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Executive Summary

One of President Bush’s most controversial campaign proposals was to let
workers place a portion of their Social Security payroll tax into a personal ac-
count. Can such accounts avoid the risk associated with the stock market?
Twenty years ago, three Texas counties opted out of Social Security and they
have never lost a dime. These counties provide a real, working model for per-
sonal accounts that are as safe as a bank.

One of President George W. Bush’s most important and controversial campaign proposals was to let
workers place a portion of their Social Security payroll tax into Personal Retirement Accounts (PRAs).
However, recent market volatility has raised questions about whether the stock market is safe enough for
this portion of people’s retirement savings.

Can we create a Personal Retirement Account option that will ensure a better return on workers’ savings
than Social Security while avoiding the risk associated with the stock market? The answer is to move
from an “IRA model” to a “banking model” — what we might call a Retirement Savings Account (RSA).

Twenty years ago, officials in Galveston County, Texas, and two other counties opted out of Social Secu-
rity. Today, workers in Galveston contribute 9.7 percentage points of their payroll tax to retirement sav-
ings. The money is loaned to a top-rated financial institution for a guaranteed interest rate. Those rates
have varied but average in the 7.5 percent to 8 percent range.

Employees bear virtually no risk; they get their interest whether the stock market goes up or down — and
they have done so for 20 years. Nor or employees making investment decisions. Professional money man-
agers do that for them. This process works much more like a bank than an investment brokerage. And,
for all intents and purposes, the money is as safe as if it were in a bank.

Upon retirement, workers can take their money in a lump sum or purchase an annuity that will pay
them a guaranteed income for life. It’s their money, so it’s their choice. And the funds become part of
their estate regardless of when they die.

In addition, the Galveston Model uses part of the payroll tax to purchase disability insurance and a life
insurance policy that pays three times a worker’s salary, between a minimum of $50,000 and a maximum
of $150,000. According to the U.S. General Accounting Office (GAO), workers in the Alternate Plan
can expect to draw significantly more disability money than those who must rely on Social Security dis-
ability benefits.

Could such a plan be a model for the country? There is nothing new about Americans giving their sav-
ings to financial institutions that guarantee them a fixed return. That is, in essence, all the three Texas
counties do. Banks and other financial institutions themselves could create a retirement package that in-
cluded life and disability insurance along with a guaranteed interest rate.

Consider the competition that would ensue from the banking model. RSAs would be large, ill-liquid
pools of money that would be extremely attractive to financial institutions, which would offer the high-
est possible interest rate and very low administrative costs to attract accounts.

Banks, insurers and other types of financial institutions operate under a government regulatory frame-
work meant to protect consumers and their money. A system of RSAs would likely operate under a
framework similar to the Federal Deposit Insurance Corporation (FDIC) program.

Unless proponents of a personal account option find a plan that addresses the “risky scheme” demagogu-
ery that will be hurled at them, they will never get to a serious debate over those accounts. Only a model
that is as safe as a bank is a viable political option.
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No Risky Scheme:
Retirement Savings Accounts that are Personal and Safe

Merrill Matthews Jr., Ph.D.

One of President George W. Bush’s most important and controversial campaign proposals was to let
workers place a portion of their Social Security payroll tax into Personal Retirement Accounts (PRAs).
That seemed to many people like a great idea when the stock market was reaching new heights. But re-
cent market volatility—the market having lost, by some estimates, about $4 trillion in value1—has
forced the public, the media and members of Congress to reconsider the wisdom of allowing workers to
invest their Social Security retirement funds in the stock market.

Nevertheless, American workers want and need to make more than the roughly 2 percent or less interest they
earn from their Social Security payroll tax contributions.2 And many are aware that Social Security is facing a
financial day of reckoning—around the year 2016, according to the 2001 Social Security
trustees report.3 The Social Security trust fund may be in good financial shape today—but it
won’t be for long.

But how are we to create a Personal Retirement Account option that will ensure a better
return on workers’ savings—thereby providing a better and more financially secure re-
tirement—while insulating account-holders from the risk often associated with the
stock market? The answer is to shift our thinking about Personal Retirement Accounts
from an “IRA model” to a “banking model,” or, to put it another way, from an “invest-
ing model” to a “savings model”—what will henceforth be referred to as a Retirement
Savings Account (RSA). Can such a model work? It already does. In fact, thousands of
Americans have had Retirement Savings Accounts based on a banking model for 20
years—and they have never lost a dime.

