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I EXECUTIVE SUMMARY

Escalating federal spending presents a real and present danger to the fis-
cal health of the nation. The solution to bringing congressional budgeting
back under control is personal retirement accounts. They would provide
a built-in mechanism to control federal spending, pay off the national
debt, eliminate the long-run unfunded liability of Social Security, keep
the trust funds perpetually solvent, and boost economic growth.

The congressional budgeting process is dysfunctional. The two characteristics of real budgeting are
absent: binding budget constraints and enforceable spending priorities. As a consequence, federal
spending is projected to consume nearly a third of the nation's output at mid-century.

The big idea to remedy the situation is to allow workers to invest a large portion of their Social Se-
curity contributions in personal retirement accounts.

Personal accounts are typically presented in the context of the financial security they would bring
to America's workers during their retirement. But an additional benefit would be that fiscal disci-
pline would finally come to the U.S. Congress.

Large accounts would provide a built-in mechanism to control federal spending, pay off the na-
tional debt, eliminate the long-run unfunded liability of Social Security, keep the trust funds per-
petually solvent, and boost economic growth.

Four main principles would guide the design of personal-accounts legislation: make personal re-
tirement accounts large enough-at least half the payroll tax (6.2 percentage points); no future ben-
efit cuts; no tax increases; and finance the transition through federal spending-growth restraint,
federal borrowing and the increased tax revenues produced by the higher economic output that
such accounts and additional tax reform would produce.

The only extant legislative proposal that meets these principles is the "Social Security Personal Sav-
ings and Prosperity Act of 2004" recently introduced by Congressman Paul Ryan (R-WS) and Sen-
ator John Sununu (R-NH), which is patterned after the "Progressive Proposal for Social Security
Personal Accounts” plan described in IPI Policy Report # 176 (PPAP). The Chief Actuary of the
Social Security Administration has scored the PPAP proposal as "actuarially sound" based on the
assumptions that federal spending growth is limited sufficiently and that increased national saving
will generate additional tax revenue earmarked to finance the transition.

The proposal's spending growth speed limit would lower the growth path of overall federal spending by
slowing its long-run growth rate about 1.5 percentage points a year from what CBO currently projects.
Over the long term, surpluses would emerge and all of the transition debt would be paid off so that the
net decrease in government consumption is twice the amount of transition borrowing.

If Congress failed to reduce other federal spending growth sufficiently to compensate for the gen-
eral-fund transfer to Social Security, it would be forced to enact a tax increase or deficit spend. Every
worker in America would have an incentive to pressure Congress to reduce spending growth because
every dollar of reduced federal spending would go directly into their personal retirement accounts.
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REDUCING GOVERNMENT CONSUMPTION,

INCREASING PERSONAL WEALTH
Limiting Federal Spending Growth Through Large Personal
Retirement Accounts

By Dr. Lawrence A. Hunter

INTRODUCTION

It could probably be shown by facts and figures that there is no distinctly
American criminal class except Congress. — Mark Twain

Ancient Rome declined because it had a Senate; now what’s going to
happen to us with both a Senate and a House? — Will Rogers

A BREAKDOWN OF BUDGET DISCIPLINE

The U.S. Congress has always been the butt of jokes, from Mark Twain to Jay Leno. Today, however,
the stakes have risen enormously, and irresponsible behavior that used to be merely humorous has
become dangerous. What once could be passed off as simply shenanigans on Capitol Hill now ap-
proaches the level of fiscal obscenity in the Halls of Congress.

The irresponsibility is both bipartisan and bicameral, with members of Congress indiscriminately
dipping into the public purse to purchase the affections of special interest groups galore.

As a result, Congress no longer makes a pretense at budgeting, if it ever
did. But now the stakes are enormous, and congressional dalliance has
become a real and present fiscal danger to the nation. What passes for o
congressional budgeting is a “budget process” so complex, so convoluted, the tWO_ Chamde_nsncs of real
and so dysfunctional, that no one including most Members of Congress budgeting: binding budget

knows what is going on. Institutional control over spending is absent. constraints and enforceable
spending priorities.

Congressional budgeting lacks

Congressional “budgeting” lacks the two characteristics of real budgeting:
binding budget constraints and enforceable spending priorities.

A real budget constraint is given objectively by one’s income. Congress effectively considers its only
budget constraint to be the entire GDP of the country, which is to say it does not face an effective
budget constraint because there is no operational and meaningful codified line between complete
tax serfdom and responsible government.'

Setting and enforcing priorities means not only establishing a well-ordered ranking of expenditure
items from the most to the least important, but also a concomitant set of financial controls and
procedures that ensures payment of top priorities (such as debt obligations, unfunded pension ob-
ligations, defense and public safety), first leaving all other needs, wants and desires to be paid out
of what’s left. Congress neither sets priorities, nor spends money in a prioritized manner.

The Congressional Budget Office (CBO) recently published a long-range outlook for the federal
budget that makes it clear congressional budgeting (an oxymoron to begin with) has completely
broken down. After falling below 18.5 percent of GDP and being on a downward trajectory, spend-
ing has now risen back above 20 percent of GDP and is on an upward trajectory. Unless Congress
does something to regain control over unbridled spending growth, CBO projects federal spending
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will gobble up an additional 5 percent of GDP by the end of the third decade of this century and
just about a third of the nation’s output at mid-century.’

Driving much of that projection is the $11 trillion unfunded Social Security liability. As the Social Secu-
rity actuaries observed in last year’s Trustee’s Report, projected payroll tax income will begin to fall short
of outlays in 2018, and will finance only 73 percent of scheduled annual benefits by 2043.’

It does not have to be this way. The solution: personal retirement accounts.

Much has been written about the financial security that such accounts would bring to America’s
workers. This is certainly true, as detailed below. But instituting a system of personal accounts
would produce so many more benefits for the country as a whole. Namely, budget discipline would
finally come to the U.S. Congress.

If workers were immediately allowed to invest at least half of their Social Security contributions in
real assets, not only would Congress regain control of the federal budget. The next 14 years would
provide time to begin generating sufficient wealth eventually to cover the entire unfunded Social
Security liability — not just 73 percent of it — without tax increases or benefits cuts. And it would
involve minimal additional federal borrowing, and no draconian cuts to federal spending.

Some Washington insiders such as Federal Reserve Chairman

Alan Greenspan believe we have passed the point of no return, ar- Social Security's Crisis oﬁers
guing that any Social Security reform must entail future benefit Congress a golden opportunity
cuts.’ To the contrary, just because Social Security in its current both to fix the nation’s retirement
form cannot delivel" on its p'romises floes- not mean ﬂ‘.le}‘f are ex- system an dto begm fixing its
travagant or unrealistic. Social Security, like all socialistic schemes, own budget process.

results in social insecurity and a lower standard of living than
would be possible through private enterprise.

If government required people to pre-fund their own retirement by saving in personal retirement
accounts, benefits would exceed those promises, thanks to the rate of return possible in the private
marketplace.” The problem is that Social Security does not work, not that the benefits it promises
are too high.

Contrary to Mr. Greenspan, Social Security’s current actuarial inadequacy does not imply that the
program “cannot afford” to pay the future benefits. It merely illustrates the inherent contradiction
of asking one generation to forego saving for its own retirement in order to fund through taxes the
older generations’ retirement. The dependency is perpetuated generation after generation.

MAKING PERSONAL ACCOUNTS A PRIORITY

Social Security’s crisis offers Congress a golden opportunity both to fix the nation’s retirement sys-
tem and to begin fixing its own budget process. Each worker should be allowed to redirect at least
half the payroll tax (6.2 percent of the current 12.4 percent payroll tax) into a personal retirement

account. The transition would be funded through the higher returns those accounts will generate,

by reasonable restraint in the growth of federal spending, and by prudent federal borrowing.

The key to the above is for Congress to:

1.  Immediately enact a law requiring federal spending growth to be 1 percentage point lower
than projected each year for about eight years, unless both Houses of Congress vote by a
substantial (say two-thirds) supermajority to allow spending growth to exceed the limit, as-
suming spending otherwise would remain at CBO’s 10-year baseline-20 percent of GDP;
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2. Enorce the spending growth limitation by automatically appropriating funds to the Social
Security Administration at the beginning of each fiscal year in an amount equal to the sum
to be saved as provided for in #1 above; and

3. Seta truly binding long-run budget constraint to prevent future spending growth from driv-
ing federal spending above a fixed percentage of GDP, unless a supermajority (e.g.,
two-thirds) of each house of Congress votes specifically to do so.

In this way, Congress would require itself to pay its bills the same way millions of families and
tirms do so every month: priorities are set and paid for first, while everything is paid out of what’s
left. Borrowing to meet capital needs, such as providing transition funding to rebuild the nation’s
retirement system, is a perfectly sound financial management tool but it must be planned in ad-
vance and built into the budget.

Making good on the unfunded Social Security liability must be one of the nation’s top priorities. So each
tiscal year, Congress should pay Social Security transition costs first out of the general fund before dis-
bursing funds for anything else. That way, the money committed to pay for the transition to personal
accounts will be paid up front at the beginning of each fiscal year, and the Congress will have the rest of
the year to figure out how to live within the country’s means. It’s called “budgeting”

This report sketches out how a spending-limitation budgeting process would work using the Pro-

gressive Personal Accounts Plan (PPAP) as a template for reform.’

Making good on the
unfunded Social Security
liability must be one of the

To be sure, it is not being suggested that the entire cost of fixing the nation’s retire-
ment system be paid for by reducing other federal spending. Combined with rela-
tively modest reforms in the way work, saving, investment, and entrepreneurial w © oK
risk-taking are taxed, personal accounts would generate substantial new saving nation s top priorifies.
and investment and, consequently, a rise in federal revenues.’ The very creation of

large personal retirement accounts will spur higher employment by reducing the cost of labor, and

therefore generate more production. With reasonable spending restraint and sensible tax reforms, sup-
plemental federal borrowing can be minimized and in fact paid back before mid-century.

Draconian cuts in federal outlays will not be necessary. In absolute terms, federal spending levels
will continue to rise. All that is necessary is to lower the growth path of overall federal spending
by slowing its growth rate about 1.5 percentage points a year from what CBO currently projects.
By 2030, spending as a share of GDP would decline about four percent to 23.5 percent from the
24.5 percent that CBO projects if current trends continue. By 2050, overall federal spending need
be only four-percent-of-GDP smaller than the 33 percent CBO currently projects under current
trends (although, clearly, it would be more desirable economically if spending growth were re-
strained more). In other words, the amount of spending limitation required to help transform So-
cial Security is only a beginning.

By itself, the spending limitation required to help finance the transition to personal retirement ac-
counts will not cure Congress of its spending addiction. It will, however, provide a framework for
extending the spending limitation mechanism to help transform other tax-and-transfer federal
entitlements such as Medicare and in the process, one hopes, create a more disciplined congressio-
nal budgeting process.

Personal accounts not only would lead to real retirement security for the nation’s workers. They would
result in stronger economic growth, and provide a built-in mechanism for spending growth restraint. All
workers would have a strong financial interest in pressuring Congress to be fiscally responsible, since
every dollar of reduced spending would go directly into their personal retirement accounts.
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IAVERTING REFORM IN THE NAME OF THE DEFICIT

Def" — A euphemism is a word or phrase that is used in place of a disagreeable or offensive term.
When a phrase becomes a euphemism, its literal meaning is often pushed aside. In linguistics, the
process of coining euphemisms is called taboo deformation. Euphemisms are also used to hide
unpleasant ideas, even when the term for them is not necessarily offensive. This kind of euphemism is
used extensively in the fields of public relations and politics.

