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PERSONAL SECURITY ACCOUNTS:

A PROPOSAL FOR FUNDAMENTAL SOCIAL SECURITY REFORM

ABSTRACT

This paper presents a comprehensive Social Sécurity reform proposal,
Personal Security Accounts (PSAs), designed to reduce five problems associated'
with the current system. These are financial solvency, equity, efficiency,
uncertainty, and lack of information. Our scheme for modérnizing Social
Security involves: (1) providing, on a progressive basis, credits for taxes,
(2) sharing credits equally between spouses, (3) appropriately allocating
credits to the "purchase" (in an accounting sense) of PSA's four insurance
policies, (4) using actuarial formulae to determine the size of policies
"purchased" with PSA credits, (5) adjusting annually their choice of the
marginal PSA discount rate to insure long term financial solvency, and
(6) providing annual PSA reports detailing taxes paid and benefits received.

By sharing earnings PSAs eliminate redistribution from single individuals
and two-earner couples to one-earner or primarily one-earner couples. By
allocating credits to specific needs PSA improves Social Security's provision
of Social Insurance. By sending annual reports PSAs reduce infofmation
problems. Annual reports also reduce work disincentives by clarifying exactly
the additional benefits workers can expect in return for their additional

taxes. Finally, by adjusting the marginal discount rate and by guaranteeing

PSA benefits the government restores security to the country's major source of

retirement finances.
In the course of describing the advantages of the PSA proposal the paper
presents some new evidence on the extent of inter- and intragenerational

redistribution generated by the current system.




I. Introduction

After Defense, Social Security is the largest program in the federal
budget. For more than half of working age households, Social Security taxes
exceed persona1~income taxes. Further, for most elderly households, the
future péyments they will receive from Social Security constitute their most
valuable asset, with the possible exception of their house. Social Security
is not only large; it is effective. It has provided substantial income
security to the elderly, kept many e1dér1y out of extreme poverty and has
transferred hundreds of billions of dollars from younger, weaithier
generations to the older, poorer generations. For cohorts of elderly in the
1950s, 60s, 70s, and even 1980s, it has offered a relatively high, if
declining, rate of return on tax contributions.

The success of Social Security has diverted attention from a number of
significant shortcomings in its design. These problems fall into four
categories. They are (1) financial solvency, (2) equity, (3) efficiency, and
(4) uncertainty and lack of information.

It is well known that the Social Security System is not funded; its

financial assets at any point in time amount to only a trivial fraction of the

future payment obligations of the system. The true funding source to meet

these future obligations is the taxes or contributions of future workers. The
system is in perpetual bankruptcy if these future tax receipts are ignored.
However, Social Security is not strictly a pay-as-you-go plan. Such a plan
would simply pay to beneficiaries the money which was collected each period from
payroll taxes. Social Security does not have the inherent flexibility of such a
plan. Instead, it more closely resembles an unfunded defined benefit pension

plan, where the benefit formula is not explicitly adjusted to changes 1in the
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cash flow of the sy;tem. A major problem with an unfunded defined benefit plan
is'that it is very susceptible to financial qrises. If the benefits are
gi;ght1y more generous than the taxes collected for a period of time, the system
quickly runs into a liquidity problem. The financial position of Social
Security depends to a much greater extent on short run business cycles and on
long run productivity changes and demographic developments than would a true
pay-as-you-go system. This, along with the difficulty in forecasting both
demographic and economic developments, explains the repetitive financial crises
of Social Security.l

The Social Security system is not equitable in that it offers very
different rates of return to households in similar circumstances. Some of the
distinctions seem éuite arbitrary and yet can cause benefits to differ by tens
of thousands of dollars. For example, a divorcee who did not work while married
is not entitled to any benefits based on the former spouse's Social Security if
the ﬁarriage lasted less than ten years. However, if married for more than ten
years, the divorcee may be entitled to benefits worth $100,000 or more. To us,
this seems inequitabie, inappropriate, and probably unintentional social
engineering.  There are.other cases. Two earner married couples often receive a
much lower rate of return on contributions than one earner families, and single
people, on average, do worse than either. Large families benefit from certain
aspects of the insurance‘programs without paying more than smaller families.
Those covered participants with short working caréers or short careers in jobs
covered.by éociéi Security earn a higher rate of return than those with longer
careers. In general, the system seems highly inequitab]e.and capricious in its

treatment of a vast number of American households.
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The uneven treatment and the complicated procedures involved in accurately
determining or even roughly assessing one's future benefits leads to the third
problem, economic inefficiency arising from the system. The 1link between
contributions and payouts is sufficiently weak that most workers may view their
benefits as unrelated at the margin to their tax contributions. This means that
the nearly 15 percent contribution rate for Social Security (including the
hospital part of Medicare) must be added to the marginal tax rate of the
personal income tax in order to compute the total marginal tax rate on earnings.
Given that the economic waste due to distortionary taxation rises with the
square of the marginal tax rate, it is easy to see that the Social Security
payroll tax could be doubling the distortionary costs of the tax system. These
extra distortions are unnecessary. If the link between taxes and benefits were
made quite tight, then, from the individual's perspective, Social Security
contributions would be viewed not as taxes, but primarily as a form of deferred
compensation similar to pension contributions, albeit yielding a potent?a]]y

Tower than market return. Social Security contributions would, to a very large

extent, be a use of income rather than a tax and wou]d'not have the sizeable

disincentive affects of the latter.