The Need for Social Security Reform
A recent law passed by Congress requires the Social Security Administration to mail to
most Americans a statement indicating their taxed Social Security earnings over the
years and how much they can expect to receive at retirement at their “current earnings rate.”4 However,
the letter may be misleading in that it conveys the impression that there is a pool of money set aside for
each worker’s retirement. Unfortunately, that’s just not the case.

A Pay-As-You-Go System

Social Security is based on a pay-as-you-go system. Payroll taxes paid by workers today are sent out to
cover current retirees’ benefits. According to the Social Security trustees’ “intermediate assumptions,”
both the Old Age Survivors Insurance (OASI) and the Disability Insurance (DI) programs will maintain
a surplus until the year 2016.5 That means workers will be paying in more than is paid out to current re-
tirees for approximately 15 more years. After 2016, however, the federal government will have to make
up the deficit between trust-fund income and payout. While it is true that the trust fund also holds
IOUs from the federal government, which borrowed—and spent—past trust fund surpluses, the only
way the federal government can repay those IOUs after the surplus is gone is by borrowing the money,
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printing it, raising taxes and/or redirecting dollars from other parts of the budget. Thus, those who argue
that the trust fund is solvent until 2038—the year the trustees say the IOUs for the OASDI programs
officially run out—are being disingenuous. The federal government has no real assets to pay those IOUs
when the trust fund starts needing money in 2016.

Demographic Realities

When the Social Security program was created in 1935, it was based on certain demographic facts that
are no longer true.

• People lived shorter life spans, with the average life expectancy in 1940 being only 64 years;
and there were only 9 million people over the age of 65.6

• The rate of population growth, and therefore the numberof workers, was rising, reaching
3.7 children per couple in 1957.

• The ratio of workers to retirees was high, about 42 to 1;
• And, thus the payroll tax was low—1 percent each from the employer and employee up to

$3,000 in income, for a maximum of $60 per year per employee.

Today, things are very different. By 1999 there were 31 million retired workers and
dependents drawing on Social Security, along with 6.5 million disabled workers and
7 million survivors of deceased workers.7 And the average life expectancy is cur-
rently more than 75 years and rising.8

In 1998 there were three workers per retiree; by 2025 there will be only two work-
ers per retiree.9 And workers currently pay a payroll tax of 12.4 percent of their in-
come—6.2 percent each from the employer and employee—up to $80,400, a
number that grows annually. That makes a maximum annual contribution in 2001
of just under $10,000, or about a 1,600 percent increase since the program’s
beginning.

Tax Increases in Our Future?

However, not even a $10,000 per worker maximum contribution will save the pro-
gram in the future. According to the trustees’ report, the growing deficit means
bringing Social Security into short-term actuarial balance could be achieved by ei-
ther a 13 percent reduction in benefits or a 15 percent increase in the payroll tax, or some combination
of the two.10 In order to ensure solvency for the next 75 years, a 50 percent increase would be necessary,
to 18.5 percent of payroll.11

The IRA Model
One solution to the Social Security trust fund’s financial troubles is to allow workers to “pre-fund” their
retirement needs by making contributions to a Personal Retirement Account. Indeed, many countries
have already taken a step in this direction, with positive results.12

Americans Already Invest Their Retirement Money

Currently, some 42 million Americans manage most or all of their personal retirement savings through
an IRA, or Individual Retirement Account. The law gives account holders wide discretion to invest their
money in stocks, bonds, treasury notes, CDs or other financial instruments. While most Americans
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invest those funds fairly conservatively, such as in mutual or index funds that reduce their risk, even
those funds took a financial beating over the past year.

Although the market may begin an upward trend soon, albeit at a slower pace than it rose at the end of
the 1990s, the sharp market downturn raised concerns that market volatility may make Personal Retire-
ment Accounts less politically popular.

Are Retirement Savings Accounts a “Risky Scheme”?

President Bush, most Republicans and some Democrats have called for a gradual transition from the cur-
rent pay-as-you-go Social Security system to one centered around pre-funded accounts. Although polls
show that the American public supports such a transition, recent stock market volatility has led PRA op-
ponents to call them a “risky scheme.”13 That’s because virtually all plans to shift to PRAs are based on
the IRA model which gives workers and retirees some discretion in how their retirement funds are in-
vested. [See Figure 1.]