—from Wikipedia Encyclopedia

Lies, DAMN LiEs, AND POLITICAL EUPHEMISMS

During the late 1990s the governing tension between a Democratic President and a Republican
Congress brought the nation to the threshold of long-term budget surpluses at a record-high tax
burden and a reduced level of spending not seen since the mid-1960s. With the election of 2000,
that tension was relieved as Republicans assumed sole command of the elective branches of the
federal government.

In fiscal terms, as the United States entered the 21st century it was as if There is an almost

the nation had returned to the years following World War II, before the uniform opinion among
Great Society explosion in government. Welfare reform had been en- economists, policy makers
acted during the Clinton years, and the nation avoided a new extension and the geneml public

of the welfare state by rejecting nationalized health care. As President that a persistent national
Clinton left office, the nation stood at important crossroads. debt is harmful fo

Would Republicans continue to restrain spending growth and choose economic health.

smaller, less intrusive government? Would they use Uncle Sam’s fiscal

strength and borrowing power to achieve additional policy reforms, such as overhauling the eco-
nomically harmful tax code and transforming Social Security? Or would the GOP opt for bigger,
more intrusive government and greater dependency on the state?

It also was to be seen whether both political parties would use the political euphemisms of “fair-
ness” (read: redistribution), “need” (read: spending), “fiscal discipline” and “deficit control” (read:
tax increases) to perpetuate a heavy and rising tax burden and an ever-growing welfare state.

SURPLUS REPRISE

Concerned about the misdirected debate taking place over budget surpluses and the national debt,
and recognizing the coming fierce political battle over the surpluses, this author and co-author Ste-
ven Conover published a July 2001 report for IPI that attempted to debunk the “Washington Con-
sensus” over surpluses and the national debt:

However, as a matter of
economic and historical
fact, the opposite is true.

There is an almost uniform opinion among economists, policy
makers and the general public that a persistent national debt is
harmful to economic health. However, as a matter of economic
and historical fact, the opposite is true. Modest deficits and pru-
dent levels of government borrowing are nothing to fear because when incurred
judiciously and used productively they can benefit-if not bless-a nation.

The practical result of this bipartisan consensus is political stalemate, in which Democrats use
budget surpluses to block tax cuts, while Republicans use them to block spending increases.”

The political stalemate resulted in what the authors characterized as the “Battle of the Wedge,” il-
lustrated in Figure 1 and presented in the previous IPI study.
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THE WASHINGTON STALEMATE:
TAx BURDEN KEPT HIGH AND SPENDING REDUCED TO RETIRE THE NATIONAL DEBT
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The “surplus wedge” in Figure 1, defined by CBO’s budget baselines, depicted the political battle-
tield over which the two stalemated forces would contend. But then, just as occurred during the af-
termath of the 1981-82 recession (and the 1981 Reagan tax cuts), the surpluses projected prior to
the 2001 recession (during which the Bush tax cuts were enacted) evaporated and now are not
forecasted to emerge until well into the future, and then only temporarily. Figure 2 updates Fig-
ure 1 and superimposes the original surplus wedge on it for comparison.

The original surplus wedge has now been replaced by a deficit wedge as spending has risen almost
completely to the level of previous revenue projections while revenues have been knocked down
temporarily by recession and short-run effects of the Bush tax rate reductions. Figure 2 illustrates
how the incredible revenue machine called the federal income tax will gradually drive revenues
back up to converge with higher projected spending around 2011 if the Bush tax cuts are allowed
to expire as provided for in current law. Thus the potent interaction of that revenue machine with
special-interest politics ratchets the size of government ever larger.

BRI SPENDING Is WINNING THE “BATTLE OF THE WEDGE”

22
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I COMBINATION OF SPENDING RESTRAINT AND MAKING BusH Tax CuTs
PERMANENT BRING BUDGET INTO SURPLUS IN 2014

Azc(;(l)l;l 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014
BASELINE REVENUES ($ BILLIONS) 1,782 1,817 2,049 2,256 2,385 2,506 2,644 2,786 3,036 3,272 3,441 3,629
% GDP 16.5% 15.8% 16.9% 17.8% 18.0% 18.1% 18.2% 18.3% 19.1% 19.8% 19.9% 20.1%
BASELINE OUTLAYS ($BILLIONS) 2,158 2,294 2411 2,525 2,652 2,783 2,912 3,047 3,198 3,296 3,457 3,616
% GDP 19.9% 20.0% 19.9% 19.9% 20.0% 20.1% 20.1% 20.1% 20.2% 19.9% 20.0% 20.0%
BASELINE SPENDING GROWTH RATE 51% 4.7% 5.0% 49% 4.6% 4.6% 50% 3.1% 49% 4.6%
SPENDING RESTRAINT GROWTH RATE* 41% 3.7% 4.0% 3.9% 3.6% 3.6% 4.0% 2.1% 3.9% 3.6%
e 1,761 1,939 2,143 2,277 2,398 2,534 2,553 2,705 2,931 3,085 3,334
REVENUES ($BILLIONS) > > ’ ’ ’ ’ > > ’ ’ ’
% GDP 15.4% 16.0% 16.9% 17.2% 17.3% 17.5% 16.8% 17.1% 17.7% 17.8% 18.5%
8”“‘”3 0% AT LTI BT SO 2,388 2477 2,577 2,678 2,776 2,877 2,991 3,052 3,171 3,285

ROWTH

% GDP 19.8% 19.5% 19.5% 19.3% 19.1% 18.9% 18.9% 18.4% 18.3% 18.2%
SPENDING SAVINGS UNDER LIMITATION 23 48 75 105 136 170 207 244 286 331
BASELINE (DEFICIT)/SURPLUS (362) (269) (267) (277) (268) (261) (162) (24) (16) 13
% GDP -3.0% -2.1% -2.0% -2.0% -1.8% -1.7% -1.0% -0.1% -0.1% 0.1%
SPENDING RESTRAINT/PERMANENT TAX (449) (334) (300) (280) (242) (324) (286) (121) (86) 49
Cuts (DEFICIT)/SURPLUS
% GDP -3.7% -2.6% -2.3% -2.0% -1.7% -2.1% -1.8% -0.7% -0.5% 0.3%
GDP ($BILLIONS) 10,829 11,469 12,091 12,682 13,236 13,862 14,519 15,187 15,862 16,562 17,301 18,070
EXHIBIT: EFFECT OF EXTENDING BUSH
TAX CUTS ($ BILLIONS) -56 -110 -113 -108 -108 -110 -233 -331 -341 -356 -295
EXHIBIT: SPENDING RESTRAINT 23 48 75 105 136 170 207 244 286 331

SAVINGS ($ BILLIONS)

* One percentage point below baseline growth
Source: Congressional Budget Office Economic and Budget Outlook for Fiscal Years 2004-2014, January, 2004 and author's calculations
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REVENUE REPRISE

Clearly, spending is winning the battle of the surplus wedge. If spending had continued the down-
ward trend (in relative, not absolute terms) that existed when President Clinton left office, even
with recession and two rounds of tax cuts,” the budget would now be projected to come back into
balance next year at around 17 percent of GDP, and budget surpluses would have emerged thereat-
ter. (See Table 1.)

At 17 percent of GDP, using the static scoring techniques employed by CBO, the budget would
have been projected to stay in balance and go into surplus even if the Bush tax cuts were made
permanent beyond 2010. Revenues would have stabilized at around 18.4 percent of GDP, the his-
toric average during the past 30 years." (See Figure 3 and Table 1.)

BRI THE SURPLUS THAT CouLD HAVE BEEN

22
me= Actual Revenues === Projected Revenues1/04 - - - Projected Revenues 1/01
e Actual Outlays = Projected Outlays 1/04 = = = 'Projected Outlays 1/01
21 ==«==Permanent Bush Tax Cuts
101 N~ e
Surplus Wedge
o =
S 19 femnants Previous
g wples _
]
o 18
Without Spending Spree, Post Recession Surplus
17 Wedge Could Have Emerged with Permanent Tax
Cuts and Stable Revenues at 18.5%
16
1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014

SPI

CBO puts into historical context the decision Congress soon will confront over whether to make
the Bush tax cuts permanent or allow them expire in 2010:"

“Federal revenues have averaged 19.0 percent of GDP for the past 10 years, 18.4 percent for
both the past 20 years and the past 30 years, and 18.3 percent for the past 40 years. For
most of the period, revenues were far from the top of that range. They exceeded 19.5 per-
cent of GDP on only three occasions in the past 50 years: 1969, 1981, and 1998 through
2001. The first instance resulted from a one-year income surcharge of 10 percent; the sec-
ond was largely attributable to inflation-related bracket creep in the late 1970s and early
1980s; and the third was heavily affected by historically large capital gains realizations"

As noted previously, if the Bush tax cuts are made permanent and the alternative minimum tax
(AMT) is indexed for inflation, CBO projects that revenues will level off at about 18.4 percent of
GDP, the historic average over the past 30 years. (See endnote 10.) The CBO then explains what
will happen if instead the tax cuts are allowed to expire:

“Revenues are projected under the assumption that current tax law continues (including
the scheduled expiration of the recent tax cuts). The latter assumption implies that average tax
rates for individuals would rise well above any historical levels as both inflation and the
growth of income above and beyond inflation (real growth) caused a large share of
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taxpayers to become subject to the alternative minimum tax (AMT) or to move into higher
tax-rate brackets”" (Emphasis added.)

In short, real bracket creep (real-income growth pushing taxpayers into higher tax brackets) and
the AMT will cause the current tax system continually to gobble up a larger and larger share of na-
tional output. Revenues will be at a near-record high of 20.5 percent in 2015, an unprecedented
22.6 percent in 2030 and an unimaginable 24.7 percent in 2050." (See Figure 4 and Table 1.)

REVENUES PROJECTIONS COMPARED:
25%

Bush Tax Cuts Made Permanent and AMT Indexed for Inflation vs.
Current Law and Bush Tax Cuts Expire
23%

== Actual
=== Historic Average
=== Bush Tax Cuts Expire Projection
Bush Tax Cuts Permanent/Historic Average Projection

21%

19%

A J\W/
AW AN AT

15%

Revenue as Percent of GDP

T 6 11 16 21 26 31 36 41 46 51 5 61 66 71 76 61 8 91
Years o
“IPI

Consequently, unless and until the current tax code is overhauled, periodically cutting tax rates
does not undercut the revenue base as Senator Daniel Patrick Moynihan once accused President
Reagan of doing,” and as many critics are now arguing about the Bush tax cuts. Periodic tax rate
reductions simply check a voracious federal revenue machine from continually extracting a larger
and larger share of private income. In fact, the actual situation under the current tax code is exactly
the opposite of what Senator Moynihan and critics of the Bush tax cuts have charged. Leaving cur-
rent tax law unaltered over any significant period of time acts as an automatic accelerator on the
growth of government. "

SPENDING REPRISE

The 2001 Hunter/Conover IPI study predicted that the partisan political stalemate over surpluses
would prove ephemeral and lead eventually to higher spending unless the stalemate were broken
by replacing the misguided existing bipartisan Washington Consensus with a sound new biparti-
san consensus:

“The federal government should borrow additional funds each year sufficient to overhaul
the tax code and to convert Social Security into a payroll-tax-financed, worker-investment
retirement program. Sound borrowing to create a new tax code and a new invest-
ment-based retirement program will produce steady long-term growth, greater security and
a higher standard of living than would rushing to pay off the debt at the expense of other
more beneficial endeavors.””

