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Social Security Status Quo
versus Reform:

What’s the Tradeoff?

by Jagadeesh Gokhale

Executive Summary

The debate on Social Security reform has
moved rapidly. Not too long ago, it was focused
on whether the Social Security Trust Fund’s hold-
ings of Treasury obligations—now totaling $1.7
trillion—implies that future benefits are secure.
Recent studies suggest that, for each dollar of
payroll tax surpluses made available to the feder-
al government, federal consumption spending
increases by much more than a dollar and the
emergence of Social Security surpluses may have
reduced, rather than increased, net domestic sav-
ing and investment. Because that implies smaller
aggregate output and a smaller tax base, using the
trust fund to pay future benefits will require high-
er non—Social Security taxes or deeper cuts in
non—Social Security spending.

The value of the Social Security Trust Fund is
minor compared to the accrued excess benefits of
past and current generations of retirees and work-
ers. Currently, those benefits amount to $13.7 tril-
lion. The federal government’s apparent failure to
conserve Social Security’s surpluses and the poor
prospective returns that the program provides cur-
rent and future participants have prompted propos-
als for introducing personal Social Security
accounts. Critics of personal accounts assert that
the additional explicit debt (“transition costs™)

needed to continue paying current benefits would
likely give rise to negative reactions from financial
markets, which would make personal accounts
prohibitively expensive.

That criticism ignores several facts: The
administration’s latest proposals to gradually
introduce personal accounts beginning in 2009
would, if enacted, cause a relatively small
increase in federal debt—3$273 billion measured
in present value as of 2005—during the decade
after 2009. The increase in explicit debt would be
matched by an equal or greater injection of funds
in private markets. The associated future reduc-
tion in federal obligations could potentially
improve the government’s financial position. And
a carefully crafted system of personal accounts
would improve labor market incentives, making
the economy better positioned to fulfill the needs
of an aging population.

Options for Social Security reform must be
weighed against the proper alternative—the financial
implications of postponing policy adjustments. The
program’s massive financial shortfall implies an
annual interest cost accrual of more than $700 bil-
lion—far exceeding growth in the economy’s capac-
ity. If changes to Social Security policies are delayed,
runaway growth in Social Security’s financial short-
fall is likely to ensure higher tax rates and more
adverse reactions by financial markets in the future.

Jagadeesh Gokhale is a senior fellow at the Cato Institute and coauthor of Fiscal and Generational

Imbalances.
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Introduction

The debate on Social Security reform is
moving very rapidly on some issues, but it is
bogged down in others—especially the so-
called transition cost of reform. Opponents of
President Bush’s Social Security proposals sug-
gest that this cost would add up to $2 trillion
over the first 10 years, making the introduction
of personal accounts hazardous. Federal
Reserve chairman Alan Greenspan fueled that
sentiment by suggesting during recent congres-
sional testimony that financial markets’ reac-
tions to large accumulations of explicit federal
debt would be difficult to gauge.' Although the
administration’s approach to introducing per-
sonal accounts is similar to the president’s 2001
Commission’s Plan II, it does not amount to a
complete proposal.” The Republican leadership
is committed to reforming the program.

Obviously, personal accounts implemented in
an actuarially fair manner would neither reduce
nor increase Social Security’s financial imbal-
ance directly: The reduction of future benefits to
those who participate in personal accounts
would match dollar for dollar in present value
the shift of payroll taxes into personal accounts.
However, given that many young individuals
heavily discount the likelihood of receiving ben-
efits as currently promised, a larger reduction in
promised future benefits may be feasible. Note
that this does not require a cut in future benefits
relative to current levels in real terms—only a
reduction in the real growth rate in the benefits
of successive retiree cohorts. Personal accounts
would play a crucial role in facilitating such
adjustments to Social Security’s rules—which
could potentially improve Social Security’s (and
the federal government’s) sustainability.

Judgments about the merits of introducing
personal accounts should not be based exclu-
sively on whether such accounts address the
program’s imbalance; judgments should also be
based on whether personal accounts would
improve the operation of Social Security as an
institution designed to safeguard (that is effec-
tively save and invest) resources meant for
financing retirement consumption. Many peo-
ple who are engaged in the debate on Social
Security reform apparently do not consider
those indirect but important advantages of per-
sonal accounts. They also do not compare the
cost of a reform that includes personal accounts

with the correct alternative: the cost (including
possible adverse future reactions of financial
markets) of maintaining the status quo in Social
Security policy.

Total retiree consumption and the share of
output devoted to it are both projected to grow
rapidly as the baby boomers exit the workforce.
The economically sound way to pay for this
known future need is through prior saving and
investment. The 1983 Social Security amend-
ments led to payroll tax surpluses that are
expected to last until 2017. Whether surplus
accruals were intended by those who designed
the amendments or whether they are accidental
to the measures adopted in those amendments
is a matter of debate. Regardless, the growing
accumulation of Treasury securities in the trust
fund serves as a test of the government’s abili-
ty to save resources for a known future need—
baby boomers’ retirement consumption.

