600. He decides
he wants to buy a house instead with a monthly payment of
$3,200. He comes to his friend, Mr. B, who recently left a
major think tank to take a job in policy at the Social Security
Administration, and asks him to help evaluate the idea. Mr.
B tells him that under the new housing

spending restraint. The proposal, therefore, provides a
vehicle for beginning to get runaway Federal spending
under control.

3. The reform produces increased corporate tax revenues
due to new corporate income resulting from corporate in-
vestment of the growing personal account savings. These
funds would also be devoted to financing the transition.

4. To the extent needed each year, excess Social Security
trust fund bonds would be sold to the public with the
funds used to ensure payment of full Social Security ben-

efits. This is what those trust fund bonds are

proposal, the present value of the personal
income transfers to his housing fund
would be 2Y, while if he just contributed
the personal income transfers necessary to
finance his current apartment, the present
value of those transfers would only be Y.
Left out of the calculation is the fact that
with the house Mr. X would own a huge

The only way to evaluate
and rank reform plans is
to weigh all of a plan's
costs against all of a

plan'’s benefits.

for. Under the current system, those bonds
are just going to be redeemed for cash from
the Federal government anyway after 2018,
until the trust fund is exhausted in 2042.

Moreover, after Social Security achieves
solvency, the surpluses produced by the
reform are sufficient to pay off this debt
sold by the public within the next

asset, after 30 years the mortgage would
be paid off, and the house is a lot nicer
than the apartment.

Any plan that involves shifting from a pay-as-you-go Social
Security system to a fully funded system like personal ac-
counts naturally involves additional up-front funding to
make the savings involved in the full funding. That is more
than offset, however, by the vast long-term benefits of the re-
form. Yet, evaluating all reforms solely by the degree of gen-
eral revenues required counts any general revenue transfers to
finance the transition to the increased savings as a cost, yet
counts none of the benefits. Such an evaluation methodology
is consequently inaccurate and heavily biased against per-
sonal account proposals.

The degree of general revenues required is not a full measure of
either a personal account plan’s costs or its benefits. It is a mea-
sure of some of a plan’s costs while taking no account of the
plan’s benefits. So it is not a valid summary statistic that can be
used to rank the alternative reform proposals.

A FurLL EvaLuaTrioN

The only way to evaluate and rank reform plans is to weigh
all of a plan’s costs against all of a plan’s benefits. The full

costs and benefits of the Progressive Personal Account Plan
have been presented in several publications. The inputs are:

1. Devote the short-term Social Security surpluses now
projected until 2018 to the reform plan.

2. Reduce the rate of growth of Federal spending by one
percentage point each year for 8 years, with the savings
devoted to the reform plan. The proposal would con-
sequently involve a Federal spending limitation mea-
sure providing for this reasonable and moderate

15 years. So the net effect of the reform
on debt held by the public is zero.

The outputs produced by the reform plan in return for
these inputs are:

*  The reform plan achieves full solvency in Social
Security by 2029, with permanent and growing
surpluses thereafter, all without any benefit cuts or
tax increases.

* Indeed, the Chief Actuary actually scored that the
permanent surpluses in Social Security thereafter
are so large the payroll tax rate can be reduced
from 12.4% down to 3.5%, with 6.4 percentage
points again going into the accounts on average.
Under the current system, the Chief Actuary has
also scored that under intermediate assumptions
the payroll tax rate would have to rise to over
20%. Bottom line: the plan involves the largest tax
cut in world history.

* At the same time, the accounts in the plan are
large enough that at standard market investment
returns they would provide workers across the
board with higher benefits than Social Security
even promises, let alone what it can pay.

* Asa result, through the large personal accounts,
not only would the long term financing crisis of
the program be eliminated without raising taxes or
cutting benefits. The reform would actually solve
the financing crisis while cutting taxes and
increasing benefits. That should not be a surprise.

That is what happened in Chile as well. That
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results because the accounts produce a large
increase in national wealth and income, through
increased savings and investment, and lower taxes.

* Inaddition, the Chief Actuary also estimated under
the reform plan that the personal wealth of working
people is increased by over $7 trillion in present value
dollars through the accounts. This would greatly
broaden the ownership of wealth, which should
appeal to both conservatives and liberals.

*  Moreover, in the process of shifting reliance to the
personal accounts, the unfunded liability of Social
Security, currently officially estimated at
$10.5 trillion, would be eliminated. This is three
times the current reported national debt. Bottom
line: this would be zhe largest reduction in effective
government debt in world history.

It is not a rebuttal to this analysis to restate any of the costs
in out-of-context constant dollar terms, or to consider the in-
puts but not the outputs. The question is whether the public
would consider the outputs to be a good tradeoff for the in-
puts. I suggest that quite transparently they would.
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