Unfortunately, by 2001 the poison of rising tax rates during the Clinton years, a crushing deflation
engineered by the Fed in the late 1990s, the fiscal vice of federal surpluses and a regula-
tory/anti-trust jihad on telecom and the high-tech industry had done their damage already, and
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the economy was sliding into recession. Revenues declined with the economy’s slide and tempo-
rary budget deficits emerged, appearing to wipe out any prospect for future budget surpluses.

Congressional Democrats quickly yielded to a Republican president on cutting taxes as an anti-reces-
sion strategy, but the misguided Washington Consensus was not replaced by a new sound consensus.

At the same time, “compassionate conservatism” in the White House, the pretext of “national secu-
rity” after 9-11 and old-fashioned, bipartisan pork-barrel spending in the Congress combined to
overwhelm the Washington stalemate on spending as federal outlays soared during the first three
years of George W. Bush’s presidency. As Veronique de Rugy shows in a recent Cato Institute brief-
ing paper, there has been a massive expansion in the federal budget and not simply because of
higher national security spending in the aftermath of 9-11." “Discretionary non-defense spending,”
she shows, “has risen almost as rapidly as defense spending in recent years.”

Figure 5 provides a framework and historical context in which to analyze the debate about whether
to make the Bush tax cuts permanent. It compares the current CBO baselines to projected spend-
ing and revenue trends under a modest spending limitation and permanent Bush tax cuts includ-
ing AMT reform.” (See also, Table 1.)

AU SPENDING AND REVENUE PROJECTIONS:

0,
PO Baselines vs. Spending Restraint and Permanent Bush Tax Cuts wsoraimeoge | 24.0%
Revenues: 184% . 22,0%
20.0% 20.0%
h IF LB M 18.0%
‘ 116.0%
N 15.0%1 114.0%
3 112.0%
E 10.0% [ cBo Baseiine Outiays = CBO Baseline Revenues 110.0%
% DSpending Limitation Outlays Permanent Bush Tax Cut Revenues 18.0%
= 5 0% 16.0%
+4.0%
12.0%
0.0%- 0.0%
2004 2005 2006 2007 2008 2009 2010 2011 2012 2013
Year %PI

From Figure 5, it is unambiguously clear that repealing the Bush tax cuts without any form of
spending limitation would result in balancing the budget up to 20 percent of GDP and rising. It is
also clear that virtually all of the future deficits projected under current CBO baselines are the re-
sult of spending increases that drive spending well out of the historic range of federal revenues.

The conclusion is obvious and unavoidable: federal spending is out of control.”

Federal outlays are expected to hit 20 percent of GDP this year. According to the CBO, if current trends
continue, spending will rise to 24.5 percent of GDP by 2030 and to 32.8 percent by 2050. (See Figure 6.)
Hence, no matter how fast the incredible federal revenue machine sucks in taxes, unless some kind of
spending limitation is put into law, it will never be sufficient to keep pace with spending.
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Under these circumstances, “deficit hawks” will continually cry for tax increases in the name of
“fiscal prudence.” If Congress and the president yield to their braying, however, it will be self-de-
feating. Raising tax rates in pursuit of accelerating spending growth will only drag down economic
growth and revenues right along with it.

EUPHEMIZING SOCIAL SECURITY AND DEBT

Woven into the very fabric of the Washington Consensus on deficits and the public debt is another
misconception born of euphemism, namely that using the excess revenue generated by the payroll
tax to pay off debt or lower deficits somehow constitutes an “investment” that partially “pre-funds”
workers’ retirement and represents a “down payment” on the $11 trillion dollar unfunded Social
Security liability.

By 2000, Congress had for 17 years routinely raided Social Security payroll tax revenues not
needed to pay benefits, using them to pay for everything else in the federal budget, from paper
clips to battleships. In exchange, the Treasury placed IOUs in the so-called Social Security trust
fund, promising to pay back the pilfered payroll-tax revenue with interest.” Economists, politicians
and the general public deluded themselves that generating these excess payroll tax revenues and
then immediately spending them on non-Social Security programs constituted a shift away from a
pay-as-you-go government spending program to a pre-funded pension plan, even though none of
the money was ever invested in anything.

The myth that by overcharging workers on their payroll taxes Social Security was building up a
real “reserve” — conveniently contrived even earlier by opponents of reforming Social Security
with personal retirement accounts-was a special case of the more general “public-saving” fallacy
used by former Treasury Secretary Robert Rubin and Fed Chairman Alan Greenspan during the
Clinton years to justify increasing taxes to “lower the deficit” or “run a surplus.” Politically,
“Rubinomiacs” (those who practice “Rubinomics”) are the Democratic version of Republican “defi-
cit hawks.” Combined, they form the basis of the fallacious Washington Consensus on debt and
deficits that places budget deficits iiber alles.

During the second half of the 1990s, Rubinomics became a political bulwark against taxpayers' de-
manding the return of budget surpluses through tax cuts, or, alternatively, against workers being

Reducing Government Consumption, Increasing Personal Wealth



allowed to place at least their excess payroll taxes into personal retirement accounts, which would
constitute real, if only partial, pre-funding of pensions.

The grandest of recent political euphemisms — “public saving” (read: excessive taxation) — can be
traced to the 1983 Greenspan Commission’s attempt to save Social Security from “insolvency” by
raising taxes. The Greenspan Commission convinced Congress to raise the payroll tax by constru-
ing as real saving and investment the purely internal government bookkeeping convention of a
so-called Social Security “trust fund””” Politicians of all stripes began deforming the taboo of “ex-
cess taxation” by calling it “public saving”**

The key to perpetuating the raid on Social Security revenues, which continues to this day, has been
politicians’ ability to perpetuate the public’s acceptance of excessive payroll taxes through a flurry
of euphemisms. They delude workers into believing that these excess taxes are somehow “invested”
and earning a real rate of return, building up a reserve that later could be drawn upon to help pay
future benefits.

But of course, nothing could be further from the truth. Once excess payroll tax revenues come
through the U.S. Treasury door, there really is nothing else to do with them but spend them, either
on government programs or to service the national debt.”

The pertinent economic question, therefore, is simply: does either gov-

ernment spending or paying down public debt yield a higher rate of re-
turn to society than the alternative productive uses to which that money
could be put in the private sector? The empirical evidence suggests that
cutting tax rates and/or allowing the payroll tax to be redirected into per-

Once excess payroll tax
revenues come through the
US. Treasury door, there
really is nothing else to do

sonal retirement accounts, with the transition costs at least partially offset with them but spend them.

by slower growth in government spending, will result in higher returns.”

But the question was never asked that way in the 1990s. Instead, the discredited fiscal theory pro-
pounded by former Clinton Treasury Secretary Robert Rubin and Fed Chairman Alan Greenspan sim-
ply assumed, contrary to empirical evidence and without offering supporting empirical evidence of
their own, that government borrowing crowds out more private investment than is crowded out when
taxes are extracted from the private sector to reduce the government debt.” Deficit hawks and
Rubinomiacs simply do not go to the real heart of crowding out: government spending.

In 1998, so much excess revenue was flowing into the government, not only from payroll taxes but also
from the income taxes and capital gains taxes, that the resulting budget surpluses stripped away the veil
that heretofore had covered the naked raid on Social Security: using excess payroll taxes to fund
non-Social Security government programs. But rather than yield up some of these surpluses and send
them back to voters, deficit hawks and Rubinomiacs demanded more surpluses.

If overtaxing workers through the payroll tax was justified to raise “public saving” and “strengthen
Social Security,” and if raising taxes (as Clinton did in 1993) was justified to reduce deficits and de-
crease “public dissaving” (another euphemism for deficit spending), wasn't it all the more justified
to continue general-purpose over-taxation when those deficits disappeared in order to run sur-
pluses and increase “public saving”?

Whether the budget was in deficit or in surplus, deficit hawks and Rubinomiacs had hit upon a general,
all-purpose, pseudo-scientific justification for perpetually overtaxing workers, savers and investors.

In the late 1990s, during the heyday of Rubinomics, it became fashionable in Washington to extend
the euphemism of “public saving” beyond the Social Security trust fund to budget surpluses gener-
ally. The government would force the public to save more by taxing them more. The problem is
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that the notion of increasing saving by using taxation to reduce consumption (i.e., aggregate de-
mand) ignores the offsetting supply-side effect that taxes have on depressing private saving.”

The false premise underlying Rubinomics and the “crowding-out” thesis popularized by deficit hawks
— call them “demand-side fiscalists” — is that the marginal tax dollar spent by the government is more
productive than that spent by the private sector. Not only is there a lack of empirical evidence verifying
this assumption, but a plethora of evidence contradicting it. At current (excessive) levels of government
spending and current (modest) levels of public debt, there is considerably more than a dollar in dead-
weight loss incurred each time an additional tax dollar is extracted from the private sector, whether that
dollar is spent on government programs or to retire part of its debt.

If debt reduction is the objective, by far the more efficient choice is to reduce spending on nega-
tively yielding government programs, reduce that dead-weight loss on the economy and devote the
savings to pay off debt. However, as the 2001 Hunter/Conover IPI study demonstrated, an even
more efficient course is to reduce spending on negatively yielding government programs and ear-
mark the savings for personal retirement accounts. The key is to reduce government consumption
in order to increase personal wealth, which is precisely what is proposed in PPAP.

If the demand-side fiscalists remain successful in deluding the public that deficits and debt are the
nation’s first-order fiscal priorities, it will be impossible to convince voters that it is worth borrow-
ing more money today to pay Social Security benefits while establishing personal retirement ac-
counts. Just as Rubinomiacs and deficit hawks always prescribe higher rather than lower taxes to
tackle deficits and debt, so too do demand-side fiscalists invariably prescribe higher taxes and/or
lower Social Security benefits to head off the system’s impending implosion. That is worst than a
mistake; it is a contradiction.

I INVESTOR NATION: MAKING EVERY WORKER AN OWNER

No budget trend is inevitable, but all signs point toward larger, more encompassing government.
The huge new Medicare prescription drug entitlement enacted last year (now estimated to cost

$534 billion during the first decade) suggests we are on a one-way path toward an American ver-
sion of Euro-socialism, what Alexis de Tocqueville characterized as democracy’s “velvet tyranny;”

or more popularly today, the “nanny state”

It is not too late to avert a descent into that quagmire. Avoiding de Tocqueville’s velvet tyranny,
however, will require a big idea, bold political leadership, and reconfigured incentives.

The big idea is to turn every American into an owner of financial assets through instituting per-
sonal retirement accounts. The assets not only can be accumulated over one’s working lifetime to
provide for retirement, but more generally this can become the basis of an investor nation in which
every American has an incentive to demand public policies hospitable to work, saving, investment,
and entrepreneurial risk-taking.

Whereas the nanny state offers the false hope of security in exchange for high taxes and forfeited free-
dom, which leads to exploitation of the public fisc for concentrated personal gain, an investor nation
promises wealth and opportunity for everyone willing to work, save and invest, which would lead to
broad-based voter support for federal spending control and other growth-enhancing policies.

The big idea, therefore, is to allow all workers to place into personal retirement accounts at least
half (6.2 percent) of the payroll tax they and their employers currently pay, without cutting prom-
ised Social Security benefits or increasing taxes. The added transition cost of redirecting the
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payroll tax into the accounts would be financed through reasonable government spending re-
straint, pro-growth tax reforms and prudent federal borrowing.

