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Some analysts of Social Security reform are advancing
the notion that the cost of a Social Security reform plan
based on personal retirement accounts is shown by the
amount of general revenues that would be needed to fi-
nance the transition to the accounts. This notion is sorely
mistaken. Among other problems, this yardstick does not
count increases in Social Security payroll taxes or cuts in
future Social Security benefits as costs.

T T  P A
All personal account reform plans involve a transition-fi-
nancing burden. That is because Social Security operates
primarily on a pay-as-you-go basis, where today’s taxes
are not saved and invested to finance the future retire-
ment benefits of today’s workers. Rather, those taxes are
mostly immediately paid out to finance the benefits of re-
tirees. The benefits of tomorrow’s retirees are then to be
paid out of the taxes of tomorrow’s workers.

Under a personal account reform plan, some of the
money that would be paid into the system today to fi-
nance current benefits would instead be saved and in-
vested in personal accounts for future benefits. Therefore
some additional funds must be added to the system from
somewhere in order to continue to pay current benefits
in full, until the personal accounts begin taking over ben-
efit payment responsibilities in the future. That is the
transition-financing burden.

F  T
This transition can be financed from many possible
sources, some internal to Social Security itself, such as in-
creasing payroll taxes or cutting future promised benefits,
and some from outside the program, by providing gen-
eral revenues to the program derived from a myriad of
possible sources.

Summary: It is mistaken
to assume that the cost
of transitioning to Social
Security personal ac-
counts is based on the
amount of general
revenues that would be
needed to finance the
transition. This measure,
which excludes items
that are true costs and
includes other items that
are not true costs, is
biased against personal
accounts.
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Assuming that the amount of general revenues needed
for a personal account reform plan is an accurate and
complete measure of the costs of such a reform plan is
fallacious. That measure excludes some items that are
true costs, or financial burdens, and includes other items
that are not true costs.

For example, financing the transition by increasing pay-
roll taxes does not involve a general revenue transfer to
Social Security. Therefore, it would not be counted as a
cost if the measure of costs is the amount of general reve-
nues required by a reform plan. If a personal account
plan were financed entirely by removing the cap on tax-
able income and increasing the payroll tax rate, then un-
der the general revenue measure of costs, such a plan
would have no costs.

Similarly, financing the transition by reducing future
promised Social Security benefits also does not involve a
general revenue transfer to Social Security. So, again, any
such reduction in benefits would not be counted as a cost
if the measure of costs is the amount of general revenues
devoted to Social Security during the transition. But of
course, any such reduction in benefits would be a cost to
those losing the benefits.

On the other hand, suppose a personal account reform
plan increased economic growth and income, resulting in
increased general revenues to the government. Suppose
those increased general revenues were devoted to Social
Security to help finance the transition. This would then
be counted as part of the costs of the reform plan if the
yardstick were simply the amount of general revenues de-
voted to Social Security.

But these general revenues were generated by the re-
form plan itself. They would not exist without the re-
form. Consequently, they cannot logically be
considered part of the net cost of the reform plan.
Quite to the contrary, these additional revenues are a
benefit of the reform plan, used to offset, and hence re-
duce, the net transition-financing burden.

Another possible transition-financing source would be to
reduce the growth of non-Social Security federal spend-
ing, and devote the savings to Social Security. The Cato
Institute has touted this as a source of transition financ-
ing for many years, citing at various times potential sav-
ings from eliminating unecessary spending found in
corporate welfare, agriculture subsidies, the defense bud-
get, and many other programs.1

This funding, of course, would involve additional gen-
eral revenue transfers to Social Security, and so would
be counted as a cost if such general revenue transfers

were the simple yardstick. But counting reductions in
non-Social Security spending as a cost while not
counting reductions in Social Security spending as a
cost is transparently erroneous.

Moreover, to the extent the reductions in non-Social
Security spending involve wasteful or counterproduc-
tive federal spending, those reductions would not rep-
resent a cost. Again, quite to the contrary, these
reductions would, in fact, be another benefit of the re-
form plan, used to offset, and hence reduce, the net
transition-financing burden.

T T C  P A
As discussed at the outset, any personal account reform
plan involves a transition-financing burden, as some of
the funds that are used to pay current benefits under the
present system are saved and invested in the personal ac-
counts instead. So additional funds for Social Security
must come from somewhere to ensure the continued pay-
ment of promised benefits, until the personal accounts
start taking over benefit payment responsibilities.

For many years, Jose Pinera, William Shipman, and my-
self, as well as others, have argued that this whole transi-
tion-financing burden is actually not a cost in the true
sense of the word as a sacrifice or expenditure of re-
sources. What the transition really involves is paying for
the increased savings and investment of the fully funded
personal account system in shifting from the non-savings,
simply redistributionist, pay-as-you-go system of the cur-
rent Social Security framework. The money devoted to
the transition in a personal account system is not lost or
spent. It effectively is saved through the personal ac-
counts for future use.