The complicated benefit formulae just mentioned brings us to our final
category of problems with Social Security: uncertainty and lack of information.
The typical worker is given no concrete information regarding insurance coverage
by Social Security. It takes an extreme effort to determine what a survivor's
benefits would be in case of death of a spouse, or what is a reasonable
expectation of one's future retirement annuity. Even at the time of retirement,

there are numerous stories of different offices of Social Security coming up




with different benefit amounts for the same individual. There is a similar lack
of information regarding the disability insurance part of the Social Security
program. Most workers have no idea about whether they qualify for disability
insurance, let alone how much they would receive should they become disabled.
The point is that people face a situation of great uncertainty and lack of
information and therefore make uninformed and probably inefficient decisions
regarding private insurance coverage and saving.

The revisions of the Social Security system, such as those which occurred
in 1983, have been prompted by the system's recurring financial crises. The
outcomes have been to change the éontribution rates or the benefit formulae or
to tax part of tﬁe benefits, but the fundamental design of the system has been
neither changed nor studied. It is our belief that what is needed to address
the four problem areas we have identified is structural reform of the system
rather than tampering with tax or benefit schedules.

The Personal Security Accounts (PSA) proposal incorporates many reform
ideés that have been previously advanced by members of Congress and government
commissions. Chief among these is "earnings sharing," which was recommended by
the 1979 Social Security Advisory Council and by the five members of the
National Commission on Social Security Reform (Greenspan Commission) selected by
the Democratic leadership. 1In addition, there are several features of the PSA
plan that ref]ect'principles of and practices in private saving and insurance
markets. These include actuarial benefit calculations, a tight and clear 1link
be{ween contributions made to and benefits received from Social Security, the
individual ownership and portébility of Personal Security accounts, and annual

PSA reports.




-5-

Our goal in proposing a reform in the structure of Social Security is not
to alter the goals of the system, but rather to meef those goals more
effectively and efficiently. ;In our PSA proposal we recognize the need for
mandatory public provision of social insurance; private insurance markets are
hampered by severe problems of adverse selection making their pricing far from
actuarially fair, and they fail to qffer inflation protected 1life annuities.
We, therefore, retain the five insurance functions of Social Security (old age,
disability, spousal survivor, child survivor, and old age hospital insurance).
We also recognize the desirability of a progreséive social security system; the
existing Social Security system is redistributive in that it offeﬁs a better
rate of return to low income participants than to high income ones. This Kkind
of redistribution, which is clearly intentional, could not be accomplished by
private insurers. Our proposed reform retains redistribution from high to low
incomé households. In fact it makes it much more explicit and also eliminates
the capricious redistribution ffom low to high income households that now
occurs.

A discussion of Social Security reform must discuss the extent to which
past policy constrains current options. We have had an unfunded‘system for
nearly fifty years and have acéumulated én unfunded liability of several
trillion dollars. Nhile'thé merits of‘having a fuqded system can be discussed
in theory, switching to a funded System at this point on]& cause an enormous
intergenerational transfer. One generation would be ésked to pay for two
retirementé} their own retirement and that of the retired elderly at the time of
tﬁe switch. Since this is undesirable from our perspective and likely to be

politically infeasible, we accept the continuing unfunded nature of the plan.
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_We also believe that the system cannot be changed for the currently retired or
for those who are near retirement. Therefore, we propose that at the initiation
of the PSA reform only those under 45 be enrolled in the new plan; those 45 and
older af the plan's initiation would remain under the current Social Security
system.

The basic idea of our reform is to tighten the link between contributions
and benefits and to offer households an insurance package more customized to
their needs. Despite the continued unfunded nature of the plan and its
progressivity, the new system would mimic private insurance in many more
réspects than does fhe current system. Each individual would have a Personal
Security Account. Contributions credited to these accounts will be "spent" (in
an accounting sense) for the five types of insurance policies mentioned above in
proportions which depend on the age structure of the family. The progressivity
of the PSA system results from grossing up credited contributions for those with
low incomes and grossing down credited contributions for those with high
incomes. The'rate'of return implicit in the annual "purchase" (in an accounting
sense) of additional insurance policies will vary from year to year according to
the overall financial circumstances of the system. In this way the system will
have the iﬁcreased fléxibility necessary to avoid periodic financial crises.
However, previous rates.of return used iﬁ calculating benefits received for
prévious contributions are fi;ed and guaranteed. The system will be more
equitable in that rates of return would not systematically differ for one and
two earner couples and for,;ing]e individuals and married couples. The
efficiency advantage of our plan stems directly from the tighter link between

pay-ins and insurance coverage; i.e., calling the payments contributions rather
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‘than taxes becomes more appropriate. And finally, the uncertainty regarding
one's coverage and accrued benefits wi)] be eliminated by sending each
participant an annual statement detailing taxes paid, credits received, and
insurance benefits "purchased" with the credits.

In the next section,.we describe the proposal in detail. Section III
analyzes problems of inequity and inefficiency under the current systenm,
pointing out how these problems would be resolved with PSAs. In Section IV we

summarize the advantages of the PSA alternative.