The debate on that issue is deeply divided
with some people claiming that the trust fund is
“real” and others that it is not. The correct
approach to evaluating this issue is to examine
whether payroll tax surpluses are being put to
good use by the federal government. As dis-
cussed below, recent studies show that this 20-
plus-year (and perhaps accidental) experiment
in public saving appears to have failed to effec-
tively save and invest payroll tax surpluses.

The implication of those studies is that, as
long as the provision of “social security”
remains a federal operation, its financing
arrangements cannot be divorced from those of
the rest of the federal government: whether the
Social Security Trust Fund (or any other trust
fund) can serve as an effective saving mecha-
nism depends on whether the remainder of the
federal budget can effectively avoid dissipating
the accruals by spending them on non—Social
Security programs.

If the Social Security Trust Fund’s objective,
indeed, is to increase public saving to partially
prefund baby boomers’ retirement costs, budg-
et accounting conventions and budget process
rules need to be consistent with that objective.
Instead, current rules imply little consistency
across programs with short- versus long-term
saving needs. The budget process appears to be
biased in favor of delivering short-term spend-
ing increases and against saving for programs
that will have greater spending needs in the
future. Inconsistent accounting and budget



process rules appear to be the main reason that
policymakers face contradictory short-term and
long-term incentives. That results in a misallo-
cation of resources relative to the goals of dif-
ferent programs.

This paper briefly describes Social Security’s
large and growing financial shortfall as projected
under the program’s current rules. It discusses
recent findings that suggest that the Social
Security Trust Fund is ineffective as a mecha-
nism for saving resources for paying future
Social Security benefits. It also shows that spec-
ifying constraints on the government’s budget
and budget-making process in terms of short-
term cash-flow accounting fails to establish
effective constraints on federal spending and tax
policies for meeting long-term needs. The strong
bias in incentives toward increasing short-term
federal spending and cutting taxes also leads to
excess spending commitments over the long
term relative to available resources.

A new budget process based on long-term pres-
ent-value accounting—that is, comprehensive for-
ward-looking measures of the balance between
long-term commitments and resources—appears
to be necessary to restore balance in policymakers’
incentives on short-term spending versus long-
term commitments. Such a process would reveal
binding tradeoffs in the timing of spending and tax
policies and would show the costs that alternative
policies impose on different population subgroups,
including the unborn.

Supplementing current cash-flow budget meas-
ures with present-value accounting is likely to
improve federal resource management and achieve
amore consistent application of policies relative to
the goals of different programs. In addition, that
would generate a fairer distribution of fiscal bur-
dens across generations. Finally, placing credible
constraints on the federal budget process would
improve private labor market incentives and boost
economic growth.

The Social Security Trust Fund:
A Failure as a Saving Mechanism

Policy advocates on all sides agree on some
fundamental facts about the current Social
Security system. They agree that the current
system will be unable to fulfill its benefit obli-
gations because of ongoing demographic
changes, principally the retirement of the baby-

boom generation. Moreover, they agree that
recent and continuing advances in medical care
will mean longer life spans and more years
spent in retirement by the baby boomers com-
pared with earlier retirees. Finally, all agree that
the population of workers is expected to grow
very little compared with that of retirees during
the next several decades.

Current demographic and economic projec-
tions imply a large financial problem for Social
Security, which uses almost all current rev-
enues to finance current benefits. The small
payroll tax surpluses accruing currently are
expected to last for another 12 years, but they
won’t help fund the surge in Social Security’s
benefits over the next two decades because the
surpluses are lent to the federal government and
used for current non—Social Security federal
expenditures.

The important question, of course, is whether
the “investment” of trust fund surpluses in
Treasury securities results in genuine resource
conservation for financing future benefit obliga-
tions. If not—if the surpluses are really being
consumed despite the appearance of a reserve of
assets created by the existence of the trust fund—
the retirement benefits of baby boomers must be
financed entirely out of higher future taxes.

Some observers suggest that government
spending is essential for economic growth.
However, the question really should be whether
marginal federal spending—the increase
financed by payroll tax surpluses—is growth
enhancing. If so, using the surpluses to fund
additional federal spending today would increase
future output and the future payroll tax base,
making it easier to pay future benefits. However,
several studies provoke skepticism about such
tax-base-increasing effects.’ Indeed, at the mar-
gin, government spending likely has a zero or
negative impact on productivity and output
because it withdraws resources from the private
sector and allocates them to government con-
sumption.

It is noteworthy that increases in government
spending are not decided through markets but
through political and bureaucratic preferences.
To the extent that additional public spending
replaces private consumption and investment, it
is likely to have a zero or negative impact on
economic growth. If additional federal spend-
ing is on investment-type goods or activities, it
is unlikely to be undertaken efficiently because
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government decisions about resource allocation
are not driven by market price signals that indi-
cate which types of investments will lead to the
highest returns. The late senator Moynihan may
have had that in mind in 1990 when he pro-
posed eliminating Social Security’s surpluses
by reducing payroll taxes.