Although some PRA proposals would allow workers and seniors to make specific decisions about which
stocks, bonds, mutual or index funds to invest in, others would restrict investment options to certain ap-
proved fund managers who would invest in broad-based index funds. But up until now, virtually all pro-
posals for shifting Social Security to a system of Personal Retirement Accounts have assumed some form
of direct market investment.

The Market Isn’t Risky, but Certain Years Are

Of course, there is nothing inherently wrong with the IRA model. Numerous econo-
mists have clearly demonstrated that stock market losses are offset by much larger gains.
14 Some years may be down, but as the U.S. economy grows, so will the stock market.
Thus any strategy that envisions market investment over a worker’s life will see signifi-
cant returns on the deposits.

However, PRA opponents have exploited the current market downturn as a way to in-
cite public fear that a system of Personal Retirement Accounts would leave the retire-
ment savings of workers and seniors vulnerable to catastrophic loss. Their efforts have led to a situation
in which PRAs based on an IRA model may be doomed politically—at least for the foreseeable future.
But is there a new model that provides good returns with virtually no risk? Yes, and it’s been around for
20 years.
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The Galveston Model
In the late 1970s, officials in Galveston County, Texas, wanted to explore the possibility of leaving the
Social Security system. Municipalities were not included in the original Social Security legislation in
1935. However, Congress passed legislation in the 1950s that let them join Social Security if they chose
to do so.

Currently, about 5 million municipal employees (including those working for state, county and city gov-
ernments and public school teachers) have their own retirement systems separate from Social Security.
However, nearly all of them are defined-benefit plans similar to Social Security—although most of them
are in much better financial shape—that pay retirees based on a promised benefit rather than on how
much the employee contributed.15

Galveston County Judge Ray Holbrook contacted Rick Gornto, who worked in insurance and retirement
planning, and asked him to devise a retirement plan that would replace Social Security. If Social Security were
only a retirement plan, then creating an alternative that would provide better retirement income would have
been fairly simple. However, Social Security is a system of social insurance that provides disability income and
survivors’ benefits. From the outset, Mr. Gornto’s goal was to create a private alternative to Social Security that
essentially mirrored Social Security’s covered areas but provided better benefits.

Employees of Galveston County believed he succeeded and in 1981 voted by a mar-
gin of 72 percent to 28 percent to leave the Social Security system and move to pre-
funded, personally owned accounts. In 1982 Matagorda and Brazoria Counties fol-
lowed suit. But in 1983 Congress removed the provision, meaning no more munici-
palities could opt out.16

Not Your Father’s Social Security

Workers in the Galveston County plan, which is referred to as the “Alternate Plan,”
pre-fund their retirement accounts.17 The money they deposit grows with interest
over their working careers. When they retire they get the money in the account, not
a monthly allotment based on some government-created formula as those who re-
ceive traditional Social Security do. If workers die before they retire, money in the account becomes part
of their estate. In addition, workers are covered with life insurance and disability insurance—similar to
Social Security, only much better.18

Currently, there are about 2,740 full-time employees participating in the Galveston Model, or Alternate
Plan. Originally, participating employees and employers contributed the same 12.4 percent of income
(6.2 percent each from the employee and employer) that other workers pay in Social Security payroll
taxes. However, over the years Galveston County has increased its contribution by about 1.5 percentage
points so that its employees will have even more in retirement savings.

Of course, no company would do that for employees who are in traditional Social Security because those
employees wouldn’t receive the additional money. For the three Texas counties, an increase in the em-
ployer contribution is equivalent to a pay raise or an increase to the employees’ pension plan.
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More Retirement Money and Better Benefits

In Galveston employees contribute 6.13 percent of their income while the county pays 7.785 percent
(though it only has to pay 6.2 percent). The combined 13.915 percent is dispersed as follows:

• Retirement Annuity 9.737%
• Survivorship Benefit 2.850%
• Long-term Disability 1.180%
• Waiver of Premium 0.148%

But while the money taken from the employee and employer is essentially the same as in Social Security,
the benefits are dramatically different.19