II. The Personal Security Account System

The PSA proposal changes Social Security's determination of old age,
survivor, and disability benefits. It also modifies OASDI taxation. The

proposal does not deal with the health insurance component of Social Security,

I
l

although reforms similar to those proposed for OASDI seem feasible. The PSA
system is designed to adjust the generosity of Social Security automatically

to changes in financial projections, but these adjustﬁents are made at the
margin, i.e., they affect the accumulation of additional Social Security
benefits, but do not alter benefits that were accumulated in the past. These
features, as well as the provisions for the transition to PSAs, are discussed
here. The main issue with respect to the transition is the establishment of
initial PSA accounts for those under age 45; those 45 and older at the
initiation of PSAs will not become PSA participants, rather they will continue
receiving benefits under the current Social Security System.2 While we attempt

to be as specific as possible in laying out the PSA plan, it should be clear
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that we are describing a generic alternative to the current structure of Social
Security, i.e., many of the specifics of this scheme could be modified somewhat
without altering the basic advantages of PSAs. Our description of PSAs begins

with an illustration of the determination of PSA credits and benefits.

A. ~ Benefit determination under PSAs - An Illustration
The provision of benefits under PSAs may easily be understood by
considering the example of John and Sally Doe who are ages 41 and 35 1in the year
1999. John and Sally have a daughter Josey. A1l dollar figures in the
example are in 1986 dollars and éfe purely hypothetical in the sense that they
may be substantially greater or smaller than those that would actually arise
under the PSA p'lanT In the year 1999 John pays $2000 and Sally pays $1000 in
Social Security taxes. Their combined tax payment of $3000 is less than the
average tax payment for married couples, so they receive 3600 PSA credits.3
This illustrates that: ‘
The PSA system maintains progressivity under Social Security by
providing poorer (richer) families with PSA credits that are larger

(smaller) than actual family tax contributions.

The 3600 PSA credits are divided equally between John and Sally, and 1800

credits worth of insurance benefits are provided to John, and 1800 credits

worth of insurance benefits are provided to Sally. Hence:

e - The PSA system involves complete earnings sharing in its

determination of benefits.

The Social Security System "spends" John's 1800 credits on the following 4

insurance policies. These policies are additions to those "purchased" for John
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in previous years based on previous accumulations of PSA credits. The four
policies are: 1) an édditional old age annuity, 2) an additional disability
annuity, 3) an additional old age spousal survivor annuity payable to Sally if
John dies, and 4) an additional child survivor annuity payable to Josey if John
dies. Four corresponding additional insurance policies are "purchased" for Sally
with her 1800 credits. If John and Sally were childless, Social Security would
"spend" none of their credits on child survivor annuities. If John were single
with no children all his PSA credits would be spent on an additional old age

annuity, and an additional disability annuity. In sum:

‘Each of Social Security OASDI's 4 major types of insurance are
provided by PSAs. Social Security tailors its "purchase" of these

policies to the specific needs of each family.

The allocation of John's 1800 credits to the four additional insurance policies
is determined exclusively by Social Security in light of John's family

composition; i.e.,

Like the current Social Security System, the PSA System entails
forced saving and forced purchase of disability, survivor, and old

age health insurance.

John's 1800 PSA credits are "spent" by Social Security in the following way:
1200 credits are "spent" on an additional old age annuity, 270 credits are
"spent" on an additional disability annuity, 200 are "spent" on an additional
spousal survivor annuity, and 130 are "spent" on an additional child survivor

annuity. This allocation is purely hypothetical. The Social Security
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Administration would establish a simple formula for allocating credits amoung
the insurance policies that would take into account the composition of the
family and the age of the participanf. Thus Social Security would allocate
relativeTy more credits to the purchase of disability insurance for younger
participants than for older participants, since the need for disability

insurance is obviously much greater .for a worker age 30 than for one age 60.

B. Actuarial Benefit Calculations

The amount of each annuity "purchased”" with the PSA credits is based on
an actuarial calculation théf equates the present expected value of each
annuity's payments to the amount of credits spent on that annuity. The rate of
return used by Social Security in 1999 in these actuarial calculations is
identical for all policies and all PSA participants. Thus, apart from PSAs'

explicitly progressive provision of PSA credits,

A1l PSA participants receive identical rates of return on their PSA

credited contributions.4
Actuarial Benefit Formulae

The 01d Age Annuity. This annuity is available starting at age 62

independent of the recipient's labor earnings. For a participant age a in year

t the additional old age annuity, A(a,t), "purchased" with PSA age a, year t

credits; C(a,t), is determined by formula (1):

. P.
(1) cla,t) = Aa,t) Y100 — T8 _—

i=62 (1+rt)(i-a)

where Pi a is the probability the PSA participant will survive to age i given
that he or she is currently age a. In (1) A(a,t) and C(a,t) are both measured

in dollars of constant purchasing power, i.e.,
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PSA annuities are fully indexed for inflation.

The term r,_ is the guaranteed real rate of return paid on all PSA credits

t
year t. We describe below Social Security's annual determination of this
of return. The total indexed old age annuity received by PSA participants

starting at age 62 is the sum of the annuities, the A(a,t)s, "purchased"

each age.

Spousal Survivor Annuity. Surviving spouses age 62 and over are eligible

to receive the sum of all spousal survivor annuities purchased in any year by
any deceased spouse. The actuarial formula determining the purchase of
additional spousal survivor annuities in exchange for additional PSA credits

is presented in the appendix.