There are yet more ways in which using pay-
roll tax surpluses for non—Social Security spend-
ing slows output growth. Keeping payroll taxes
high not only drains the private sector of
resources, it reduces private work incentives.
Those effects result in a permanently higher level
of unemployment or a shift in employment from
private- to government-sector jobs. They may
also promote emigration by skilled domestic
workers and discourage immigration by skilled
foreign workers. Those effects imply lower total
output and reduced living standards even were
labor productivity high and growing in the pri-
vate sector.* A recent study on privatizations in
Mexico, for example, shows that more than one-
half of the increased private-sector profitability
can be traced to improved worker productivity.’
By implication, expansions of the public sector
at the expense of the private sector would work
in the reverse direction.

Figure 1
Total Population by Age

Finally, several recent studies have shown
that making Social Security surpluses available
for federal spending is associated with a more
than dollar-for-dollar increase in non—Social
Security federal spending.® Indeed, those stud-
ies show that for every dollar of Social Security
surpluses, federal non—Social Security spend-
ing increases by nearly two dollars. Not only
are the payroll tax surpluses themselves spent
unproductively by the government, the avail-
ability of those surpluses for federal spending
stimulates yet additional federal expenditures.
That implies that Social Security’s current insti-
tutional setup promotes negative saving—that
is, it reduces rather than increases the size of
future output, earnings, and the payroll tax
base. Taken together, the studies make it diffi-
cult to argue that the Social Security Trust Fund
is effective as a mechanism for saving resources
for the future.

The Size of the Federal Financial
Shortfall due to Social Security

The prospective rapid growth in the popula-
tion of longer-lived retirees coupled with a near-
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Figure 2
Worker-to-Beneficiary Ratio, 2005-2080
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constant population of taxpaying workers under-
lies current projections of Social Security’s esca-
lating benefit outlays and stagnant revenues.
How bad is the situation? Figure 1 shows the age
distribution of the population for the years 2004
and 2030—based on the Social Security
Administration’s population data and projec-
tions.” It indicates that the population of retirees
is expected to almost double by 2030, but that of
workers will increase by only 13 percent. Figure
2 shows the implications for the worker-to-bene-
ficiary ratio. That ratio is a key statistic for any
pay-as-you-go ]é)ublic pension program such as
Social Security.

For Social Security to be able to pay out bene-
fits in each future year, the worker-to-beneficiary
ratio must be at least as large as the ratio of the
system’s replacement rate to the payroll tax rate.’
Under current rules, the average replacement rate
equals 41.8 percent, and the average Social
Security tax rate (for the OASDI program) equals
12.4 percent."” Hence, to maintain a 41.8 percent
replacement rate, the worker-to-beneficiary ratio
must remain above 3.37." Figure 2 shows the pro-
jected evolution of the worker-to-beneficiary ratio
through 2080. It indicates that the ratio is about
3.3 today but will decline to about 2.1 by 2030.

According to official demographic projec-
tions, the decline in the worker-to-beneficiary
ratio will be rapid during the next three

decades, after which it will permanently settle
at a lower level.'> That implies that future rev-
enues will be permanently smaller than benefit
outlays. Because scheduled benefits are wage
indexed and will continue to grow as longevity
continues to improve, the revenue shortfall will
continue to become wider under current Social
Security law.

Normally, Social Security’s financial projec-
tions are evaluated through the next 75 years.
Calculating the present value of the 75-year
shortfall (that is, adjusting for both inflation and
interest costs) reveals that it is $4.0 trillion."
However, because the demographic shift in the
worker-to-beneficiary ratio is permanent, revenue
shortfalls continue to accrue beyond the 75th
year. According to the Social Security trustees,
the program’s total unfunded obligation amounts
to $11.1 trillion in present value when shortfalls
beyond the 75th year are taken into account.

The $11.1 trillion figure is calculated after
subtracting the present value of projected rev-
enues and the value of the trust fund from the
present value of projected Social Security ben-
efits. As discussed earlier, however, the trust
fund’s IOUs are a liability of the federal gov-
ernment. Because the original surpluses that
gave rise to those securities are consumed on
federal operations, they correspond to a net
obligation to the federal government, and their
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redemption must be financed out of higher
future borrowing, higher future taxes, or
reduced future expenditures. From the perspec-
tive of federal fiscal policy, therefore, the gov-
ernment is short of resources on account of
Social Security to the tune of $12.8 trillion.

What's the correct interpretation of that figure?
It is simply that the federal government must
either have on hand an additional $12.8 trillion
invested at interest to be able to continue with the
current Social Security payroll tax and benefit
rules, or it must raise an equivalent amount of
funds in present value by increasing payroll taxes
or cutting future Social Security benefit obliga-
tions. Given the staggeringly large resource short-
fall facing the federal government on account of
Social Security, almost everyone agrees that the
program is in need of reform.

It’s Not That We Didn’t Try . . .