Retirement Annuity

Workers contribute 9.737 percent of their income toward retirement savings. The company that man-
ages the Alternate Plan, First Financial Benefits, pools the money from all of the employees and loans it
to a top-rated financial institution for a guaranteed interest rate. [See Figure 2.] Those rates have varied
from around 5 percent up to 15.5 percent, but average in the 7.5 percent to 8 percent range.20 Thus, em-
ployees bear virtually no risk; they get their interest whether the stock market goes up or down—and they
have done so for 20 years. Nor are employees making investment decisions. Professional money managers
do that for them. This process works much more like a bank than an investment brokerage. And, for all
intents and purposes, the money is as safe as if it were in a bank.
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Even so, the Alternate Plan has proven to be very rewarding financially. As Chart 1 shows, even if em-
ployees’ deposits only grow at 5 percent (most years they have had higher interest rates), they can expect
to get about twice as much in retirement as they could expect from Social Security, according to First
Financial:

• A low-income worker ($17,124) retiring at age 62 could expect to receive about $547 per
month from Social Security versus $1,035 per month from the Alternate Plan. Someone
retiring at age 65 would get $782 per month from Social Security, but $1,285 from the
Alternate Plan.

• A middle-income worker ($25,596) retiring at 65 can expect $1,007 a month from Social
Security, or $1,920 from the Alternate Plan.

• And the high-income worker ($51,263) at 65 will get $1,540 from Social Security versus
$3,846.21

Upon retirement, workers can take their money in a lump sum or purchase a variety of annuities that
will pay them a guaranteed income for life.22 It’s their money, so it’s their choice.

Moreover, since the accounts and the funds therein actually belong to the employees, they become part
of their estate regardless of when they die. Workers in traditional Social Security who die before retire-
ment lose virtually all of their contributions.

Survivorship Benefit

Upon death, Social Security pays a surviving spouse a one-time death benefit of $255. The Galveston
Model includes a life insurance policy that pays three times a worker’s salary, between a minimum of
$50,000 and a maximum of $150,000—and the policy pays double if the worker dies accidentally. The
insurance payout declines after retirement, but the plan still pays more than most survivors would get
under Social Security.

By contrast, Social Security will pay survivors’ benefits under specific conditions such as a spouse who
only qualified for Social Security by virtue of being married to a deceased worker, and then only after
60 years of age. But the spouse must remain unmarried to qualify.
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Under which plan, Galveston or Social Security, will survivors do better? That depends.

Consider, for example, a 40-year-old married male with two children, both age 10, who worked for the
county since he was 22. The family of a $30,000/year employee who died at 40 could expect to receive a
death benefit or $60,000 (three times his salary) and his account balance of approximately $57,285, ac-
cording to First Financial Benefits. Were that money combined and placed in an 8-year annuity (paying
until the children reached age 18, as under Social Security), the family could expect to receive about
$2,162 per month. According to the Social Security Administration, the average monthly survivorship
benefit for a widow/widower with two children is $1,696 per month.

However, the family of a low-income worker who had not been with the county very long and with very
young children would likely do better under Social Security.

Long-Term Disability

Workers who have participated for 20 quarters (i.e., a total of five years) in the traditional Social Security
system and become disabled are allowed to draw disability benefits until they return to work or reach re-
tirement age.23

By contrast, a worker under the Alternate Plan is eligible for disability benefits the first
day on the job (though workers under both plans have to wait 180 days after becoming
disabled to receive benefits).24

Moreover, according to the General Accounting Office (GAO), workers in the Alter-
nate Plan can expect to draw significantly more money than those who must rely on
Social Security disability benefits. Under the Alternate Plan, workers will receive 60 per-
cent of their salary up to a maximum of $5,000 a month until they return to work or
turn age 65. According to the GAO:25

• A 21-year-old, low-income disabled worker on Social Security would get no
disability benefits, while a worker in the Alternate Plan would get $829 a month.
A 36-year-old low-income disabled worker would get $788 from Social Security
versus $1,346 from the Alternate Plan. And a 61-year-old could expect $1,013 a
month from Social Security as opposed to $2,106 under the Alternate Plan.

• A 21-year-old, high-income disabled worker on Social Security would get no
disability benefits, while a worker in the Alternate Plan would get $2,479 a month. A 36-year-
old high-income disabled worker would get $1,459 from Social Security versus $4,030 from
the Alternate Plan. And a 61-year-old could expect $1,869 a month from Social Security as
opposed to $5,000 under the Alternate Plan. [See Chart 2.]

In addition to receiving more income, disabled workers in the Alternate Plan can use the money in their
retirement accounts if needed. Social Security has no equivalent benefit.