SocIiAL SECURITY REFORM IN A NUTSHELL: THE FOUR PRINCIPLES

President Bush is seeking a mandate to redirect a portion of Social Security payroll taxes into per-
sonal retirement accounts. This presents an historic opportunity to transform Social Security, a
pay-as-you-go, tax-and-transfer government-benefits program, into an investment-based,
pre-funded private retirement plan.

The Alliance for Retirement Prosperity, a coalition of some two-dozen advocacy groups co-chaired
by Dick Army, Jack Kemp and former Social Security Commissioner Dorcas Hardy, has put for-
ward the following four principles to guide the design of personal-accounts legislation:

(1)  Make personal retirement accounts large enough — at least half the payroll tax (6.2 percentage
points) — to provide adequately for workers' retirement without the need for a permanent, sup-
plemental tax-financed, government benefits component, except to provide a

safety-net and, initially, to finance the disability component of the program. The only extant
(2)  No future benefit cuts. This includes stealth benefit cuts such as switching the legZSZatWe
method of calculating initial benefits from wage to price indexing. This princi- proposal that
ple not only should apply to workers who choose to remain in Social Security meets these
as we know it, who should receive all promised benefits scheduled in current principles is the
law. It also must apply to those who opt into personal accounts but who are too “Social Security
close to retirement to realize their full benefit and, therefore, must rely on sup- Personal Savings
plemental government benefit payments or recognition bonds to supplement and Prosperity
their personal account income. Everyone currently participating in Social Secu- Actof 20047

rity (roughly anyone born before 1990) should do at least as well under the new
system as they are scheduled by law to do under the current system.

(3)  No tax increases. This includes stealth tax increases such as further hikes in the retirement age.

(4)  Finance the transition to personal accounts through a combination of federal spend-
ing-growth restraint, federal borrowing and the increased tax revenues produced by the
higher economic output. The added output would be generated by the switch to personal re-
tirement accounts and additional tax reforms to raise the return on work, saving, investing
and entrepreneurial risk-taking.

The only extant legislative proposal that meets these principles is the “Social Security Personal
Savings and Prosperity Act of 2004” recently introduced by Congressman Paul Ryan (R-WS) and
Senator John Sununu (R-NH), which in large part is patterned after the “Progressive Proposal for
Social Security Personal Accounts” plan described in IPI Policy Report # 176 (henceforth called
the Progressive Personal Accounts Plan or PPAP). The Chief Actuary of the Social Security Ad-
ministration has scored the PPAP proposal as “actuarially sound”.

Social Security Administration Chief Actuary Stephen Goss has scored PPAP as 'actuarially sound'
under two basic assumptions: (1) Federal spending growth is limited sufficiently so that the overall
level of federal outlays is held about 1.5 percent of GDP below what it otherwise is projected to be
(18.5 percent versus 20 percent for a dozen years);31 and (2) increased national saving resulting
from new investment generated by the transformation of Social Security to a saving and invest-
ment vehicle (projected to equal about 2.9 percent of GDP) will generate additional tax revenue,
which will be earmarked to finance the transition from the current pay-as-you-go system. (Goss
does not take into consideration additional economic growth and dynamic revenue effects that
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could be expected if these reforms were accompanied by fundamental tax reform to increase fur-
ther the return on work, saving, investing and entrepreneurial risk-taking.”)

According to the Chief Actuary's score, with these two legs of transition funding in place, the net
transition deficits would average $52 billion (constant 2003 dollars) a year over the first 24 years.
New public debt, including accrued interest, would rise by a total of $1.82 trillion (constant 2003
dollars), actually reducing the debt's share of GDP to 29 percent from 38 percent today. Sufficient
surpluses would be produced after 2028 to pay off all the new borrowing within 15 years, leaving
the net impact on debt held by the public at zero after less than 40 years.

The status quo is unthinkable. Continuing Social Security as we know it would add $1.6 trillion (con-
stant 2003 dollars) to federal debt held by the public by 2028, leaving the national debt exactly where it
is today (assuming Congress balances the rest of the budget) at 38 percent of GDP. By mid-century, the
national debt would exceed the nation's annual output. During the next quarter-century, annual deficits
would approach 15 percent, and the national debt would skyrocket to 350 percent of GDP.

DEFICIT-HAWK DIVERGENCE The deficit hawks have convinced
Strong disagreement among personal-accounts proponents, stem- themselves thatfuture beneﬁt
ming from profoundly different views regarding the economics cuts are inevitable whether or not
and politics of public borrowing, has prevented a united front Social Security is reformed.

around the four principles. The deficit-hawk faction tends to agree

on the following propositions: (i) Congress will not reduce spending growth significantly so spend-
ing savings should not be counted as a partial means of financing the transition; (ii) moving to
personal accounts will simply displace existing savings without producing much if any new sav-
ings, and Congress is unlikely to enact significant tax reforms, therefore increased output should
not be counted on to produce higher revenues to help finance the transition; and (iii) the nation
cannot afford to borrow significantly to finance the transition.

Holding themselves hostage to these propositions, usually in the name of “solvency,” the deficit
hawks among personal retirement accounts proponents have convinced themselves that future
benefit cuts are inevitable whether or not Social Security is “reformed.” Because they discount vir-
tually all means of transition-financing save future benefit cuts, they have tended to become ob-
sessed by a belief that large (i.e., 6 percent) accounts without future benefit cuts would require
annual deficits of intolerably large proportions (rising to 6.5 percent of GDP after 75 years, albeit
still less than half the 15 percent deficits coming under current law).

Thus, the deficit-hawk faction among personal-account proponents cannot embrace all four prin-
ciples and therefore is driven to accept at least one of the following two untenable conclusions:

(1)  They believe that even though the rate of return on payroll taxes paid to support the current
Social Security program is a very bad deal for workers (less than 2.0 percent on average for
workers born in 1960 and worse, even negative in some cases, for those born later), under
personal accounts future benefits still must be cut significantly. Even during the transition
period, the deficit-hawk faction would cut future benefits about 30 percent by restricting to
no more than about 70 percent of scheduled benefits both the benefits paid to those who
elect to stay in Social Security and the supplemental benefit payments (or “recognition
bonds”) paid to those who elect personal accounts but were too old at the accounts’ incep-
tion to have been in them long enough to enjoy their full benefits; and/or

(2)  They think personal accounts must be kept small enough (e.g., 2.5 percent of payroll) to
keep transition costs “affordable” over the near term, even though these small accounts
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would be insufficient to eliminate long-run actuarial deficits and restore “solvency” without
future benefit cuts.

The fierce disagreement between personal-account proponents who accept the four principles and
those who do not threatens to undermine efforts to enact significant Social Security reform.

How GREAT THE GROWTH IMPACT?

Harvard economist and former Council of Economic Advisers Chairman Martin Feldstein esti-
mates that moving to a pre-funded retirement system via private accounts would increase eco-
nomic output about 3 percent per year in perpetuity. While the magnitude of this estimate may be
subject to debate, the general conclusion is not. New saving would result from replacing a payroll
tax with a forced saving requirement through which workers acquired real assets. There is no
doubt that this would remove significant labor-market distortions and lead to an increase in the
capital stock, and hence higher economic growth and an increase in tax revenues. The only ques-
tion is, how much?

Some supply-side critics (as distinguished from the demand-side fiscalists) caution that given the
tax code’s harsh treatment of capital, much of that new flood of saving will flow into global capital
markets in search of a higher after-tax rate of return than it can fetch in the U.S. economy.” Conse-
quently, many supply-side advocates of large personal accounts add a caveat to their support, to
wit: the creation of such accounts must be accompanied by significant federal tax reform to raise the
after-tax rate of return to capital.

Is SPENDING RESTRAINT POLITICALLY POSSIBLE? Moving to a pre-funded
Numerous critics of PPAP discount the use of a spending-restraint refirement sy. Stem via private
provision to fund part of the transition because they believe it is polit- aCCO“ntS: would increase

ically infeasible. That view, of course, is a political judgment, not an economic output about 3 percent
economic or actuarial fact. per year in perpetuity.

The Chief Actuary felt comfortable making the assumption, not be-

cause he necessarily trusted Congress to make the required spending decisions but because the
savings from the spending growth restraint provision in the plan are buttressed by stringent insti-
tutional rules to enforce the spending-growth speed limit. At the beginning of each fiscal year,
transition funds would be appropriated automatically from the Treasury's General Fund into the
Social Security Trust Fund for use in filling any revenue gaps created by redirecting half the pay-
roll tax into personal retirement accounts. Congress then would have the rest of the year to decide
what other spending to restrain in order to make up the difference.

Proponents of personal accounts who discount the likelihood of spending-growth restraint over-
look the profound change in the public-choice calculus that would occur under a spending-limita-
tion provision such as the one contained in PPAP. If Congress desired to exceed the
spending-growth speed limit, it would have to vote by a two-thirds supermajority to do so, enact a
tax increase and/or allow the deficit to rise. Therefore, for the first time, the rules would be
stacked heavily in favor of spending-growth restraint.

In one fell swoop, every worker in America would have an incentive to pressure Congress to re-
duce spending growth because every dollar of reduced spending on special interests and corporate
pork would go directly into their personal retirement accounts. The public interest would gain the
upper hand over special interests, and every worker in America would have a powerful incentive
to enforce the spending speed limit by pressuring Congress to keep spending growth within
bounds because every dollar of reduced federal spending would go directly into their personal
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retirement accounts. The electorate also would come to understand the true fiscal prudence of in-
curring a manageable public debt to effect the transition from the old welfare-state regime to the
new investor-nation regime.

BATTLING FOR THE HEART AND MIND OF THE PRESIDENT

President Bush supports redirecting part of the payroll tax into personal retirement accounts, but
it is not yet clear into which camp the Administration actually falls: large accounts or small ac-
counts? Future benefit cuts or no benefit cuts? Additionally, will the Administration embrace debt
finance as an essential financial tool to transition into personal retirement accounts, or will it
adorn the plumage of a deficit hawk and avoid public debt as the new political third raid? Will it
boldly commit itself to making good on scheduled Social Security benefits promised under current
law, whether or not a worker chooses personal accounts? Or, will it succumb to debt-phobia and
restrict the size of accounts and/or limit participation with income caps and phase-outs? Will the
administration restrain the growth of other federal spending or cut future benefits by resorting to
stealth techniques such as switching from wage indexing to price indexing in the initial determina-
tion of benefits and/or computing the size of recognition bonds?

While the answers to these questions are not yet clear, what is crystal clear is that all three options
for reform presented to President Bush by his Presidential Commission to Strengthen Social Secu-
rity fall clearly within the “demand-side fiscalists” framework, relying on small accounts (as called
for by all three models in the Commission’s report),” benefit cuts

(under Model 2) and a complete aversion to spending restraint Will the Bush administration
and debt financing (all three models). succumb to debt—phobia and
Meanwhile, the “preserve-Social-Security-as-we-know-it” camp restrict the size of accounts
will fight a rear-guard action against personal retirement accounts. and/or limit participation with
(See for example the proposal of Brookings Institution senior fel- income caps and phase-outs?

low Peter R. Orszag and Massachusetts Institute of Technology

professor Peter A. Diamond.”) They are, however, unlikely to convince the public that the old New
Deal program can be resuscitated with a nip in benefits here and a hike in taxes there. A March 16,
2004 poll done for USA Next by McLaughlin & Associates found that 62 percent of the general
public support allowing workers to redirect half the payroll tax into personal accounts. Support for
large accounts increases to 68 percent if the question makes explicit that everyone would be guar-
anteed to receive no less than they are promised under the current Social Security system. Support
plummets to 20 percent with 62 percent opposing if respondents are ask specifically whether they
would support benefit cuts.”