Coming up with an extra $12.8 trillion of
resources for Social Security could be achieved
in either of two ways: increasing taxes as and
when necessary to meet growing benefit obli-
gations or saving ahead of time to accumulate a
reserve to prefund anticipated growth in bene-
fits. Would it be possible for the payroll tax sur-
pluses that are continuing to accrue in the form
of Treasury securities in the Social Security
Trust Fund to function as a prefunding mecha-
nism? There is no firm consensus about
whether the people who designed and negotiat-
ed the amendments had that role in mind."
Nevertheless, the emergence of Social Security
surpluses provides a test of whether current fed-
eral budget institutions can be effective in sav-
ing for the future costs of baby-boomer Social
Security benefits.

The prohibition against trust fund investments
in non-Treasury securities implies that payroll tax
surpluses are available for the federal government
to spend immediately. That could trigger three
alternative changes in the rest of the government’s
budget (independently or in combination):
Spending on non—Social Security federal opera-
tions may be increased—offsetting the trust fund
surpluses with accumulations of additional
non—Social Security (general government) deficits
and debt. The extra non—Social Security spending
could be on investment-type goods and services.
However, only about 6 percent of the federal gov-

ernment’s non—Social Security spending results in
a net addition to physical capital—purchases of
equipment and structures, research and develop-
ment expenditures, and the like. So far, there is no
conclusive evidence about whether expenditures
other than purchases of physical goods and servic-
es—such as education subsidies and unemploy-
ment and child care transfers—result in additional
human capital for the economy."

Alternatively, payroll tax surpluses could trig-
ger additional cuts in non—Social Security taxes.
That change is equivalent to substituting payroll
taxes for income or other taxes. Again, the accu-
mulation of trust fund surpluses would be offset
by an accumulation of federal deficits and debt.
According to one recent study, substituting pay-
roll taxes for income taxes should lead to higher
national saving because income taxes are pro-
gressive and reduce the resources of higher-
income taxpayers—those who tend to save
greater proportions of their disposable incomes.
Recent studies, however, find no empirical sup-
port for the latter effect.' Finally, if increases in
trust fund surpluses do not result in either of
those changes (increased federal non—Social
Security outlays or cuts in non—Social Security
federal taxes), they must lead to lower govern-
ment borrowing from the public.

Trust fund surpluses can be effectively saved
only if the third alternative is realized. That is,
if trust fund surpluses produce an equal decline
in rest-of-government (on-budget) deficits and
reduce by the same amount total debt held by
the public, then the total amount of resources
that the federal government drains (borrows)
from the private economy would decline. Those
resources would remain with the private sector
for investment in private assets. As a result, real
domestic private investment would increase, or
more of it would be financed out of American
rather than foreign savings—Ieading to larger
asset incomes for U.S. citizens in the future."
Hence, if trust fund surpluses resulted in no
additional government spending and no addi-
tional tax cuts, they would lead to correspond-
ingly higher saving and investment in the econ-
omy, implying higher future output, a larger
future tax base, and improved capacity to pay
future benefit obligations.

Spiraling unified budget deficits during the
mid-1980s following President Reagan’s tax cuts
and defense buildup meant that the Social
Security surpluses were not effectively saved.'®



Escalating deficits and debt during the mid-1980s
prompted Congress to reform its budget process
via the Balanced Budget and Emergency Deficit
Control Act of 1985. That law gave the comptrol-
ler general authority to order automatic across-
the-board spending cuts if established deficit
reduction targets were not attained. But such cuts
via a presidential order for sequestration were
declared unconstitutional, and the law was revised
in 1987 (called the Balanced Budget and
Emergency Deficit Control Reaffirmation Act of
1987)." However, the new law was also unsuc-
cessful in reducing deficits and was revised yet
again in 1990. The revised budget-making rules—
called the Budget Enforcement Act—shifted
focus from deficit targets to discretionary spend-
ing limits and introduced pay-go restrictions on
new mandatory spending policies to ensure that
they were deficit neutral. Federal budget deficits
finally declined toward the end of the 1990s.

In hindsight, whether deficit reduction resulted
from the BEA’s constraints or because of the end
of the Cold War and subsequent reductions in
defense spending is a matter for debate. Almost all
of the reduction in federal discretionary spending
during the 1990s is accounted for by cuts in
defense spending. Although income taxes
increased under the Clinton administration in
1993, those tax hikes may not have resulted in sig-
nificantly higher revenues.”’ Higher revenues
resulted from a boom in the information technol-
ogy sector, the seeds of which were planted dur-
ing the 1980s. That boom led to stock market
gains and generated higher-than-anticipated rev-
enues from capital gains taxes.