But wouldn’t drawing down the cash in the account leave a disabled worker broke at retirement? Cre-
ators of the Galveston Model figured out a way to address that problem.

Waiver of Premium

For those who become disabled and cannot contribute to their accounts, the Alternate Plan includes a
waiver-of-premium insurance policy that picks up employees’ deposits to their retirement accounts.
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Is Everyone Better Off in the Alternate Plan?

Rick Gornto’s goal in devising the Alternate Plan was to create a program that substantially matched
what Social Security covered, while providing better benefits. Although some differences remain, he
achieved that goal.

Is everyone better off in the Alternate Plan than in Social Security? Not necessarily. Certain people in
certain circumstances might be better off in the current Social Security system.26 For
example, Social Security provides a lifetime annuity to a surviving spouse after age
60 or until children reach the age of 16.27 By contrast, the beneficiary (a spouse
and/or children) of someone in the Alternate Plan can take a lump-sum distribution
of the account or purchase an annuity, essentially mirroring Social Security’s
monthly payments. Under certain circumstances—such as living a very long time—
it is possible that a surviving spouse would get more money under Social Security.

In other words, critics of Retirement Savings Accounts will doubtless be able to
contrive scenarios in which an individual would be better off in traditional Social
Security, in part because of the various qualifications and restrictions that are part of
both plans. But in the vast majority of circumstances people will be markedly better
off under the Alternate Plan than under Social Security.

The Need to Protect Savings against Risk
Critics of Personal Retirement Accounts constantly raise the accusation that letting people manage their
retirement savings would be a “risky scheme.” They imply that people would be “day-trading” with their
retirement savings, investing them in high-risk stocks or relying on rumors in hopes of huge gains.

While there are some people who would do that if given the option, virtually no serious IRA model re-
form proposal would give account holders that degree of freedom. More likely, workers would be re-
stricted to approved index funds or fund managers.
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In fact, there is a growing concern that many Americans managing their own 401(k) retirement funds
may be getting sub-optimal returns not because they are too aggressive, but because they allocate their
assets too conservatively.28 There are countless investment options and strategies. Knowing when and
how much to invest are not easy decisions, which means there is lots of room for bad decisions. To the
extent that untrained workers and retirees control asset allocation in their personal accounts, they could
well see their accounts decline instead of increase.

Is there a solution to avoiding this risk? Yes. One way is to make sure that PRA funds go into broad-
based index funds that grow—and occasionally shrink—with the economy. Another way is to set aside
the “investment model” that envisions direct market investment and shift to a “banking model” that
functions more like a savings account—hence, a Retirement Savings Account rather than a Personal Re-
tirement Account.

The Banking Model
The three Texas counties that have had Retirement Savings Accounts for 20 years have a successful retire-
ment program based on a banking model rather than an investment model. As Figure 3 shows, workers
are not required to make decisions about where to invest their funds; that decision is made by profes-
sional money managers. And because the financial institution that borrows the money guarantees a min-
imum return, workers don’t lose money when the stock market goes down. If the market slides, the
financial institution bears the loss, not the employees.

Can the Galveston Model, which has provided near-market returns for 20 years, be adapted to a national
plan? The answer is yes.

Let Banks Be Banks

There is nothing new about Americans entrusting their savings to financial institutions that guarantee
them a fixed return. That is, in essence, what the three Texas counties do, relying on First Financial
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Benefits to act as a middleman to bring together all the necessary ingredients: life and disability insur-
ance and the highest available interest rate.

However, if the Galveston Model were expanded nationwide, some elements of the model would no lon-
ger be necessary. For example, there would be no need for an intermediary to bring together all the ele-
ments. Banks and other financial institutions themselves could create a retirement package that included
life and disability insurance, along with a guaranteed interest rate. Instead of using a financial manager to
pool the funds, individuals could take their money directly to the financial institution of their choice.

Let Other Financial Institutions Be Banks

Although the Galveston Model is a banking model, that doesn’t mean that banks should be the only fi-
nancial institutions allowed to participate. Insurance companies, brokerages and investment firms also
should be included. Any financial entity that meets certain federal government standards should have the
opportunity to compete for workers’ and retirees’ RSAs.