The greatest threat to Social Security becoming a platform on which to build a 21" century investor na-
tion, therefore, comes not from a fearful or ignorant public. It comes from inside-the-beltway de-
mand-side fiscalists in both political parties, on Capitol Hill and inside the Administration — who all
the while give lip-service or perhaps even sincere support to personal retirement accounts. Indeed, the
battle is shaping up as it did in 1980 when deficit hawks within in the Republican Party did their utmost
to sabotage the Reagan Revolution before it got off the ground-all in the name of “fiscal prudence”

Today’s demand-side fiscalists tend to support personal retirement accounts but insist that they be “paid
for” — a euphemism for cutting future benefits or raising taxes. Some demand-side fiscalists support
using personal accounts to replace at least part of Social Security (a so-called “carve out”) while others
support personal accounts only if they are an add-on to the existing Social Security system. In both
cases, however, demand-side fiscalists view personal accounts not as a tool to transform America into a
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21st-century investor nation, but rather as one more technocratic approach to “restore solvency and
balance” to a gigantic government-transfer program.

Consequently, many demand-side fiscalists are willing to content themselves with small (e.g.,

2.5 percentage points of payroll) accounts that leave the basic tax-and-transfer engine in place.
However, whether they support small or large personal accounts, most demand-side fiscalists insist
that before such accounts are inaugurated, something must be done within the confines of the ex-
isting program (i.e., raise taxes, cut benefits, raise the retirement age, increase taxation of benefits
and so forth) to “make the program solvent.””

AN OPPORTUNITY FOR ECONOMIC AND POLITICAL TRANSFORMATION

Proponents of using the Social Security platform to create an investor nation define the challenge not as
fixing Social Security or making it solvent — it is unfixable and can only be made to appear solvent on
paper-but rather to transform it into a vehicle for making every worker an owner of assets.

If Social Security is properly transformed into an investment-based opportunity for workers to
save and invest at least half the current payroll tax, the matter of long-run actuarial solvency will
take care of itself as the marvel of compound interest took over.

This “radical” appeal to the power of markets, of course, will provoke the same hue and cry that was
heard 25 years ago about Ronald Reagan’s tax rate reductions — "riverboat gamble," “risky scheme,”
“voodoo economics,” “free lunch,” “snake oil,” etc. And the economists associated with the four princi-
ples will be disparaged as “out of the mainstream” and “not credible.” If the president and the Congress
yield to this kind of debt hysteria and hold themselves hostage to false fiscal constraints — which in-
variably will lead to small accounts, future benefits cuts, and/or tax increases-they will squander the
greatest opportunity for political and economic transformation since the New Deal.

RETIREMENT INCOME WILL RISE

The greatest irony about the debate on the Right over whether to cut future Social Security benefits is il-
lustrated in following series of tables. Figure 7 demonstrates that the benefits Social Security promises
but cannot pay are a very bad deal for American workers. Those who would “make Social Security sol-
vent” by cutting future benefits propose to “fix” Social Security by making a bad deal even worse.

Figure 78l PAINFUL REALITY OF SOCIAL SECURITY'S HISTORICALLY LOw RETURNS

8.0%
7.0%
6.0%

Long-term Real Long-term Real Promised
Stock Returns Corporate Bond Returns Social Security Returns

@ Even if all of Social Security’s promised benefits were somehow paid, these
benefits would represent a low, below-market return on the taxes workers and
their employers paid into the system over their careers.

@ Social Security’s financing crisis is only part of the problem. Perhaps an even
bigger problem is that Social Security is not a good deal for today’s workers.

Sources: Stocks, Bonds, Bills, and Inflation 2003 Yearbook (Chicago: Ibbotson Associates, 2003); Peter J. Ferrara and Michael Tanner, A New Deal for Social Security
(Washington, DC: Cato Institute, 1998), Chapter 4; William Beach and Gareth Davis, "Social Security's Rate of Return”, Report of the Heritage Center for Data Analysis,
no. 98-01, January 15, 1998; Peter J. Ferrara, "Social Security's Rate of Return for Today's Young Workers," National Chamber Foundation, Washington, DC: 1986; Peter
Ferrara and John Lott, "Social Security Rates of Return for Today's Young Workers;" ed. Peter Ferrara, Social Security: Prospects for Real Reform (Washington, D, Cato

Institute, 1983), pp. 13-36. &’IPI
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Figure 8 compares the retirement income of an average worker under Social Security to what he or
she could expect under PPAP.

RETIREMENT ASSETS AND INCOME PER WORKER
Social Security Reform Plan Produces Substantially Higher
Average Benefits Than Those Currently Promised
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All figures in constant 2003 dollars adjusted for inflation.) QIPI

The average-income worker is assumed to be age 40 today earning $35,000 this year. He entered
the work force at age 23 earning $17,677 per year with wage increases each year equal to the aver-
age annual wage increase in the economy.

With a portfolio of half stocks and half bonds, at standard market investment returns the worker
would reach retirement with $334,095 (all numbers in 2003 constant dollars). That fund would be
sufficient to pay an annuity about 70 percent higher than what Social Security promises but cannot
pay, $2,653 per month compared to $1,567.

With a higher percentage invested in stocks, the account would pay even more. With the accounts
invested entirely in stocks and earning standard market returns, the worker would retire with a
tund of $576,761, paying $5,186 per month, well over three times what Social Security promises
but cannot pay. Some have suggested that the personal accounts could just be invested in an S&P
500 index fund, which could be expected to provide these returns and results. Accounts invested in
stocks more than 50 percent but less than 100 percent would produce results proportionally within
these two calculations.”

Figure 9 makes the same comparisons for an average two-earner couple where the husband and
wife are both 40 today. The husband earns an income of $40,000 per year and the wife earns an in-
come of $30,000, which is consistent with U.S. Census Bureau data regarding the average income
of two-earner married couples. They again each entered the work force at age 23, with the husband
earning $20,202 that year and the wife earning $15,152. They also each earn only the average sal-
ary increase each year. The calculation assumes each was able to exercise the account from the be-
ginning of their careers.
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RETIREMENT ASSETS AND INCOME, TWO-EARNER COUPLE
Reform Plan Produces Substantially Higher Average Benefits
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With the account invested half in stocks and half in bonds, at standard market investment re-
turns the couple would reach retirement with $668,178. That account would be sufficient to
pay them 60 percent more than Social Security promises but cannot pay; $4,987 per month
compared with $3,133.

With more of the account funds invested in stocks, the account benefits would be even higher. And
with the account invested entirely in stocks, at standard market returns the couple would reach re-

tirement with an account of $1,153,188. That fund would be sufficient to finance a monthly benefit
of $9,840-more than three times what Social Security promises but cannot pay.

Figure 10 makes the same comparisons for low-income workers.

RETIREMENT ASSETS AND INCOME, LOW-INCOME WORKER
Reform Plan Produces Substantially Higher Average
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FiscAL CRisiS AND POLITICAL OPPORTUNISM EQUAL TAX INCREASES AND BENEFIT CUTS

The Washington Establishment has spied the loom-
ing fiscal crisis brought on by out-of-control spend-
ing as a golden opportunity to consolidate its hold
on American taxpayers and ratchet up the size of
government in the name of “fiscal prudence” Conse-
quently, the coming political battle over how Social
Security will be “reformed” to restore its solvency
will be about much more than simply how to “re-
form” this socialistic vestige of the New Deal. The
political confrontation will, in part, determine
whether de Tocqueville’s darkest fears are realized, or
whether free markets and free individuals will reas-
sert themselves and realize their full potential.

The debate shaping up over Social Security is even
larger than the battle over economic policy that
played out during the early 1980s between Ronald
Reagan and his “supply-side” advisers who were on
one side, and the bipartisan coalition of “deficit

future benefits. Pitted against them will be a coali-
tion of die-hard New Dealers who want to preserve
Social Security as we know it, joining forces with
demand-side fiscalists who might even support
small personal retirement accounts but will de-
mand tax increases and benefit cuts to “pay for”
them, all in the name of “fiscal prudence.”

Fed Chairman Alan Greenspan, for example, sees
the pending insolvency of Social Security as a defi-
cit problem. Just as he and other demand-side
fiscalists have been in favor of excessive payroll
taxes as a general fiscal strategy to hold down defi-
cits, they are now prepared to cut Social Security
benefits to hold down deficits so government can
grow to obese proportions.

As head of the Greenspan Commission in 1983, the
Fed chairman convinced President Reagan and

Congress that workers should pay higher taxes so
they could enjoy their full promised Social Secu-
rity benefits when they retired. Two decades later,
Greenspan and his cohorts say those same workers
should accept benefit cuts because the previous
bailout didn’t work.

hawks” on the other who stood against the Reagan

reforms in the name of “fiscal prudence” This time,
one side will consist of those advocating reductions
in federal spending growth and prudent federal gov-
ernment borrowing in order to enact large personal
retirement accounts without raising taxes or cutting

I FINANCING THE TRANSITION, REAPING THE REWARDS

To recap, the Chief Actuary’s official score of the Progressive Personal Accounts Plan illustrates
that with proper transition funding, workers’ retirement income can rise, and the increase can be
accomplished without raising taxes or borrowing an exorbitant amount of money. With increased
national saving and improved labor market incentives resulting from personal retirement accounts,
especially if accompanied by reforms to the tax code, the capital stock of the nation will rise and
economic growth will increase.” Federal revenues, therefore, will be higher and federal borrowing
lower than they would be in the absence of the personal accounts.”

DynaMic EcoNoMIC GROWTH EFFECT OF PERSONAL ACCOUNTS

The Chief Actuary’s official score factors in the equivalent of a constant 2.9 percent-of-GDP reve-
nue feedback effect from a larger economy due to greater saving and investment spurred by the
creation of the personal retirement accounts. This dynamic revenue feedback effect, which the
Chief Actuary labels “Corporate Revenue Recapture,” is not calculated from the Chief Actuary’s
own economic model but rather is assumed based on Harvard Economist Martin Feldstein’s re-
search, which the Actuary had used previously in scoring Senator Phil Gramm’s personal accounts
plan in 1999.”

The Chief Actuary accepted Feldstein’s estimate that “The combination of the improved labor mar-
ket incentives and the higher real return on saving has a net present value gain of more than

$15 trillion, an amount equivalent to three percent of each future year’s GDP forever.”” This in-
crease in output compares to an infinite-horizon present-value unfunded Social Security liability
equal to $13 trillion when measured correctly.”
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Feldstein broke down his estimate into two pieces. One-third of the effect (1 percent) derived from
removing the labor market distortions caused by the payroll tax, which he estimated results in a
“deadweight loss of approximately one percent of each year’s GDP in perpetuity, an amount equal

to 20 percent of payroll tax revenue””

The remaining 2 percent of GDP deadweight loss derives from “the loss of investment income that
results from forcing employees to accept the low implicit return of an unfunded program rather
than the much higher return on real capital that would be paid on private saving. The present value
of the annual losses from using an unfunded rather than a funded system substantially exceeds the
benefit to those who received windfall transfers when the program began and when it was expanded” *
(Emphasis added.)

The spending limitation provision illustrated in Figure 11 is similar to the one proposed in the
“Social Security Personal Savings and Prosperity Act of 2004,” recently introduced by Congress-
man Paul Ryan (R-WS) and Senator John Sununu (R-NH), which in large part is patterned after
the “Progressive Proposal for Social Security Personal Accounts” plan described in IPI Policy Re-
port # 176.