In addition, the “virtuous economic cycle” dur-
ing the late 1990s—rapid growth in the tech sector
fueling higher employment, output, and income in
other sectors—caused sizable income gains by
those paying income taxes at the highest marginal
tax rates. Those outcomes led to unanticipated rev-
enue increases and contributed to the emergence of
unified budget surpluses during the late 1990s.>'

The BEA was allowed to lapse in 2002 as
budget projections around the turn of the centu-
ry revealed large budget surpluses through the
next 10 years and beyond. The abandonment in
2002 of the BEA was followed by steep tax cuts,
enactment of large long-term unfunded obliga-
tions on account of Medicare prescription drug
benefits, and a rapid expansion of spending on
defense and nondefense discretionary programs.
All of those fiscal changes led to the transforma-

tion of projected surpluses into a large deficit—
all within a couple of years.

The abandonment of the BEA’s constraints and
the subsequent spending increases and tax cuts
were defended by citing the need to “stimulate the
economy,” or to “return money to the people,” or
to ensure the existence of safe government securi-
ties for use in managing private portfolios, or to
avoid a wasteful increase in the government’s net
asset position. The last would force public invest-
ments in private securities with attendant conflicts
between the government’s role as a regulator and
as an investor. All of those rationales for eliminat-
ing the surplus appear to be reasonable, but only
from a short-term perspective. They leave open a
conflict between short-term objectives and the
need to save for long-term needs. A short-term
perspective argues for targeting the cash-flow fed-
eral deficit (or surplus) to maintain it close to zero.
A long-term perspective would lend greater
weight to accumulating assets to meet future
growth in entitlement outlays without the need to
increase future taxes.”

Unfortunately, although many policymakers
are aware of the long-term fiscal problems fac-
ing federal finances, they do not feel compelled
to increase public saving ahead of time to “pre-
fund” future increases in outlays. Pressures to
provide continually increasing amounts of cur-
rent public spending are intense and receive
much greater weight in the political process in
which future generations’ economic interests
cannot be adequately represented.

Another factor contributing to the lack of
effective opposition to large and growing long-
term fiscal imbalances is that those imbalances
and their potential consequences have, until
recently, remained hidden from the public. This
is aided by the fact that the nation’s official budg-
et scorekeepers—the Congressional Budget
Office, the Office of Management and Budget,
and other groups—include overall spending and
outlay projections only 10 years into the future in
their main budget reports. Clearly reporting fis-
cal measures that inform policymakers and the
public about the oncoming financial crunch
appears to be an urgent necessity for minimizing
the costs of future policy adjustments.

It’s not that longer-term accounts of the nation’s
overcommitments to entitlement programs are
unavailable. They, however, are generally limited
or provided in technical and dense supplements to
the budget reports. The Social Security and
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Medicare trustees regularly publish 75-year pro-
jections of those programs’ finances—showing
the large future excess spending commitments.
The Social Security trustees’ annual report began
reporting infinite-horizon measures beginning in
2003, and the Medicare trustees began reporting
such measures in 2004. However, those measures,
which are conceptually better and more relevant
for evaluating the programs’ financial status, are
accorded secondary importance compared to the
75-year measures, which are misleading: They
include the taxes paid during the next 75 years but
exclude the benefit obligations those taxes create
beyond the 75-year time horizon. But even 75-
year measures of the Social Security and
Medicare trustees that indicate considerable finan-
cial shortfalls for those programs over that period
do not exert an effective constraint on current tax
and spending policy decisions. The bottom line:
The abandonment of the BEA-type budget con-
straints, escalations in federal spending, and
repeated tax cuts after 2002 have caused the fed-
eral government’s financial position to become
worse than it was prior to the adoption of the BEA
when unified federal deficits were rising.”

This history of budget making and recent evi-
dence about the inability of trust-fund-type insti-
tutions to save through the public sector suggest
that saving for future retirement needs is infeasi-
ble through the public sector. Therefore, we will
require initiatives on two fronts: providing
greater and more effective private saving incen-
tives—including funding higher future Social
Security benefits through personal accounts—
and designing better and more sustainable budg-
et accounting and budget process reforms that
would prevent additional private saving from
being eroded through increases in government
spending and larger benefit commitments. A pre-
requisite for achieving the latter would be a
budget accounting reform to include long-term
forward-looking fiscal measures in official budg-
et reports and a budget process reform anchored
in such measures to prevent federal fiscal imbal-
ances from growing larger.

Short-Term Cash-Flow Solvency
versus Sustainability
In designing new budget accounting measures

and budget process institutions, the first step is to
clearly distinguish between achieving cash-flow

solvency over a finite time horizon (budget win-
dow) and the program’s (or budget’s) sustain-
ability. The latter implies not limiting budget
projections to a finite time horizon but showing
the implications of continuing current tax and
spending policies indefinitely. This alternative
approach leads to a new budget measure of the
federal government’s (or a program’s) fiscal
health—one intended to guide policymaking
rather than predict or forecast the future course
of the federal (or a program’s) budget.

For Social Security, achieving cash-flow sol-
vency through, say, the next 75 years implies
that the program would have enough revenues
on hand to pay out benefits (make expendi-
tures) in each of those years. A policy that
would achieve cash-flow solvency in this man-
ner would not necessarily result in Social
Security becoming permanently solvent—or
sustainable. The latter requires, in addition, that
the system’s dedicated revenues (including the
IOUs held in the trust fund) equal its projected
outlays in present value, when projections are
made through the infinite future. Again, sus-
tainability does not necessarily imply cash-flow
solvency over a finite period of time.