Child Survivor Annuity. This annuity is the sum of all child survivor
annuities that are still in effect and that were purchased by any decedent
parents on behalf of the child. The annuity is paid to surviving children
prior to the child's attaining age 18. Unlike the sbousa] survivor annuity,
the child survivor annuities are five year term insurance policies providing
an annuity to a surviving child based on the natural parent's death within
five years of the time PSA credits are spent on this form of insurance. The
five year term policy assures an adequate level of child survivor protection
in the case parents die when the child is quite youhg. They also assure
continued insurance protection (for 5 years) in case a parent or parents
become unemployed and suffer a drop in their accumulation of PSA credits. The
actuarial formula determining these 5 year term child survivor annuities is

presented in the appendix.
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Disability Annuity. Like the child survivor'annuity, PSA disability

annuities are designed as five year term policies, providing benefits in
exchange for PSA credits if the insured participant becomes disabled within
five years of the purchase of the policy and is under age 62 at the time of
the onset of the disability. Each year's expenditure of PSA credits on
disability insurance will provide additional five year term disability
annuities to the participant. In the event of disability, the disabled
participant will collect the sum of the annuities purchased in the current
year and the proceeding four years. PSA disability insurance will provide
annual payments to disabled workers prior to their attaining age 62. In
addition, this insurance policy will have a PSA credit surrender value at age
62 that will be spent on an additional old age annuity. This feature will
insure that workers who become disabled when quite young will receive adequate
old age incbme after age 62 despite their having accumulated a relatively
small old age annuity'prior to age 62. Since the age 62 cash surrender value
is designed to protect the young disabled, its size relative to the disability
annuity will be a decreasing function of the participant's age. The actuarial

formula determining this annuity is presented in the appendix.

C. Personal Security Accounts - Annual Reports

Tables 1 and 2 present a hypothetical ?SA report for John Doe in 1999 with
the dollar amounts'expressed in 1986 dollars (the actual 1999 PSA report would
have dollar amounts expressed in 1999 do]]ars). The first table indicates John
Doe's past and current tax payments and accumulation of total PSA credits as

well as the allocation of these credits to the 4 insurance policies. The second
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table shows the annuities that are purchased with John Doe's PSA credits, and
indicates the extent to yhich these purchased annuities are payable; recall that
child surinor and disability annuities purchased more than five years in the
past are no longer payable, since these are five year term policies.

Consider Table 1; since John does not marry Sally until he is age 36, and
Josey is born when John is 38, no credits are allocated to spousal survivor
insurance and to child survivor insurance until John reaches the respective ages
36 and 38. In the first year that John begins working -- when he is age 21 --
Social Security allocates a disproportionately large share of his credits to the
purchase of an initial disability annqity. This adjusts for the fact that if
John becomes disabled after 1 year he will only receive the disability annuity
purchased at age 21, while if he becomes disabled at, for example, age 30 John
will receive the sum of the 5 disability annuities purchased at ages 25, 26, 27,
28, and 29. A similarily disproportionately large share of PSA credits is
allocated to the purchase of child survivor benefits in the first year that
Josey appears since the child survivor policies are also 5 year term policies.

The annuities indicated in Table 2 are purely hypothetica1, i.e., they do
not reflect an actual actuarial calculation based on the PSA credits of Table 1.
The point of the Table is to illustrate simply PSA reporting. As mentioned, the
age 65 disability credit surrender amounts finance additional old age annuities

for those who become disabled prior to age 65.

D. Individual Ownership and Portability of PSAs
Like John, Sally owns her own PSA account. If John and Sally become

divorced, they keep their PSA accounts and, assuming they or subsequent new
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spouses pay Social Sééurity taxes, they continue to accumulate PSA credits and
PSA insurance annuities. For example, in the case of 01d Age annuities the
additional annuities pufchésed when young simply add to those purchased when
divorced in determining the total 01d Age annuity. While a divorcee spends none
of her additiona]]y‘accumu]ated PSA credits on survivor insurance for his or her
former spouse, the former spouse is still eligible to collect an old age
survivor annuity based on purchases of such annuities by the former spouse
during their years of marriage. If the divorced couple has children from their
marriage, each former spouse is required to buy child survivor benefits for each

of their children. Hence:

PSA accounts are individua11y owned and are completely portable, but
the PSA system requires divorced parents to continue to purchase

survivor insurance for children of previous marriages.

E. Taxation and Accrual of PSA Credits

Social Security tax collection would be changed slightly from current
practice by taxing combined earnings of spouses at scheduled rates, rather
than taxing each spouse separately. For married couples under age 62, the
proposal establishes a covered earnings ceiling on the couple's combined
earniﬁgs and collects taxes on earnings up to this ceiling. For single heads
of househo1ds‘a 30 perceﬁt lower earnings ceiling is established. These
changes are appropriate since single individuals typica11y have smaller
"f65urénCe’ﬁeed§ than married couples. Relative to the current system only high
income, single-earner couples will experience tax increases. The proposal

leaves unchanged the time path of scheduled Social Security tax rates.
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Under the fully phased-in PSA System, Social Security taxation and the accrual
of PSA credits and benefits ceases once a participant reaches age 62. 1In the
case of married coup]és, younger spouses are taxed as single individuals once
the older spouse reaches age 62. Assuming these younger spouses are still
working, they will continue to accrue PSA credits and purchase benefits that
enter into their own Personal Security Accounts. The earnings of spouses over
age 62 will be taken into account in the progressive provision of PSA credits
in exchange for Social Security taxes.