Near-Market Rates of Return

The stock market exploded in the late 1990s, but that was not the normal pat-
tern. Between 1950 and 1995, the average annual return on the stock market
was 12.42 percent and 4.14 percent for bonds.29 Between 1900 and 1995, it
was 13 percent for stocks and 11.34 percent for bonds.30 RSAs will not get that
type of return, but in a competitive environment they might get relatively close.
The Alternate Plan has often negotiated 8 percent or more—very high consid-
ering there is almost no risk of participants losing their principal.

Let the Competition Begin

Consider the competition that would ensue from the banking model. RSAs would
be large, illiquid pools of money—several hundreds of thousands of dollars for
older workers—that would be extremely attractive to financial institutions. Partici-
pating institutions should be allowed to attract new accounts by offering the highest
interest rate possible—and those that are most efficient and successful at managing
their funds would likely offer the highest interest rates. While account holders
would not be able to withdraw portions of their funds, they should be allowed to
move them to another financial institution.31 And, of course, financial institutions
should be allowed to offer higher interest rates in return for a guarantee to leave the
funds with the institution for a specified period of time.

Administrative costs imposed on RSAs under this approach would be minimal and would likely be ab-
sorbed by the financial institution, just as there are no fees on most checking accounts that maintain a
minimum balance. Banks are willing to waive those fees in order to have the money in the bank. That
would be even more true with RSAs.

What Would Be the Role of Government?

The federal government would likely play a regulatory role in RSAs just as it does with banks. That role
should include setting basic minimums on insurance coverage. It might also set certain institutional min-
imums such as reserve requirements, and it might require certain accounting standards and other
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process-oriented minimums. Finally, the government would likely have to guarantee deposits, just as it
does for banks through the Federal Deposit Insurance Corporation (FDIC).

But the federal and state governments already handle these functions today with banks and savings and
loans. Those regulations might have to be tweaked to fit RSAs. But the point is our economy and finan-
cial institutions have a long history of successfully addressing these concerns.

However, while the government may need to set minimums, it should not set maximums. Interest rates
and insurance coverage should be allowed to go as high as the market and efficient financial institutions
can provide.

Why a Banking Model Addresses Concerns about RSAs
Critics of Personal Retirement Accounts based on an IRA model have raised a number of concerns over
the years. Some of those concerns are valid, others aren’t. However, Retirement Savings Accounts based
on a banking model would satisfy almost all of the objections.

It Is Not a “Risky Scheme”

Critics of PRAs paint a picture of daytraders “gambling” with their retirement savings. Although that
concern has always been overblown, it is true that under some IRA model proposals people would be
making some allocation decisions. It is also true that the vast majority of Americans are relatively unso-
phisticated investors and are reluctant to take the time to learn more about it.

More importantly, a shift from traditional Social Security to RSAs should not force people who have nei-
ther the desire nor the skills to become investors. By moving from an investing model
to a savings model, we remove that problem. People would decide where to put their
money, but professional money managers would handle all investments.

Administrative Costs Would Be Low

The debate over the cost of administering PRAs has also been extensive. According to
Social Security’s trustees, the cost of administering the OASI program was 0.6 percent
of total expenditures, while DI’s administrative cost was 2.9 percent of expenditures.32

Critics have claimed that private-sector administrative cost would be much higher—a
notion that has been aggressively challenged by PRA supporters.33

However, in most cases banks internalize administrative costs rather than pass them on
to the consumer. Banks make their money on the spread between what they pay on a
deposit and what they can make investing that money, and in most cases they cover their administrative
costs out of that spread. That approach would likely apply to RSAs based on a banking model.

Accounts Would Spur Competition to Provide the Highest Guaranteed Interest Rate

Since banks offer fairly low interest rates on CDs and other “safe” investments—about 3 to 3.5 per-
cent—wouldn’t that rate be too low to provide the kind of growth future retirees need?34

That’s why it is necessary for financial institutions other than banks to participate. First Financial Bene-
fits has successfully secured much higher interest rates for Alternate Plan participants than one would ex-
pect from a CD by letting companies compete for the money. Financial institutions want large pools of
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illiquid money, and they would have an incentive to bid up the interest rates as high as possible to get
that money.

In fact, that shift is already occurring. The New York Times recently reported that banks are becoming
more competitive. “Banks, after years of neglecting small savers, are trying a number of gimmicks to win
back such customers. Some are offering free checking or higher rates on money market accounts. Others
are pushing more convenient hours and better service.”35 It should be noted that of-
fering “higher rates” is not a gimmick as the Times states, but if banks are willing to
compete for small savers, think what they will do for RSAs.