The problem in targeting the program’s sol-
vency through 75 years is well-known: It’s sim-
ply that if large cash-flow deficits are projected
for year 76 and beyond, cash-flow solvency will
degrade after just a few years. This has already
happened after the Social Security amendments
of 1983 restored the program’s solvency
through 2063. Current projections also indicate
that were cash-flow solvency attained through
the next 75 years, Social Security cash-flow
deficits in year 76 and beyond would regenerate
today’s degree of 75-year insolvency in another
20 years. Hence, achieving cash-flow solvency
through a finite time horizon will only perpetu-
ate the Social Security reform debate, requiring
us to revisit: the same policy arguments and
choices as the program’s financial condition
worsens over time.

One argument against adopting infinite hori-
zon measures is that such projections involve
considerable uncertainty. On the other hand,
imposing an arbitrary (75-year) time limit
implies an assumption that is even less desirable:
that post-75-year cash flows are always balanced
no matter which type of policy is in place today.
Social Security’s trustees have reported that the
program’s unfunded obligations amount to $4.0



trillion over the next 75 years. Over the infinite
horizon, unfunded obligations equal $11.1 tril-
lion, implying that mwo-thirds of the system’s
present value financial shortfall lies beyond the
75th year. The post-75-year shortfall remains
significantly positive even under optimistic
assumptions about future economic growth or
demographic changes. Given these estimates,
using an infinite horizon estimate—imperfect
though it may be—as a basis for policymaking
appears to be better than ignoring the post-75th-
year shortfalls—that is, to explicitly assume that
they will always equal zero.

Estimating the effect of future policy choices
on Social Security’s sustainability is the better
approach—even if the policies finally adopted
do not succeed in fully restoring the program to
sustainability (by reducing the $11.1 trillion
unfunded obligation to zero). This measure
would indicate the amount by which particular
reform proposals would reduce the shortfall
and the amount that remains unresolved.
Hence, this measure provides more information
and helps policymakers compare policy alter-
natives in a neutral manner—one that does not
bias policymaking toward short-term goals.>*
Finally, measuring financial shortfalls without a
finite time window finesses the argument that
the distant future is uncertain: the same degree
of uncertainty attaches to the underlying demo-
graphic projections under all reform proposals
and does not affect comparisons of outcomes
across reform options.

The Short-Term “Transition
Cost” of the President’s Personal
Accounts Reform

Although the thesis of this paper is that short-
term calculations of a program’s unfunded obli-
gations are inadequate as measures of federal fis-
cal health, discussion in the media about a $2
trillion “transition cost” of introducing personal
accounts under the administration’s Social
Security reform approach compels calculation of
the cost on the same terms. This section reports
calculations that show that the short-term
increase in explicit debt would be much smaller
under the administration’s approach.

Under the president’s approach, those born
between 1950 and 1965 would be eligible to par-
ticipate in personal accounts by diverting up to 4

percentage points (of their employee payroll
taxes of 6.2 percent) into such accounts. The
contributions are capped at $1,000 in 2009, and
the cap would be increased by $100 every year
thereafter. Introducing personal accounts in this
“carve-out” manner implies a decline in rev-
enues for financing Social Security benefits for
current retirees. Consider personal account con-
tributions for the year 2009 under the assump-
tion that all those who would be eligible to par-
ticipate in personal accounts do so: Estimates
using a projected distribution of earnings based
on data from the March 2000 Supplement of the
Current Population Survey suggest that, without
the $1,000 limit on contributions applicable in
2009 and without the age restriction on eligibili-
ty, the maximum amount diverted into personal
accounts in that year would be $232 billion.
Applying the $1,000 limit, however, reduces the
amount diverted to $114 billion. Finally, restrict-
ing participation to those born between 1950 and
1965 further reduces the diverted total to just
$50.1 billion in 2009.”

Under the president’s new proposals, the cap
on contributions increases to $1,100 in 2010. In
addition, those born between 1950 and 1978
would be eligible to participate after 2010. Those
two factors increase the estimate of the maxi-
mum amount diverted in 2010 to $88 billion.
The total 10-year nominal “transition cost” esti-
mate (without discounting) for the president’s
new proposals during 200918 is $1.2 trillion.
Discounted back to 2009 at a 6 percent nominal
interest rate, the cost estimate becomes $900 bil-
lion in constant 2009 dollars. In today’s (constant
2005) dollars, it equals $713 billion.”

That, however, is not the amount that the fed-
eral government would have to borrow today to
finance retiree benefits through 2018 under a
personal accounts reform. Federal borrowing
need not necessarily cover the payroll tax sur-
pluses projected through 2018. The present
value of future payroll tax surpluses in constant
2005 dollars equals $442 billion. Hence, in
present value, the cost between 2009 and 2018
of introducing personal accounts could be held
down to just $271 billion measured as a present
value in today’s dollars if the federal govern-
ment were to respond to the loss of future
Social Security surpluses by eliminating the
non—Social Security federal spending that those
surpluses would finance (that is, if the federal
government were somehow able to adopt new

Measuring
financial
shortfalls
without a finite
time window
finesses the
argument that
the distant
future is
uncertain.