F. Social Security Financing and Choice of Annual Guaranteed Rates

of Return

The PSA proposal involves no significant change in the time path of
aggregate Social Security taxes or aggregate benefits. Under PSAs Social
Security would continue to be self financing with benefits paid toc older
retired generations financed by taxes on young and middle age workers. Unlike
the current system, however, the PSA System has provisions that would avoid
short term funding crises such as those of 1977 and 1983 and that would
automatically eliminate long run deficits.

The choice of the term,rt, the guaranteed rate of return to be used in
ca1cu1atin§ each year's purchase of additional annuities, appearing in
equation (1) and the equations in the appendix will be choosen each year by an
independent Board of Actuaries to insure long-run balance between benefits and
taxes and the preservation through time of a significant trust fund equal to
at least three years of benefit payments. The significant trust fund will
insulate the system from short run fluctuations in tax receipts due to

recessions, and the annual rate of return will be automatically adjusted to
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maintain balance in present value between tax receipts and benefit payments
over the succeeding 75 years. Hence, as demographic or economic projections
change, the annual rate of return will be adjusted downward in the case of
projected 75 year deficits and upward in the case of projected 75 year
surpluses. Since the government will guarantee the payment of all purchased
annuities, the Board of Actuaries will use conservative projections in
determining the annual rate of return. It is important to note that changes
in the annual rate of return only affect the purchase of additional benefits

and leave unchanged PSA policies purchased in the past, i.e.:

The choice of each year's rate of return will only affect the

calculation of the purchase of retirement, survivor, and disability

annuities in that year; annuities purchased in previous years based

on previous rates of return will never be altered.

G. The Transition to PSAS
In order to minimize disruptions for those retired, those soon to retire,

and those who are disabled,

A1l Americans 45 years and older and those currently receiving

Social Security disability payments are exempt from the PSA System
and will continue to pay taxes and receive benefits as mandated

under current law.

For Americans under age 45 at the time of the introduction of PSAs benefits

will be determined based on their PSA credits.
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1. Determination of Initial PSA Credits.

At the start up of the PSA system all PSA participants will receive an
initiaf‘a1location of PSA annuities. These annuities will be calculated by
treating each initial PSA participant (those under 45) as if he or she had
always been enrolled in the PSA system; i.e., Social Security will use
information on past tax contributions, past marital status, and past birth of
children to determine the PSA credits that would have been earned and the PSA
annuities that wouid have been purchased in each year in the participant's
past.

While we realize that this counterfactual historical simulation will
require somewhat more information than is currently available to Social
Security, particularly marital and birth of children histories, we feel such
information could easily be obtained from PSA participants. Random auditing of
this information plus penalties for fraudulent statements should minimize
problems of cheating in the provision of this information. In simulating PSA
histories we propose that the Board of Actuaries use a 3 percent real rate of

return for each past year's annual PSA rate of return.®

Treatment of Couples with One PSA Nonparticipant. During the transition

to complete PSA parficipation there will be couples in which one spouse
participates in PSAs and fhe other does not; i.e., in these cases one spouse
is youngér than 45 and one spouse is 45 or older at the time of the initiation
of PSAs (this includes participants and nonparticipants who subsequently
marry). In these cases Social Security will calculate PSA credits and

annuities for the participant pretending that his or her spouse is also a
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participant. For the nonparticipant Social Security will calculate Social
Security benefits based on.current law pretending, where relevant, that the

PSA participant is a nonparticipant.

2. Taxation during the Transition
At the initiation of PSAs all couples, including nonparticipants, would
be taxed based on the PSA method of taxation, which has a higher taxable
earnings ceilings for couples. For high earning PSA nonparticipants who are
single this will mean a small réduction in taxes relative to the current
system, and for certain high earning couples this may mean a small increase in
taxes. But, as described below, such a change would reduce some of the current

system's more egregious inequities.
H. Other Features of Personal Security Accounts

1. Initial Age of PSA Participation
PSA's initial age of participation is 18. Participants married to

nonparticipants under age 18 will receive PSA credits and annuities in the

same manner as described above for the case of older participant-

nonparticipant couples.

2. Universal Coverage
A1l Americans under 45 at the initiation of PSAs will be enrolled in the
program. The method, described above, of allocating initial PSA annuities
avoids the problem of giving excessively large returns to many new enrollees.

Such a problem would arise if the current Social Security system immediately

instituted universal coverage.
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Elimination of Earnings Testing and Income Taxation of
PSA Benefits
Under the PSA system PSA benefits would not be subject to an earnings

test, nor. would PSA benefits be subject to income taxation.

I1I. Problems of Inequity and Inefficiency Under the Current System
and Their Resolution Under PSA

A. Equity Issues

Under the current Social Security system a variety of benefits beyond the
worker's basic retirement annuity are available to qualifying dependents with
no requirement that the worker contribute additional amounts to pay for these
benefits. These "marginally free" benefits include dependent benefits for
current and former spouses, survivor benefits for current and former spouses,
and survivor benefits for children. Since these marginally free extra
benefits are not earnings tested, many of the recipients of these transfers
are quite well-to-do middle and upper income households. Those who pay for
these transfers are single workers with no dependents and low, middle, and
upper income two earner couples that qualify for either no or quite small
dependent benefits. These workers are taxed the same as those with qualifying
dependents, but their faﬁilies receive little or none of the system's
marginally free benef{ts.