The importance of these conclusions cannot be overemphasized. They The current tax-and-transfer
imply that the entire transition cost can, in theory, be borrowed. And scheme is so inefficient that
the amount by which future taxes will be higher (to repay the debt) moving to pre_ﬁmded persongl
than they would be in the absence of the borrowing will be less than retirement accounts leaves

the gains future generations will realize from the reform. Hence, future everyone at least as well off

generations voluntarily would elect to pay the higher tax implied by the

debt to enjoy even higher returns on the personal accounts, which on net

would leave them better off. That is, the current tax-and-transfer scheme is so inefficient that mov-
ing to pre-funded personal retirement accounts constitutes a Pareto superior policy that leaves ev-
eryone at least as well off.

While most economists recognize the labor-market improvement that would occur by moving to
personal accounts and funding retirement fully, some supply-side economists are skeptical that the
dynamic effect of increased saving and investment — whatever the actual magnitude of it —
would fully apply to the U.S. economy under the current federal tax code. In a global capital mar-
ket, new saving would seek the highest possible rate of return and given the harsh manner in
which the current federal tax code treats returns to saving and investment, a substantial portion of
the redirected payroll taxes may flow not into new plant and equipment in the United States but
into global capital markets. While individual workers still would enjoy the full increase (however
large that may be) in return on their investment over what they currently can expect from Social
Security, the U.S. economy per se may not be the beneficiary of the investment. Supply-side skep-
tics argue, therefore, that Feldstein has overestimated the extent to which moving to personal ac-
counts would result in higher federal revenue recapture.”

The supply-side critique does not imply that large personal-account reform is undesirable or un-
achievable; it means that serious consideration should be given to accompanying personal account
reform with significant tax reform. This would ensure that national saving is maximized and that it
fully translates into a higher rate of return to capital, increased domestic output and higher federal
revenues, which would ensure adequate financing for the transition. Two specific tax reforms that
supply-side proponents of large personal accounts contend would accomplish this are: eliminating
the multiple taxation of returns to saving and investing; and allowing businesses to expense all in-
vestment in plant, equipment, technology, and inventories.
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LOWERING THE GROWTH PATH OF FEDERAL SPENDING

The second component of transition financing assumed by the Social Security’s Chief Actuary in
scoring the PPAP is a spending-limitation provision. The provision assumes a constant (20 percent
of GDP) spending baseline, and then for eight straight years reduces by 1 percentage point the an-
nual growth rate in spending required to maintain that constant share (which mathematically is
equivalent to the annual rate of increase in nominal GDP).”

The result would be to reduce federal spending from 20 percent to 18.5 percent of GDP by the end
of the eighth year. For the next five years, spending would be held at a constant 18.5 percent of
GDP by being allowed to increase at a rate equal to the nominal GDP growth rate. For the subse-
quent five years, spending would be allowed to grow as a share of GDP by increasing at a rate
equal to the nominal GDP growth rate plus 1.75 percentage points.

Interestingly, according to the Congressional Budget Office, federal revenues have averaged 18.4 percent
of GDP for the last 40 years, and revenues would continue to average 18.4 percent if the Bush tax cuts
were made permanent and the AMT were indexed for inflation. Adopting this spending limitation pro-
vision and these two tax provisions not only would help finance the transition to large personal retire-
ment accounts; doing so would balance the rest of the budget and “crowd out” other less important
federal spending in order to meet the Social Security obligation. It is called “setting priorities.” And this
approach provides the institutional mechanism to make those priorities stick.

The spending-growth-limitation provision scored by the Chief Actuary is far from draconian. In-
deed, it just about matches the degree of spending restraint achieved by cooperating Clinton Dem-
ocrats and Gingrich Republicans during the 1990s. The spending speed limit would lower the
growth path of overall federal spending by slowing its growth rate about 1.5 percentage points a
year from what CBO currently projects. By 2050, as illustrated in Figure 11, total federal spending
(including transition funding) would be about 3.5 percent-of-GDP lower than currently pro-
jected — 29.3 percent vs. 32.8 percent — which is still 46 percent higher than today. Non-So-
cial-Security spending (excluding transition funding) would be only 4 percent-of-GDP lower —
22.6 percent vs. 26.6 percent — which is still 13 percent higher than today.

BUIIN FEDERAL SPENDING-GROWTH SPEED LIMIT
LOWERS GROWTH PATH OF FEDERAL SPENDING MODERATELY
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Figure 11 depicts the long-run spending growth path under a spending growth-speed limit similar to
the one proposed in the Ryan/Sununu bill. It illustrates just how mild the spending growth limitation is
and clarifies the fact that the problem is not that huge spending cuts are required to finance the transi-
tion to large personal accounts (in fact it makes it easier since there are more savings to be devoted to
Social Security under an accelerating spending baseline); the problem is that Congress would either
have to raise taxes or borrow large sums on top of that required to finance the transition to large per-
sonal accounts in order to fund an exploding non-Social Security budget.

Looked at in this manner, it is not Social Security reform that poses the debt problem but rather a prof-
ligate Congress that insists on increasing the size of government outside all historic boundaries. Using
the accelerating CBO spending baseline as an excuse to cut future Social Security benefits, whether un-
der a reformed system or with the system as we know it, is the most craven of all political tricks.

It is understandable that proponents of big government detest the idea of using a spending limita-
tion provision to help finance the transition to large personal retirement accounts. Not only does it
remove a major vestige of socialism that keeps Americans dependent on government, it also effec-
tively would pull the plug on interest-group liberalism that has fueled the constant growth of the
welfare state for the past 75 years.

U.nder a spending. limitation provi.sion sucb as th‘e one contaiped in ?PAP, Itis not Social Security
with every dollar in federal spending restraint being routed directly into per- reform that poses the debt
sonal retirement accounts, the incentives politicians face will be completely
reordered. The politics of class envy and political class warfare will lose
much of its attractiveness. Members of Congress and the president now
would find it in their immediate political interests to finance personal ac-
counts without raising taxes or cutting benefits: the nation of worker-owners
would insist that the rate of federal spending growth be constrained so that
savings could be devoted to financing personal accounts; voters would insist
that the tax burden on saving, investment and entrepreneurial risk-taking be reduced; and the
electorate would come to understand the true fiscal prudence of incurring a manageable public
debt to effect the transition from the old welfare-state regime to the new investor-nation regime.

problem but rather a
profligate Congress that
insists on increasing the
size of government outside
all historic boundaries.

EcoNoMIc GROWTH EFFECT OF SPENDING-RESTRAINT PROVISION

As alluded to above, the spending-growth-limitation would lower the growth path of overall fed-
eral spending by slowing its growth rate about 1.5 percentage points a year from what CBO cur-
rently projects. Figure 12 and Table 2 illustrate two very important consequences of achieving that
modest amount of spending discipline.”

B NET CONSEQUENCES OF SPENDING GROWTH RESTRAINT AND NEW BORROWING TO
FINANCE PERSONAL ACCOUNTS

NET PRESENT VALUE OF SPENDING-RESTRAINT SAVINGS (2005-2039) - % GDP 18.90%
NET PRESENT VALUE OF DEFICITS (2005-2039) - % GDP -13.20%
NET EFFECT - DECREASE IN NET PRESENT VALUE OF GOVERNMENT CONSUMPTION (2005-2039) - % GDP 5.70%
ToTAL NET PRESENT VALUE OF SPENDING-RESTRAINT SAVINGS (2005-2078) - % GDP 23.60%
ToTAL NET PRESENT VALUE OF DEFICITS/SURPLUSES (2005-2078) - % GDP -11.20%
NET EFFECT - DECREASE IN NET PRESENT VALUE OF GOVERNMENT CONSUMPTION (2005-2078) - % GDP 12.40%

During the deficit years of the transition period (2005-2039), the “dis-saving” occurring as a result
of government borrowing to finance the transition to personal accounts is more than offset by a
decrease in government consumption produced by spending growth restraint, for a net increase in
national savings of 5.7 percent. (See Table 2.)
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Figure 12 ANNUAL DEFICITS COMPARED TO ANNUAL SPENDING SAVINGS
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Additionally, over the long term, surpluses emerge and all of the transition debt is paid off so that
the net decrease in government consumption is twice the amount of transition borrowing.

There also would be second-order beneficial economic effects of adopting such a spending limita-
tion provision. Based upon existing empirical research, it is possible to derive an order-of-magni-
tude estimate of the growth effects of reducing federal spending on the order of 1.5 percent of
GDP in perpetuity. A 1999 NBER study found that:

“Increases (reductions) of public spending reduce (increase) profits and, therefore, invest-
ment. The magnitude of these effects is substantial. A reduction by one percentage point in
the ratio of primary spending over GDP leads to an increase in investment by 0.16 percent-
age points of GDP on impact, and a cumulative increase by 0.50 after two years and
0.80 percentage points of GDP after five years. The effect is particularly strong when the
spending cut falls on government wages: in response to a cut in the public wage bill by
1 percent of GDP, the figures above become 0.51, 1.83 and 2.77 percent, respectively. %0

NATIONAL DEBT REMAINS MANAGEABLE AND IS EVENTUALLY RETIRED

Figure 13 compares the public debt required to pay full Social Security benefits under current law
without raising taxes to what the national debt would be under large progressive personal retire-
ment accounts with the transition funding in place.

That comparison reveals that public debt, including accrued interest, rises by a total of $1.82 tril-
lion (constant 2003 dollars) with large personal accounts. But the reform plan produces enough
surpluses after 2028 to pay off all those bonds within the following 15 years, leaving the net impact
on debt held by the public at zero over the 40-year time horizon. Continuing surpluses would per-
mit the remaining payroll tax to be reduced from 6.0 percent to 3.5 percent by the end of the
75-year horizon. At no time would annual deficits exceed 1.5 percent of GDP, and they would aver-
age less than 1 percent most of the time.

Reducing Government Consumption, Increasing Personal Wealth



Figure IR} NATIONAL DEBT SKYROCKETS UNDER CURRENT LAw, BUT IS ELIMINATED UNDER PPAP
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Under the current system, Social Security will add $1.6 trillion (constant 2003 dollars) to federal
debt held by the public by 2028, and rather than pay it off over the following 15 years would add
an additional $8 trillion to the national debt by 2043. By 2057, when the entire national debt would

be retired under PPAP, the insolvent Social Security system would have driven it to more than

125 percent of GDP.

LoNG-RUN UNFUNDED LIABILITY OF SOCIAL SECURITY IS ELIMINATED AND TRUST FUNDS

REMAIN PERPETUALLY SOLVENT

Figure 14 illustrates the fact that as the Chief Actuary scored the PPAP, the Social Security trust
funds would never fall below $1.38 trillion, or 145 percent of one year’s expenditures (100 percent

is the standard for solvency). After 2028, the trust funds would grow permanently, eventually

reaching $6.3 trillion, or 12.5 times one year’s expenditures.

Figure 14 TrUST FUNDS REMAIN PERPETUALLY SOLVENT UNDER LARGE PROGRESSIVE
PERSONAL ACCOUNT PLAN (PPAP)
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Under current law, the Social Security trust funds would start a permanent decline in 2018, and
would be exhausted by 2042.

SENSITIVITY ANALYSIS

Figure 15 performs a sensitivity analysis to explore what happens under different assumptions
about the degree of spending restraint and corporate revenue recapture.