Calling the
short-term
increase in
debt held by
the public a
“transition
cost” of a
personal
accounts
reform is a
misnomer
because this
cost exists
under the
current system
as well.

institutions to effectively save future Social
Security surpluses).

Labels Can Mislead

Regardless of the true size of the additional bor-
rowing that results from a personal accounts
reform, several problems arise with calling the
higher short-term federal borrowing a transition
“cost.” First, that label neglects the “transition
benefit” that accompanies the higher short-term
debt, namely, the increase in funds flowing into
private capital markets. Hence, net cash flows into
financial markets (and, therefore, the net impact
on interest rates) would be approximately zero.

Therefore, discussions about reform should
focus not on the so-called transition cost but on the
pros and cons of the institutional change being
contemplated under a personal accounts reform of
Social Security—fundamentally, whether the new
system will enable resources intended for provid-
ing future retirement incomes to be effectively
saved and invested. As discussed earlier, recent
studies show that current institutions are failing to
effectively save resources intended to fund future
Social Security obligations.

Second, while guaranteeing the benefits of
current retirees and those close to retirement at
scheduled levels, President Bush has proposed a
debate about adopting additional measures to
either reduce scheduled benefit growth for future
retirees or increase the resources available to pay
benefits. Under either policy, personal accounts
would constitute an inducement for workers to
accept smaller future benefits from the tradition-
al program in exchange for better benefits.
Moreover, personal accounts would throw off
additional retirement resources to leave partici-
pants at least as well off actuarially as under the
current system, when benefits from personal
accounts are evaluated on the basis of those that
are payable rather than scheduled under current
laws. Because personal accounts would be
desired, especially by younger generations who
report low expectation of benefits under the cur-
rent system, the short-term increase in federal
debt should really be viewed as a “transitional
investment” from the perspective of the govern-
ment’s budget.

Finally, calling the short-term increase in debt
held by the public a “transition cost” of a person-
al accounts reform is a misnomer simply because
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this cost exists under the current system as well.
It remains hidden from policymakers because
today’s budget accounting conventions use a very
short budget horizon—just 5 or 10 years. Indeed,
as described earlier, even the 75-year reporting
horizon adopted by the Social Security
Administration hides a substantial portion of
Social Security’s unfunded obligations that
accrue in year 76 and beyond. A personal
accounts reform just makes this hidden cost
explicit. Because the cost exists already, labeling
it a “transition cost” misleads the public into
thinking that it arises as the direct consequence of
adopting personal accounts and that it wouldn’t
arise if personal accounts were not adopted.

The Costs of Reform versus
the Status Quo

The true size of Social Security’s unfunded
obligation has been recognized only recently by
its trustees. Their estimate of Social Security’s
unfunded obligations is $11.1 trillion. The asso-
ciated federal resource shortfall—that is, the
shortfall including federal liabilities to the Social
Security Trust Fund—amounts to $12.8 trillion.
Those estimates have received little attention in
the media—presumably because many people
do not appreciate their meaning or implications.
Simply stated, the federal government must
come up with $12.8 trillion of resources for
Social Security—either from the Social Security
program itself—by reducing its future benefit
commitments—or from other programs—
through tax increases or spending cuts.

The importance of the estimates becomes
clearer when we consider the financial implica-
tions of postponing required policy adjust-
ments. The necessary policy changes could be
undertaken this year or postponed until next
year. If they were postponed, we would face the
same choice next year. What are the costs and
benefits involved in this choice today?

Because the government must ultimately
finance Social Security benefits by levying
higher taxes or reducing benefit growth, the
gain from postponing reform by one year
accrues to those who escape higher taxes or
avoid a reduction in benefits for another year.
The cost of postponing the decision, however,
arises because the date when the scheduled but
unpayable benefits become due comes closer



by one year. That is similar to the outcome from
not saving this year for a scheduled future
expense: larger saving is required in each future
year until the expense comes due.

Similarly, avoiding policy adjustment this year
implies larger adjustments in future years. That’s
because failing to adjust policy this year repre-
sents a lost opportunity to save and invest addi-
tional resources this year for the future scheduled
outlay. Subsequent adjustments must be larger
because they must make up for the resources not
saved this year plus the interest cost those savings
would have accrued in each year until the year of
the scheduled outlay.

Alternatively, Social Security’s $12.8 trillion
resource shortfall can be viewed as a corpus of
debt that accrues interest. Making no policy
adjustments this year to reduce that shortfall
implies accruing interest on it. The annual inter-
est accrual can be estimated by applying the gov-
ernment’s long-term interest rate—6.0 percent—
to that amount, which yields a cost accrual of
$768 billion in 2005.