The amount of 1ifetime marginally free benefits can be very sizeable
relative to the worker's lifetime tax payments. Table 3 presents projections
of lifetime OASI benefits and taxes for different middle income households

under current law.® The households are married couples 1in three cohorts in
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which the husband's share of total household labor earnings ranges from 50 to
100 percent. The calculations take 1985 total household labor earnings of
$25,000 as a benchmark. The three cohorts are the cohort born in 1930, the
cohort born in 1960, and the cohort that will be born in 2005. 1In the
calculations total household labor earnings prior to 1985 equal $25,000 deflated
by a wage growth factor reflecting growth in average wages between the year in
question and 1985. Total household earnings in future years equal $25,000 times
a growth rate factor reflecting the growth in real wages projected by the éocia1
Security actuaries in their intermediate 1985 projection and the projected age
profile of earnings. LifetimeAbenefits and taxes, including income taxation of
Social Security benefits, are calculated as present expected values as of age 25
using male and female mortality probabilities. Lifetime benefits include
retirement and spousal survivor benefits, but do not include child survivor
benefits, disability benefits, or health insurance benefits. Lifetime social

security taxes exclude disability and health insurance taxes. A1l dollar

figures are expressed in 1985 dollars. A three percent real interest rate is

used in forming present values.

The table points out two well known types of redistribution in the current
system. First there is an intergenerational redistribution. Earlier cohorts
areAprojected to fare much better under Social Security than later cohorts.
Thus, for the 1930 one earner couple the present expected value of benefits
exceeds the present expected value of taxes by $7,722; this difference is
-$48,036 for the middle income, one earner couple born in 2005. These
intergenerational transfers are associated with the unfunded financing of Social

Security as well as projected changes in the age structure of the population.
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Most observers believe as do we, that this intergenerational redistribution,
while probably not fully “intended, cannot and should not be changed radically or
rapidly for political and other reasons.

The second type-of redistribution, intragenerational redistribution, is
another story. As mentioned, redistribution between one and two earner couples
arises because dependent and survivor benefits are available to non-working
spouses with no additional tax contributions required from the working spouse.
The redistribution between such couples is substantial, and it is projected to

continue indefinitely.

Compare for the 1960 cohort the current system's treatment of one-earner

couples and two-earner couples in which both spouses are equal earners. The
difference, in expected present value, of lifetime benefits less lifetime taxes
for these two couples is $15,309 [-24,899 - (-40,208)], which represents over
three fifths of the couple's 1985 earnings. This redistribution occurs for
older cohorts and is projected to continue into the indefinite future; for the
2005 cohort the difference in treatment of one and two earner coup]eé represents
$28,713.

Measured as a fraction of age 25 annual earnings fhe redistribution from
two-earner to one-earner couples is even larger for lower income and higher
income households (Table 4). For couples born in 1960 with $15,000 in earnings
in 1985 the difference in treatment between one-earner and two-(equal) earner
couples is almost a year's earnings. For couples with $50,000 in 1985 earnings,
the difference in treatment is over a year's earnings. The progressivity of the
benefit schedule provides larger dependent as well as retirement benefits per

dollar contributed for lower income couples; hence, the inequality between one-
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and two-earner couples measured as a fraction of earnings is greater for lower
income than for middle income households. In the case of higher income
households, the ceiling on taxable earnings limits the amount of taxes that a
single high earner couple pays, a1though, over a range, jt does not limit the
amount of taxes paid by the high income two earner couple. Thus, a single
earner couple with $50,000 of 1985 earnings is projected to pay $138,302 in
present value fn Social Security taxes, while a two earner couple in which each
spouse earns $25,000 is projected to pay $201,956 in present value in taxes.

An issue not addressed in Tables 3 and 4 is the redistribution between
two earner couples in which both spouses always work and two earner couples in
which one spouse works sporadically. The table is also deficient in that it
takes account neither of child survivor benefits nor of disability benefits
and taxes.

Table 4 also demonstrates the unequal treatment between single individuals
and one earner married couples as well as between single individuals and married
couples in which one spouse accounts for most of the household's tqta] earnings.
Take the case of a two earner couple with $15,000 of earnings, $10,000 of which
is earned by the husband. The present value transfer is -$6,565 per spouse.

For a single male earning $7,500 the present value transfer is -$11,565, or
$5,000 less than the pef spouse transfer of -$6,565. Another element of
redistribution from single to married couples not included in these calculations
is the provision of survivor benefits to children.

In addition to transfers from single and two earner couples to one earhéf
or close to one earner couples, the Social Security system a1so_sysfematica11y '

transfers from men to women. In Table 4 the $25,000 male earner who never
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marries is projected to lose $25,845 from participating in Social Security. The
coresponding female who never marries loses only $14,604. This difference is

due to the greater longevity of females.