RUIIE] TRANSITION FINANCING SENSITIVITY ANALYSIS
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The line labeled “Actuary’s Assumptions” reproduces the Chief Actuary’s assumptions on spending
growth restraint and corporate revenue recapture. The line labeled “No Transition Financing” de-
picts what happens if there is absolutely no corporate revenue recapture (i.e., there is no increase
to the nation’s capital stock as a result of the personal accounts) and if Congress refuses to restrain
federal spending by so much as a dollar, in which case all of the transition financing must be bor-
rowed. This is the extreme case that critics use to caricature the Progressive Personal Accounts
Plan. As the foregoing analysis demonstrates, such a scenario is unlikely to occur.

The interesting characteristic of this extreme case, however, is how favorably it compares to the
status quo. Public borrowing maxes out at 90 percent of GDP after 45 years and in the 50th year
debt is exactly the same as it would be under current law — about 89 percent of GDP. During the
next 25 years, debt as a share of GDP falls steadily to 69 percent under the worse-case scenario
while it would explode to more than 300 percent of GDP under the current system.

But even this worst-case analysis does not eliminate the possibility that properly designed, a
large-accounts reform combined with significant tax reform could finance the entire transition
with debt. If federal spending restraint were combined with tax reform, the new borrowing re-
quired to debt finance the entire transition would be substantially less and perfectly manageable.
(See “Who’s Afraid of the National Debt”"")

Figure 15 also illustrates that even if Congress is only one-fourth as effective restraining spending
and recapturing corporate revenue as the limitation provides as Feldstein estimates, the debt re-
mains perfectly manageable and is retired before the end of the 75-year actuarial horizon. While
any long-range projection must be taken with a high degree of skepticism, Figure 15 lends
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confidence that the critics are mistaken who argue that large personal retirement accounts without
future benefit cuts will blow a hole in the debt.

Moreover, deficit-hawks and debt-phobes ignore the political reality of the changed public-choice
calculus that a reform like PPAP would produce. If Congress were to enact large personal accounts
without future benefit cuts, and if it turned out that economic output did not rise as anticipated or
Congress failed to restrain spending growth as instructed, workers would take intense political ac-
tion to preserve their retirement accounts, and voters would exert intense political pressure on
Congress to prevent debt from spiraling out of control.

In the unlikely event that this scenario came about and voters chose at that time, under those con-
ditions, to raise taxes or scale back personal accounts in order to reduce deficits, so be it. That
choice, however, is a decision for the democratic process to work out in the fullness of time, not for
policy wonks to pre-determine.

I CONCLUSION

A system of personal retirement accounts designed along the lines of the Progressive Personal Ac-
counts Plan, including a built-in mechanism to control federal spending as part of the transition fi-
nancing, would deliver unprecedented benefits to Americans. Not only would congressional
budgeting be brought back under control, but the system would provide generous retirement secu-
rity for workers, eliminate the long-run unfunded liability of Social Security, keep the trust funds
perpetually solvent, boost economic growth, and ultimately pay off the national debt.

Policy makers and concerned citizens would do well to examine its merits and advocate its
implementation.
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5-2). That percentage is the level that would result if the provisions of EGTRRA and JGTRRA were extended and the AMT were in-

Institute for Policy Innovation: Policy Report #183



11.

12.
13.

14.

15.

16.

17.
18.
19.

20.

21.

22.

23.

24.

25.

26.
27.

28.

29.

30.

dexed for inflation beginning in 2005. See "The Long-Term Budget Outlook," The Congressional Budget Office, Washington, DC,
December 2003, Chapter 5.

Most of the various tax cuts legislated in the Economic Growth and Tax Relief Reconciliation Act of 2001 (EGTRRA) and the Jobs
and Growth Tax Relief Reconciliation Act of 2003 (JGTRRA) are scheduled to expire at the end of 2010; the rest expire even
sooner.

“Long-Term Budget Outlook,” op. cit., Chapter 5.

If the Bush tax cuts are allowed to expire, CBO explains that “the tax code reverts to prior law, tax rates will rise, some credits will
shrink, and thresholds for certain rates will shift. Those changes will increase the level of receipts as a share of GDP, both immedi-
ately and in the future.” Ibid., Chapter 5.

Ibid., Supplemental Data." Retirees also find themselves adversely affected by the tendency of the current income tax to extract a
larger share of income from individuals on Social Security. As CBO puts it, “Inflation and real wage growth would affect the
threshold at which Social Security benefits became subject to taxation, because that threshold is not indexed. As a result, the pro-

portion of total Social Security benefits that are taxed will rise from 19 percent today to 38 percent by 2050.” (Emphasis added.) Ibid.

«

In 1985, after Reagan budget director David Stockman retired from government, Sen. Moynihan reportedly said the budget direc-
tor had told him privately that the administration’s plan was to have a “strategic deficit.” “That gives you an argument for cutting
back programs that really weren’t desired and giving you an argument against establishing new programs you didn’t really want.”

“Although there is some tendency over the long term for taxable wage and salary income to decline as a proportion of compensa-
tion, the overwhelming effect of the tax system’s current-law features is to raise receipts relative to GDP. Consequently, receipts
rise to 24.7 percent of GDP by 2050 in the current-law path and are 6.3 percentage points higher than in the historical-average
path.” See “Long-Term Budget Outlook,” op. cit., Chapter 5.

Ibid.
De Rugy, Veronique, “The Republican Spending Explosion,” Cato Institute Briefing Paper, January 23, 2004.

The AMT reform consists of indexing the AMT for inflation. The spending limitation provision illustrated is the one proposed in
the Progressive Personal Retirement Accounts Plan officially scored by the chief actuary of the Social Security Administration,
which consists of reducing outlays by 1 percentage point from the CBO spending baseline. See Stephen C. Goss, Chief Actuary,
Estimated Financial Effects of “The Progressive Personal Account Plan,” December 1, 2003 at http://www.ssa.gov/OACT/sol-
vency/PFerrara_20031201.html.

For detailed analyses of how and why federal spending is out of control and specific suggestions on what to do about it, see de
Rugy, op. cit.; and Stephen Moore, “Putting Taxpayers First: A Federal Budget Plan to Benefit the Next Generation of American
Taxpayers,” Institute for Policy Innovation, Policy Report 179, February, 2004.

One wit likened this arrangement to a man skimming money off the top of his paycheck every week to support his extravagant life
style, giving his wife an IOU each time in the amount of the skimmed funds to place into the lockbox where they keep important
documents, and assuring her that those IOUs constitute an investment in their retirement because he will repay the IOUs, with in-
terest, sometime in the future.

The National Commission on Social Security Reform (informally known as the Greenspan Commission after its chairman) was ap-
pointed by Congress and the President in 1981 to study and make recommendations regarding the short-term financing crisis of
Social Security. Greenspan assured the American people that if the proposed payroll tax increase were enacted, along with other
recommendations such as an increase in the retirement age, Social Security would be “fixed” for at least 75 years-through 2058. In
fact, payroll tax revenues will run short after 2017.

Ronald Reagan best articulated the American taboo against “excess taxation” when he said, “I have always believed that govern-
ment has no right to a surplus; that it should take from the people only the amount necessary to fund government’s legitimate
functions. If it takes more than enough it should return the surplus to the people.” Radio address, July 27, 1979. It is contained in
Reagan In His Own Hand, edited by Kiron K. Skinner, Annelise Anderson and Martin Anderson, The Free Press, New York, 2001,
p. 283.

As the late Senator Daniel Patrick Moynihan wrote in 2000: “In 1977, Social Security, the retirement program, was changed from a
pay-as-you-go system to a partially funded system. The revered Robert J. Meyers, who was present at the creation in 1935 and still
analyzes Social Security financing, records, “The underlying financing mechanism was to build up a reserve.” No one noticed this. I
was a member of the 1977 House-Senate Conference Committee that enacted the law, and I surely didn’t notice. Nor was it re-
ported. We added two percentage points to the F.I.C.A. tax-Federal Insurance Contribution Act-such that today some 80 percent
of American households that pay this tax pay more in Social Security than in income taxes. In time, larger Social Security sur-
pluses appeared, enough to moderate the even larger federal budget deficits of the 1980’s, and then to bring us into the overall
budget surplus of today.” Moynihan, Daniel Patrick, “Building Wealth for Everyone,” New York Times, May 30, 2000.

It is impossible under current law for government to save and invest money, and even if there were legal provision for the federal
government to invest excess revenues in long-term private bonds and equities, it would be far less efficient than simply leaving the
money in the private sector to begin with.

See Hunter and Conover, op. cit.

“History offers no support to the notion that budget deficits, even those much greater relative to the size of the economy than
those now forecast, would have a significant impact on interest rates.” See Evans, Paul and Stephen Entin, “Deficits, Tax Cuts, In-
terest Rates and Investment (Part I): Do Large Deficits Raise Interest Rates?”, Institute for Research on the Economics of Taxation
Congressional Advisory No. 139, October 23, 2002. See also Entin and Evans, “Deficits, Tax Cuts, Interest Rates and Investment
(Part IT): Would Financial Market Consequences of Tax Reduction Negate Positive Effects on Growth?”, IRET Congressional Advi-
sory No. 140, November 8, 2002 for a review of the studies that have found only limited relationships between deficits and interest
rates.

Hunter and Conover warned in their 2001 paper that the bipartisan obsession with keeping the tax burden near an all-time high
in order to reduce the national debt likely would lead to an economic downturn. More recently, former Fed Governor Wayne
Angell confirmed that prediction when he said, “Robert Rubin will never admit it, but the recession that began in the third quarter
of 2000 was the direct result of the Clinton administration’s attempt to pay down the federal debt.” Angell, Wayne, “The Rubin Re-
cession,” The Wall Street Journal, March 25, 2004.

Wayne Angell again confirmed Conover’s and Hunter’s warning that focusing only on the demand side of the national saving
equation was misleading. “...hardly anyone seemed to realize that increasing national saving in the Federal sector would reduce na-
tional saving in the household and business sectors.” See Wayne Angell, “Debt Hysteria,” unpublished manuscript.