Furthermore, although the banking model as presented here envisions financial in-
stitutions trying to lure individual account holders, nothing should prohibit an em-
ployer or financial planner from working with financial institutions to create larger
pools of people—such as members of a credit union, association or fraternal organi-
zation—which might spur even better interest rates.

It Would Increase the Savings Rate

We frequently hear laments of how little Americans save. For example, according to
a recent report, the U.S. savings rate went in the negative range (-0.1 percent) for the first time since
1933.36 It was at its highest in 1945, when it was 20.6 percent.37

In a sense those concerns are disingenuous since the government is taking 12.4 percent of workers’
earnings to provide a minimal level of retirement income. But that money isn’t considered “savings”
since Social Security is a social insurance program, not a savings account. However, if that payroll
tax were deposited in a savings account that actually belonged to the worker, it would then be part
of the savings rate. More importantly, these savings would be “real” savings—real wealth accumula-
tion, not a promised government entitlement.

Accounts Would Be Personal Property

Because Social Security is a social insurance program rather than an investment or savings account, peo-
ple have no private-property right in the account, according to the U.S. Supreme Court.38 Although it
would be politically difficult to do, Congress could eliminate benefits or cancel the
program altogether.

RSAs, by contrast, would belong to each worker and retiree. Workers would have a
private-property right in the account and no one could take it from them without
due process of law.

Unspent Balances Would Pass to Heirs

Because workers would have a private-property right in their accounts, unspent bal-
ances would become part of their estate at death. The importance of this point can-
not be overstated. Although Social Security provides survivorship benefits under
specific conditions, in most cases workers who die before the age of 65 get virtually
nothing from their lifetime of continuous contributions. A number of studies have
demonstrated that this provision adversely affects groups that tend to have shorter life spans, such as
black and Hispanic males.39 Regardless of when a worker or retiree dies under the Alternate Plan, any
balance in the RSA goes to the heirs.

No Risky Scheme: Ret i rement Savings Account s that are Per sonal and Safe12

These savings
would be “real”
savings—real

wealth accumula-
tion, not a prom-
ised government

entitlement.

Workers would
have a private-

property right in
the account and

no one could
take it from them

without due pro-
cess of law.



Plan Would Include Life and Disability Insurance

Most proposals for personal accounts do not include a life or disability insurance provision. They would
only allow people to set aside a portion—in most cases, a relatively small portion—of their payroll tax.
While these accounts would surely help workers set more money aside for retirement, they are not an al-
ternative to Social Security because they don’t match the benefits. In effect, these accounts are an add-on
to the Social Security program, not a substitution for it.

When Rick Gornto created the Alternate Plan, he thought it should mirror the Social Security program,
only with more generous benefits. Any proposal to create RSAs on a national scale should do the same,
which is why an RSA based on a banking model is the best approach. Financial institutions such as Pru-
dential, Fidelity, Merrill Lynch and Bank of America might well go into partnerships with New York Life
or Mutual of Omaha in order to create a package product that mirrors the Social Security program.40

Participation Would Be Optional

When Galveston County employees voted to leave Social Security, they had to leave as a
group. However, under a nationwide program participation should be optional. Those
who want to remain in traditional Social Security should be allowed to stay.

No Penalty for Early Retirement

In 2000, Congress took an important step for both seniors and the economy: it voted
unanimously, in both the House and Senate, to end the Social Security earnings limit
for seniors age 65 and older. The earnings limit penalizes retirees who earn more in-
come than the government allows by withholding a portion of their Social Security
benefits.

However, workers age 62 through 64 who decide to take early retirement are still penal-
ized with an earnings limit tax that is even more onerous than the one Congress elimi-
nated. Early retirees who continue to work will have their Social Security benefits
reduced $1 for every $2 they make above the $10,680 limit in 2001—an effective 50
percent marginal tax rate.41

Because Social Security is a pay-as-you-go program, the timing of a worker’s retirement
is not only a personal decision but a political issue: retirement incurs an economic lia-
bility on the rest of society, which must provide the promised benefits.

Under a system of RSAs, by contrast, workers would be free to retire whenever they choose—or when
they are forced to do so by an employer who pushes them into early retirement—without being penal-
ized. If retirees fund their retirement from their own accounts, who cares when people retire?