Equity and PSAs

The PSA proposal eliminates the redistribution from singles and two-earner
couples to one-earner or primarily one-earner couples. It does so while still
maintaihing progressivity in Social Security. Under a PSA system, benefits are
tightly tied to tax payments. Households do not receive additional benefits

unless they receive additional PSA credits, and households making identical tax

payments (per spouse in the case of couples) receive identical credits (per

spouse); i.e., the progressive formula relating taxes to credits would be based
on taxes paid, in the case of single individuals, and taxes paid per spouse in
the case of couples.

Since it appears politically infeasible to use gender-specific mortality
probabiiities in calculating PSA insurance policies, the PSA plan like the
current system, would systematically redistribute from men to women. This
redistribution would not, however, be connected to the choice of labor supply of
married women; i.e., ines in»one earner couples and wives in two earner
couples, in which éach couple has identical total earpings, receive identical
PSA credits.

The earnings-sharing feature of PSAs insures that nonworking spouses who
become divorced receive, during their marriage, PSA credits equal to those
received by their working spouses. Hence, such divorcees leave their marriages

with Social Security benefits, regardless of the length of their marriage.




-24-

Abstracting from changes with time in the PSA discount rate, the actuarial
discounting feature of PSAs insures that workers who start contributing earlier
in life, non-college graduates, receive as good a return on the PSA credits they
earn when yeung as they do on credits they earn when old; i.e., those who start
working at early ages are not penalized relative to those starting work at a
later age as is true under the current system.
Another equalizing feature of PSAs is that it eliminates those work
disincentives facing spouses who will collect as dependents under the current
system. At present wives and husbands with low earnings potential who can
collect dependent benefits on their spouses' account receive nothing in return
for their own tax payments to Social Security. Hence, they face a greater work
disincentive due to Social Security than do their working spouses. By basing
the determination of PSA credits on total taxes paid, no matter which spoﬁse
pays these taxes, as additional dollar of taxes paid by either spouse provides
the same additional benefits to the household.

In addition to discouraging the labor supply of second earner spouses,
the current system may be need]ess]y discouraging labor effort of primary
earners. The next section addresses the strong possibility that Social Security
tax payers do not understand the connection between their tax payments and
future Social Seeurity benefits and view Social Security taxes as providing no
additional benefits at the margin.

B. Social Security and Economic Efficiency:

The Issue of Labor Supply Disincentives
The combined employer-employee Social Security payroll tax rate is

currently over 14 percent. Recent estimates suggest that the average marginal
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income tax rate is roughly 27 percent (Barro and Sahaskul, 1983). If marginal
O0ASDI and HI payroll taxes provided no marginal Social Security benefits or were
incorreqt1y perceived to provide no marginal benefits, the effective marginal
federal government taxation of labor supply would average roughly 41 percent.
Since the efficiency costs of distortionary‘taxation rise as roughly the square
of the tax rate, the Social Security payroll tax may be more than doubling the
deadweight loss of labor income taxation.

Auerbach and Kotlikoff (1985) use a simulation model to study the
efficiency costs of running an unlinked rather than a linked Social Security
system. In an unlinked system, benefits are unrelated (at the margin) to tax
contributions, while in a linked system every dollar of taxes paid increases
benefits at the margin by less than a dollar, a dollar, or more than a dollar,
depending on the design of the benefit schedule.

Calculations based on Auerbach and Kotlikoff's model suggest very sizable
potential efficiency gains from having a linked rather than an unlinked Social
Security system. Their results are illustrative and should not be viéwed as
providing concrete estimates for the U.S. However, if American workers
systematically underestimate actual marginal 1inkage; the results suggest that
the efficiency of the U.S. fﬁsca] structure could be greatly enhanced by
providing, at a minimum, better information to workers about the marginal return
on their payroll tax dollars, and at a maximum, by substantially increasing the
extent of the marginal linkage. Assuming workers incorrectly believe that they
receive nothing at the margin in return for Social Security taxes, then the
model suggests that the efficiency gains from annual reporting of marginal

benefit accrual could be as large as 1 percent of GNP on an annual basis, i.e.,
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the possible efficiency gain is equivalent to a 1 percent larger level of GNP
this year and every year in the future. This potential efficiency gain is quite
substantial relative to other potential efficiency improvements that have been
reported in the literature [e.g., Ballard, Fullerton, Shoven and Walley, 1985,
Auerbach and Kotlikoff, (1983)].

Actual marginal benefit-tax linkage under the current system can be quite
significant for certain workers (Blinder, Gordon, Wise, 1980), but it appears
doubtful that many Americans accurately understand the linkage. Indeed,
casual conversation between the authors of this proposal and colleagues who
are not students of Social Security suggest that most U.S. economists have no

understanding of the extent of marginal linkage.

Efficiency and PSAs

An important objective of the PSA plan is making perfectly clear the
extent of benefit-tax linkage. The PSA proposal includes annual reports that
detail exac§1y what additional benefits workers receive in exchange for their
additional taxes. For certain workers, such as spouses who would collect as
dependents under the current system and, therefore, receive nothing in
exchange for their Social Security tax contributions, the PSA proposal
significantly lowers the tax on labor effort; under the PSA plan additional
Social Security tax cdntributibns imply additional PSA credits regard]gss of
which spouse pays the taxes. For other workers, who now mistakenly believe
that they receive no marginal benefits in exchange for marginal taxes, the PSA
reports would indicate precisely the additional benefits purchased with their

additional tax contributions. Finally, for older workers the elimination of
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the earnings test under PSAs will eliminate the significant work disincentive

confronting the aged under the current system.