In his classic work, Democracy In America, de Tocqueville observed that, “It is in the nature of all governments to seek constantly
to enlarge their sphere of action; hence it is almost impossible that such a government should not ultimately succeed, because it
acts with a fixed principle and a constant will upon men whose position, ideas, and desires are constantly changing.” In a democ-
racy, de Tocqueville contends, the electorate actually will facilitate the growth of government even though the vast majority of
citizens desire just the opposite: “Democratic eras are periods of experiment, innovation, and adventure. There is always a multi-
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tude of men engaged in difficult or novel undertakings, which they follow by themselves without shackling themselves to their
fellows. Such persons will admit, as a general principle, that the public authority ought not to interfere in private concerns; but, by
an exception to that rule, each of them craves its assistance in the particular concern on which he is engaged and seeks to draw
upon the influence of the government for his own benefit, although he would restrict it on all other occasions. If a large number of
men applies this particular exception to a great variety of different purposes, the sphere of the central power extends itself imper-
ceptibly in all directions, although everyone wishes it to be circumscribed.” In what we today would call a free-market democracy,
de Tocqueville said, “Private life is so busy, so excited, so full of wishes and of work, that hardly any energy or leisure remains to
each individual for public life...[that] men can never, without an effort, tear themselves from their private affairs to engage in pub-
lic business” and thus they abandon the public business “to the sole visible and permanent representative of the interests of the
community; that is to say, to the state.” Moreover, “the love of public tranquility is frequently the only passion which these na-
tions retain [which] naturally disposes the members of the community constantly to give or to surrender additional rights to the
central power.” (p. 293-94)

This central authority, de Tocqueville laments, becomes a velvet despotism in which “power is absolute, minute, regular, provident and
mild...For their [citizens’] happiness such a government willingly labors, but it chooses to be the sole agent and the only arbiter of that
happiness; it provides for their security, foresees and supplies their necessities, facilitates their pleasures, manages their principal con-
cerns, directs their industry, regulates the descent of property, and subdivides their inheritances: what remains, but to spare them all
the care of thinking and all the trouble of living?” The result: “After having thus successively taken each member of the community in
its powerful grasp and fashioned him at will, the supreme power then extends its arm over the whole community. It covers the surface
of society with a network of small complicated rules, minute and uniform, through which the most original minds and the most ener-
getic characters cannot penetrate, to rise above the crowd. The will of man is not shattered, but softened, bent, and guided; men are
seldom forced by it to act, but they are constantly restrained from acting. Such a power does not destroy, but it prevents existence; it
does not tyrannize, but it compresses, enervates, extinguishes, and stupefies a people, till each nation is reduced to nothing better than
a flock of timid and industrious animals, of which the government is the shepherd” The people are “constantly excited by two conflict-
ing passions: they want to be led, and they wish to remain free...they strive to satisfy them both at once...they devise a sole, tutelary,
and all-powerful form of government...they console themselves for being in tutelage by the reflection that they have chosen their own
guardians...they shake off their state of dependence just long enough to select their master and then relapse into it again.” (p. 318-19)
Alexis de Tocqueville, Democracy in America, Alfred A. Knopf, New York, 1945.

31. All workers would be allowed to place into a personal retirement account 10 percent of the first $10,000 they earn and 5 percent
on all income thereafter up to the taxable limit, for an overall average of 6.4 percent. See Goss, op. cit.

32. See Hunter and Conover, op cit.

33. Consider, for example, the conclusion of two Feldstein critics: “Right now (circa 2001) for every extra dollar of GDP, the federal
government collects about 33 cents in taxes. That means the federal government should roughly break even in the long run on any
[tax reform] proposal yielding at least $3 in added output per dollar of cost. Proposals yielding $4 of extra GDP for every revenue
dollar spent would pick up revenue... While there are any number of ways to accelerate depreciation, our generic proposal as-
sumes about 20 percent shorter lives for most equipment and expensing for some high-tech assets. Long run, this faster write-off
for purchases of equipment would yield $9 in extra GDP per revenue dollar. The reason for the high payoff is that to receive the
tax cut a business must purchase an asset, which constitutes new investment.” See Robbins, Gary and Aldona Robbins, “What’s
the Most Potent Way to Stimulate the Economy?” Institute for Policy Innovation Issue Brief, October, 10, 2001.

34. The President’s Commission to Strengthen Social Security in 2001 recommended three models:

Model 1 would allow workers to direct 2 percent of their payroll taxes into a personal account. In exchange, the individual’s traditional
Social Security benefits would be offset by the worker’s personal account contributions compounded at an interest rate of 3.5 percent
above inflation. This model does not specify other changes to the Social Security system’s benefit and revenue structure to address
long-term fiscal problems.

Model 2 would allow workers to redirect 4 percent of their payroll taxes up to a maximum of $1,000 to a personal account. [The
$1,000 contribution cap stunts the size of the accounts so that even a $30,000-a-year wage earner would be restricted to redirecting
only about 3 percentage of the payroll tax into a personal account; someone earning $50,000 would be restricted to redirecting no
more than 2 percentage points into a personal account, and for workers earning more than $100,000, less than 1 percentage point of
the payroll tax could be redirected into a personal account.] In exchange for benefits generated by the personal account, traditional
Social Security benefits would be offset by the amount of personal account contributions compounded at a real interest rate of 2 per-
cent. Beginning in 2009, the model also would cut future benefits by indexing benefits to price inflation rather than national wage
growth. General government revenues would be transferred to the trust fund to keep it solvent from 2025 to 2054.

Model 3 would allow workers to contribute 1 percent of wages into a personal account. If the worker does so, a 2.5 percent contribu-
tion (up to an annual maximum of $1,000) from current payroll taxes also would be added to the account. For low-income workers,
the voluntary contribution would be subsidized by rebating the amount through a refundable tax credit. In exchange for the benefits
generated by the individual accounts, traditional Social Security benefits would be offset by the amount of personal account contribu-
tions compounded at a real interest rate of 2.5 percent. General government revenues would make up the shortfall to keep Social
Security solvent.

35. See “Strengthening Social Security and Creating Personal Wealth for All Americans,” Report of the President’s Commission, De-
cember 2001, http://www.csss.gov/reports/Final_report.pdf.

36. Orsag and Diamond reject any kind of personal retirement account. At a Brookings Institution briefing introducing the book,
Orsag said, “Our plan restores balance to Social Security by combining benefit reductions and revenue increases rather than rely-
ing solely on either.” See Peter A. Diamond and Peter R. Orszag, Saving Social Security: A Balanced Approach, Brookings
Institution Press, Washington DC, 2003.

37. Fifty-four percent of those individuals identifying themselves as “liberal” support allowing workers to redirect half the payroll tax
into personal accounts, and 51 percent of self-identified “Democrats” support the idea. African Americans supported large per-
sonal retirement accounts by 66 percent to 25 percent, and Hispanics were in favor 73 percent to 24 percent.

38. For example, analyst Michael Tanner of the libertarian Cato Institute says in arguing for cutting future benefits that, “It would be
wrong, therefore, to attribute to individual accounts benefit cuts that would be needed to bring the system into balance irrespec-
tive of whether individual accounts are created.” See Tanner, Michael, “The 6.2 Percent Solution: A Plan for Reforming Social
Security,” The Cato Institute, SSP No. 32, February 17, 2004, p. 7.

39. The calculations for Tables 8, 9 and 10 assume real returns of 3.25 percent for bonds, 7.25 percent for stocks, and 25 basis points
for administrative costs, all of which are consistent with long-term historical data and recent studies.

40. The Chief Actuary adopted the estimate of Martin Feldstein, former Chairman of the President’s Council of Economic Advisers,
that pre-funding Social Security through personal retirement accounts would boost national saving and increase the nation’s capi-
tal stock sufficiently to raise the level of economic output 3 percent in perpetuity. As a consequence, federal revenues would
increase as the federal government “recaptured” in taxes part of the increased national output. As the Chief Actuary put it, this
corporate revenue recapture would provide “a substantial and growing source of income to the OASDI program.” See Goss,
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41.

42.

43.

44.

45.
46.
47.

48.

49.

50.

51.

op. cit. According to Feldstein’s research, sufficient net new saving would result from pre-funding personal accounts that eco-
nomic growth will increase on the order of 0.25 to 0.3 percentage points.

“If the top marginal tax rate were lowered to 17 percent and the federal tax base were redefined to eliminate multiple taxation of
saving and investment and other distortions, the long-term real economic growth rate would rise by 0.5 percent a year after a
five-year adjustment period of even higher annual growth... [after 25 years] federal revenues generated by lower rates and a re-
formed tax code would exceed the amount of revenues that today’s tax code would produce with higher rates, and the return on
the private retirement accounts by then would have mounted sufficiently that overall retirement income would rise by almost
one-third while federal outlays would decline significantly... In present value terms, the transition borrowing cost of moving to pri-
vate retirement accounts financed by 6 percentage points of the payroll tax would amount to only $1.6 trillion, about one-ninth of
the debt burden confronting us if we simply attempt to patch up Social Security.” See “Whose Afraid of the National Debt,”

op. cit., p. 20.

“The first transfer mechanism would provide for amounts to be transferred to the OASDI Trust Funds equal to the potential cor-
porate taxes that might result from investment of IA accumulations and annuities. The transfer amount would be computed
assuming that all I[ndividual] A[ccount] assets are invested in the default portfolio and that all IA accumulations available at re-
tirement would be fully annuitized in the special life annuity offered by the central administrative authority. The computation of
potential corporate tax revenue transfer would be specified in the law to follow the parameters adopted by former Senator Phil
Gramm in his proposal. The parameters were laid out in the OCACT memorandum to Senator Gramm of April 16, 1999.”

Feldstein, Martin, “The Missing Piece in Policy Analysis: Social Security Reform, National Bureau of Economic Research Working
Paper 5413, January 1996.

Social Security Trustee Thomas Savings point out that the Social Security trustees’ conventional measure of the unfunded liability,
$11.9 trillion, “treats the surpluses generated between 2003 and 2017 as if they are invested in real assets. In reality, these surpluses
are simply spent by Congress and no investment occurs. Thus, the correct measure of the debt, with the surpluses eliminated, is
$13.0 trillion.” See Liu, Liqun, Andrew J. Rettenmaier and Thomas R. Saving, “The Transition to Private Market Provision of El-
derly Entitlements,” Private Enterprise Research Center, Texas A&M University, January 21 2004, p. 22.

Ibid.
Ibid.

“Social Security Transition: Maximizing Economic Benefits,” Testimony by Stephen J. Entin, President, Institute for Research on
the Economics of Taxation, before the House Budget Committee Social Security Task Force, May 18, 1999.

There are numerous ways to devise a federal spending limitation. However, any effective device must build on the experience of
previous spending-limitation efforts. In particular, it is vital that the limitation be designed so that the default setting on spending
is reduction. Previous efforts would set spending targets, which if missed, would trigger sequester, which in turn would trigger a
political struggle over which programs got cut and by how much. This time, the spending limitation must be devised as a formula
that is applied at the beginning of the year-say a percentage reduction from the projected spending baseline. The amount of spend-
ing reduction computed by the formula must immediately be sent to the Social Security Administration for its exclusive use.
Congress and the President then would have the rest of the year to figure out which programs to cut by how much, or whether to
allow the spending reduction to go unfulfilled and the hole created by the SSA allocation to be filled by higher taxes, more borrow-
ing or some combination of the two.

The Chief Actuary assumed that absent the spending growth provision, federal spending would remain fixed at 20 percent a year
indefinitely into the future. He then calculated the year-over-year rate of increase in spending that would maintain federal spend-
ing at 20 percent. That rate turns out to be the same rate at which nominal GDP (real GDP growth plus inflation) grows each year.
Thus, if nominal GDP is projected to grow at 4 percent a year, spending as well would have to grow at 4 percent to remain a fixed
share of GDP. The spending limitation provision estimated by the Chief Actuary requires that spending growth be restrained for
eight years to increase 1 percentage point less than it would if it grew just fast enough to remained a fixed share of GDP, i.e., the
rate of nominal GDP growth. After the eight-year restraint period, spending growth was permitted to resume rising at the rate re-
quired to maintain spending as a fixed share of GDP thereafter.

Alesina, Alberto, Silvia Ardagna, Roberto Perotti and Fabio Schiantarelli, “Fiscal Policy, Profits, and Investment,” National Bureau
of Economic Research Working Paper 7207, July 1999, p. 4.

See, for example, “Who’s Afraid of the National Debt?” op. cit. “With tax reform of this magnitude [top marginal tax rate lowered
to 17 percent and federal tax base redefined to eliminate multiple taxation of saving and investment], workers could immediately
place 6 percentage points of the payroll tax into personal retirement accounts, the government could safely borrow the transition
costs each year (amounting to average annual borrowing of 1.2 percent of GDP between now and 2035), and the nation could
keep its debt burden within a few percentage points of today’s level for the next 25 years, after which it would begin to fall precipi-
tously,” p. 20.
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