The foregoing discussion suggests that the
current annual cost of maintaining the status quo
in Social Security is staggeringly higher than the
present value of the 10-year cost of adopting per-
sonal accounts as proposed under the president’s

approach. Those debating Social Security reform
should focus on how to make up the federal gov-
ernment’s resource shortfall of $12.8 trillion on
account of Social Security. Alternatively, they
must specify how the implied annual cost accru-
al of $768 billion will be financed if reforms are
postponed by one year. They should remember
that delaying reforms by one year implies a larg-
er total resource shortfall and a correspondingly
larger interest cost accrual next year.

The rate of cost accrual on the existing feder-
al resource shortfall of $12.8 trillion on account
of Social Security far exceeds growth in the U.S.
economy’s capacity to pay it. For example, our
$11 trillion economy will grow at about 4.5 per-
cent this year (in nominal terms)—and will gen-
erate only $495 billion in additional output com-
pared to Social Security’s $768 billion cost
accrual mentioned above. Because of that, each
additional year of delay implies that the payroll
tax rate required to make Social Security sus-
tainable would be permanently higher. An esti-
mate of how much higher the cost would be is
shown in Figure 3.

Figure 3 shows the history of the payroll tax rate
in the United States. This rate has increased over
time because Congress consistently voted to
increase benefit commitments by more than could

Figure 3
Payroll Tax Rate Required for Sustainability of Social Security Policy
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be sustained by the current payroll tax rate. That is,
every year since the inception of the system, the
payroll tax rate that would have made the system
sustainable was higher than the current rate.
Hence, the payroll tax rate had to be increased peri-
odically to avoid defaulting on Social Security’s
benefit obligations. The last time the payroll tax
rate was increased was in 1990 (as scheduled
under the 1983 Social Security amendments).

Those amendments made the system solvent on
a cash-flow basis for slightly longer than the next
75 years—through 2063. However, the amend-
ments did not make the Social Security system
sustainable. The payroll tax rate that would have
made the system sustainable was higher than the
cumulative rate hike schedule established under
the 1983 amendments; the last hike in that sched-
ule was implemented in 1990. The difference
between the sustainable rate and the current rate
(as of 2004) is 2.7 percent. Were the current pay-
roll tax rate increased immediately from 12.4 per-
cent to 15.1 percent, that rate could be maintained
forever without running short of funds to pay
promised Social Security benefits assuming that
the larger companies are saved. However, if the
rate hike were postponed by another five years, the
tax hike would have to be to 15.4 percent.

Some commentators are suggesting that there
is no need to change policies until 2041 because
the current system can finance scheduled bene-
fits fully until then under current laws. Were we
to follow such a course, however, the payroll tax
hike in 2042 would have to be more than 5 per-
centage points—taking it from 12.4 percent to
17.5 percent in order to continue paying benefits
forever under current eligibility and benefit for-
mulas. That is, delaying reform until 2041 would
reduce the tax bite on today’s generations and
workers until that year but would increase the
payroll tax rate for workers after 2041. That
implies a large shifting of fiscal burdens from the
present to the future, or, what is the same thing,
a redistribution of resources from the future to
the present with attendant negative conse-
quences for future economic growth.

Conclusion

Many people today believe that the Social
Security Trust Fund contains sufficient resources
for paying future benefits. That explains the
usual eye-widening reaction of many when (mis-
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takenly) informed of the potential $2 trillion
transition cost of reform. Were they, instead,
made aware of the $768 billion in annual inter-
est cost accruing under the current system, their
response to a personal accounts reform would be
much more favorable.

The foregoing discussion suggests the follow-
ing important conclusions: First, the history of the
Social Security Trust Fund and various budget
acts since the mid-1990s suggest that saving for a
known future need via the public sector is infea-
sible. Second, evaluating the financial status of
Social Security requires projecting its revenues
and outlays without imposing a finite time limit.
That’s because such limits hide costs arising
beyond the horizon. According to current official
projections, for example, two-thirds of the cost
arises in year 76 and later. Ignoring those costs—
even those that arise after 75 years—can bias
policies adopted today.

Third, labeling the short-term increases in
deficits and debt as costs of personal accounts
reform is a misnomer: Those costs exist already.
They do not arise as a result of the reform and
would not be avoided if personal accounts were
not adopted. On the contrary, adopting personal
accounts would make the existing costs visible and
spur the adoption of other prudent fiscal policies.

An actuarially neutral personal accounts
reform that replaced Social Security’s payroll tax
with privately invested funds would reduce per-
ceived marginal tax rates and improve workers’
labor market incentives. It is likely to provide
workers with a stake in the economy and improve
saving incentives.

By revealing the existing system’s financial
imbalance, personal accounts could pave the way
for an early, and therefore cheaper, adoption of
additional reform measures to reduce the pro-
gram’s unfunded obligations. In addition, by pro-
moting adjustments to future benefits, it would
help maintain a low-tax economic environment
and foster rapid economic growth.
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