IV. Summary

The personal security accounts proposal addresses certain long standing
inequities, inefficiencies, and informational problems within Social Security.
while it calls for a major restructuring of Social Security for younger and
future generations, the proposal preserves the most important features of the
present system; it strengthens rather than weakens the government's role and
responsibility in running Social Security, and it retains Social Security's
four major types of benefits: old age annuities, spousal survivor annuities,
child survivor annuities, and disabiiity annuities. The proposal also
maintains the progressive nature of Social Security and leaves unchanged
Social Security's "pay as you go" financing.

While firm in our basic support of Social Security, we believe that the
current Social Security system has serious flaws that cannot be redressed with
minor modifications. These design defects appear to generate major inequities,
significant work disincentives, and considerable uncertainty about the receipt
of benefits. If Social Security weré a minor feature in Ameriéa's economic
1ife modernizing Social Security's design would be of small importance. Such is
not the case. |

Our scheme for modernizing Social Security involves: (1) providing, on a
progressive basis, credits for taxes, (2) sharing credits equally between

spouses, (3) appropriately allocating credits to the "purchase" of PSA's four




insurance policies, (4) using actuarial formulae to determine the size of
policies "purchased" with PSA credits, and (5) providing annual PSA reports
detailing taxes paid and benefits received.

By sharing earnings PSAs eliminate redistribution from single individuals
and two-earner couples to one-earner or primarily one-earner couples. By
allocating credits to specific needs PSA improves Social Security's provision of
Social Insurance. By sending annual reports PSAs reduce potential work
disincentives of workers by clarifying exactly the additional benefits that can
expect in return for their additional taxes, and by guaranteeing PSA benefits
the government restores security to the country's major source of retirement

finances.




Table 1

Sample Personal Security Account: Annual Report for John Doe

JOHN DOE
1999 PERSONAL SECURITY ACCOUNT

Social Security #123-45-6789 Current Age 41
Spouse - Sally Doe #1 Child - Josey Doe

PSA CREDITS

01d Age Disability Spousal Surv #1 Child Surv

250 250
440 110

480 120

200

180

200

180

300

270

Tax Payments

Amount Paid by John Doe Amount Paid by John Doe's Spouse

480

535




Table 2

1999 PERSONAL SECURITY ACCOUNT
JOHN DOE #123-45-6789

PSA ANNUITIES

Disability Annuities
Credit
01d Surrender Spousal Child Survivor
Age Purchased Payable Value Survivor Purchased Payable

230 3500
256 1200
241 1250

290 1575
263 1350
275 1400
187 1200 3700
362 2000 1800
450 1850 1500

01d Age Annuity 10,145
Payable Disability Annuity 7,823
Age 62 Dis. Credit Surrender Value 127,000
Spousal Survivor Annuity 1,885
Payable Child Survivor Annuity 7,742




Table 3

Inter- and Intragenerational Inequity

Middle Income Households with $25,000 of Earnings in 1985

(a1l figures discounted to year cohort was 25)

Husband's Share of Total Earnings
Cohort 100% 67% 50%

1930 COHORT (AGE 25 IN 1955)

PV Benefits
PV Taxes

PV Transfer

1960 COHORT (AGE 25 in 1985)

PV Benefits 78,257 65,906 60,770
PV Taxes 103,157 101,699 100,978

PV Transfer -24,899 -35,792 -40,208
2005 COHORT (AGE 25 IN 2030)

PV Benefits 149,971 126,414 116,915
PV Taxes 188,008 195,102 193,666

PV Transfer -48,036 -68,688 -76,751

A1l figures are present expected values measured in 1985 dollars discounted
to the year each cohort was age 25. A 3 percent real interest rate was
assumed in forming these present values. Earnings prior to and after 1985
equal, respectively, $25,000 times a year specific factor reflecting
historic and projected growth in real wages.




Table 4

Intragenerational Inequity

Present Value Transfer 1960 Cohort (Age 25 in 1985)

Couple Single

Total 1985 Husband's Share of Total Earnings 1985
Earnings 100% 67% 50% Earnings Male Female

$10,000 -1,203 -2,762 $5,000

$15,000 -13,129 -15,812 $7,500

$25,000 -35,792 -40,208 $12,500

$50,000 -115,8717 -120,263 $25,000

$80,000 -159,607 -192,073 $40,000
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FOOTNOTES

1. See Boskin-(1986) for a détai1ed discussion of Social Security's long term
finances.

2. While we prefer age 45 as the critical age for initial PSA eligibility, the
PSA plan could certainly be implemented with a younger or older initial
eligibility age.

3. In determining the relationship between Social Security taxes and PSA
credits, Social Security could clearly be much either more or less progressive
than is currently the case, and can also be integrated with any desired change
in program size. |

4. Rates of return would differ by sex and race if unisex and unirace
mortality probabilities are used in the actuarial calculations.

5. A 3 percent real return appears to represent a much higher after tax real
rate of return than the average annual risk free real return received by
investors 1in the postwar period.

6. These calculations are similar to those 6f Pellechio and Goodfellow (1983).

7. This includes 2.9 percent for HI.
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