In other words, what is involved in this transition from a
pay-as-you-go to a fully funded system is advance fund-
ing, not net additional or new funding. Indeed, the whole
reason for that advance funding is that over the long run
it generates higher returns that effectively reduce the cost
of the system.

Another way to see this is through the concept of the un-
funded liability of Social Security, currently officially esti-
mated at about $11 trillion. What the transition really
involves is the payoff of that unfunded liability, by re-
forming pay-as-you-go Social Security into a fully funded
personal account system of savings and investment with
no unfunded liabilities. As William Shipman has argued
quite correctly for the Cato Institute, the advance funding
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of a personal account system will over the long run re-
duce the financial burden of that unfunded liability, not
add to it.2

T C V  B
This is not to say that the transition-financing burden
of personal account reform plans is not properly con-
sidered in evaluating such plans. Since the transition
involves an increased short-term burden in order to
get increased future gains, of course that short-term
burden must be considered.

But the full net economic value of that burden must be
included, considering the transition financing from all
sources, net of additional resources for the transition pro-
duced by the reform itself. If the transition is financed in
part by increasing payroll taxes or cutting future prom-
ised Social Security benefits, that must be considered as
part of the financing burden as well. To the extent, how-
ever, that the transition is financed by additional re-
sources generated by the reform plan itself, those
resources are not part of the net transition-financing bur-
den of the reform plan. To the extent the reform can be
financed by such resources, the reform is self-financing
and does not involve an additional financial burden. As
discussed above, this total net transition-financing bur-
den is not measured by the amount of general revenue
transfers to Social Security involved in any reform plan.

Moreover, this transition-financing burden must then be
weighed against the full long-term benefits of the reform
plan. Bigger account plans naturally involve bigger net
transition-financing burdens. But they also involve much
greater long-term benefits that must be weighed in the
balance. These benefits include the following:

• If the accounts are large enough, they would
eliminate the long-term deficits of Social Secu-
rity without raising taxes or cutting future
promised benefit levels. That is because the big
accounts shift so much responsibility for pay-
ment of retirement benefits from the old pay-
as-you-go Social Security framework to the
personal accounts that the deficits are ulti-
mately eliminated through this process. This
point is established through the official scores
by the Chief Actuary of Social Security of both
the Progressive Personal Account proposal3 is-
sued by the Institute for Policy Innovation last

summer, and the legislation introduced by
Rep. Paul Ryan (R-WI) and Sen. John Sununu
(R-NH).4

• In the process of eliminating these deficits and
achieving permanent solvency for Social Secu-
rity, the unfunded liability of Social Security,
currently estimated at $11 trillion, is eliminated
as well.

• The large personal accounts generate sub-
stantial wealth and assets directly and per-
sonally owned by each worker in his or her
personal account. Under the Ryan-Sununu
bill, the Chief Actuary’s official score projects
that workers would accumulate $7 trillion in
these accounts in today’s dollars after just 15
years. This would greatly broaden the owner-
ship of wealth in our society, and sharply re-
duce the concentration of wealth.

• At standard, long-term, market investment
returns, workers paying into personal ac-
counts would receive much higher retirement
benefits. For the Ryan-Sununu bill, for exam-
ple, the net gain is estimated at two-thirds to
100 percent more.

• Once the transition to personal accounts is
completed, the payroll tax can be reduced. The
official score of the Ryan-Sununu bill projects
that the Social Security payroll tax rate can ulti-
mately be reduced from the current 12.4 per-
cent to about 4 percent, with another 6.4
percent going into the personal accounts
owned directly and individually by each worker
(which consequently is not a tax). This com-
pares to a total payroll tax rate of close to 20
percent that would ultimately be necessary to
pay all currently promised benefits under the
current Social Security framework. This long-
term tax reduction, as well as the higher bene-
fits from the personal accounts and elimination
of the long-term Social Security deficits, re-
flects the net gain from advance funding.

• The personal accounts would greatly increase
economic growth through increased saving
and investment, and through the extensive
tax relief involved in the accounts. The pro-
portion of payroll taxes workers can shift to
the accounts is effectively an immediate pay-
roll tax cut, as the money remains directly
and personally owned by each worker. The
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accounts also involve a new immediate tax-
free investment opportunity. Then there is
the long-term payroll tax reduction. All of
this adds up to new jobs, higher wages, and
more overall national income.

Using the amount of general revenue transfers to Social
Security to help finance the transition as the yardstick by
which to rank reform plans would not take into account
any of these benefits. Consequently, that yardstick is bi-
ased against personal accounts, and large personal ac-
counts in particular, as they would produce even larger
benefits that are not counted. Moreover, counting only
general revenue transfers to help finance a personal ac-
count transition as a cost of a reform plan also is biased
against personal accounts, and again large personal ac-
counts in particular which are only feasible with such
general revenue transfers.
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