Participating Financial Institutions Would Have Federal Backing and Oversight

Banks, insurers and other types of financial institutions operate under a government regulatory frame-
work meant to protect consumers and their money. A system of RSAs would likely operate under a simi-
lar framework. For example, the federal government requires banks to purchase insurance from the
FDIC to cover depositors’ losses in case of a bank failure. A similar type of guarantee, either through the
FDIC or another organization, would be both politically and economically necessary for those shifting
to RSAs.
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Addressing the Transition Costs
One of the most important questions facing Social Security reform is the cost of transitioning from a
pay-as-you-go system to a pre-funded system. Projecting that cost is extremely difficult because it de-
pends on how many people switch to RSAs and the conditions under which they switch.

Transition costs weren’t a factor for the three Texas counties; they just switched. Those who had paid
into Social Security would get part of those benefits, along with their RSA balances. But transition costs
are a common denominator of any pre-funded account, not just a banking model. While this paper takes
no position on how the transition should be funded, it is clear that once an RSA approach has been de-
termined, we will have to have a healthy public policy debate on the best way to pay for the transition.

Wait Now, Pay Later

Several things can be said about transition costs with some certainty. First, the cost of transition only
grows the longer we wait. If it will be costly today, it will be even more costly tomorrow. Nothing is
gained economically by waiting.

Second, both the Social Security trust fund and general revenues are facing surpluses for the next several
years. That opens a window of opportunity to begin the transition to RSAs and to fund the transition
costs with either the Social Security surplus or general revenues.

The Surplus for Us

Will the surplus be enough to fund the transition costs? Perhaps, but it depends on
several factors. For example, under legislation proposed by Rep. Pete Sessions (R-
Texas), those who chose to shift to RSAs would give up 20 percent of their claim to
benefits due them for each year they are in the private system. Thus, in five years an
RSA holder would have no further claim on payroll taxes already paid into Social
Security. According to the number of people choosing RSAs under that proposal, it
could have a significant impact on Social Security’s future obligations.

One for You; Two for Them

Another question is whether people who switch to RSAs would continue to pay into the traditional sys-
tem. Previous proposals by Sen. Phil Gramm (R-Texas) and former Rep. Bill Archer (R-Texas) allowed
people to place only 2 or 3 percentage points of their payroll tax into RSAs. Thus, about 9 to 10 per-
centage points would still go to fund traditional Social Security, including the disability and survivorship
provisions of the program.

Two for You; One for Them

Were the Galveston Model expanded nationwide, most of the payroll tax should go to the employees’
RSAs, especially since both the disability and life insurance provisions would be funded out of the work-
ers’ contributions.

One way to address the problem of transition costs is to vary the Social Security contributions of those
who opt out of the system. For example, those just entering the workforce might be required to put sev-
eral percentage points—say, 5 percentage points—into the old system to help keep it solvent for future
retirees. Those in early middle age—say, 35 to 45 years of age—could be required to contribute perhaps
2 or 3 percentage points. And a middle-age worker opting for RSAs might not be required to contribute
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anything to maintaining the current Social Security system—especially if they give up their claim on pre-
vious deposits as discussed above. A recent study by economists Martin Feldstein and Elena Ranguelova
found that given a 5.5 percent rate of return, only 3.1 percent of payroll would be needed to fund the
“benchmark” benefits (i.e., equivalent to the current system).42

All of these factors will play a role in who would switch to RSAs and who would remain. It is possible,
depending on the legislation and how people react to it, that the surplus will fund the transition. But
even if it doesn’t or can’t, Congress should commit itself to funding whatever is necessary to make the
transition work—even if that means borrowing the money to meet the shortfall.43

Conclusion
For several years the debate over reforming Social Security has centered on an IRA model, in which peo-
ple’s contributions rise or fall with the stock market—or even individual stocks. That model works in
other countries and it can work here. However, stock market volatility and political posturing may make
that option politically impossible.

Fortunately, there is an alternative. Thousands of Texans have had Retirement Savings Accounts for
20 years and never lost a dime. Today, they are retiring with thousands of dollars more than they would
have had had they remained in Social Security all of their working lives.

Can RSAs work? They already do. We have a model with an excellent track record. It is time to stop
looking at those three Texas counties with envy, and look at them as a model for no-risk Retirement Sav-
ings Accounts for every American.
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