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Executive Summary 

As support grows for transforming Social be mandatoq~. The fraction of a person’s income 
Security from a pay-ayou-go defined benefit pro- that it is rcaconable for him or her co set aside for 
gram to a system of individu.Ly wned, privately retirement depends on that person’s circum- 
invested accounts, critics of privatization have statues and values. It makes no more sense to 
warned that making the transition to such a new specify a minimum fraction for all people than to 
system would impose substantial new costs on mandate a minimum fraction of income that 
today’s young workers. However, given a proper must be spent on housing or transportation. Our 
understand&g of Social Security’s current UII- general presumption is that individuals can best 
funded liabilities-variously estimated at from $4 judge for rhemsrlvrs how to use their T~SOUK~X 
triltion to Sll trillion-there are no real transition The ongoing discussion about privatizing 

costs to privacizing Social Security. mfrcly the Social Security would benetit from paying more 
explicit recognition ofcurrent implicit debt. arrention to fundamentals, rather than dwlling 

A privatized Social Security system should not simply on IRKS and bolts of privacizstion. 
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The link between 
the payroll 

tax and benefit 
payments is part 

of a confidence 
game. 

Introduction 

The journalist Michael Barone recently 
summed up the conventional wisdom about 
reforming Social Security “The content of the 
reform is fairly clear-individual investment 
~ccouncs to replace 11at.i of the gowrnmenr 
benefits financed by the payroll tax, later 
retirement ages, adjusted c”st “fliving increas- 
es,” he wrote in the American Entnprire And, he 
added, “suddenly the moneyto pay for rhe cuts 
oftmnsition is at hand, in the form of a budget 

I have italicized “part” and “cost5 of transi- 
tion” because they epitomize key defects in 
conventional wisdom. 

Social Securir has become less and less 
attractive a.5 the number of current recipients 
has gruwn relative r” the number of workers 
paying taxes, an imbalance that will only get 
bigger. That explains the widespread support 
for individual investment accounts. Younger 
workers. in parricular, arc skeptical that they 
will get anything like their money’s worth for 
the Social Security taxes that they and rheir 
employer5 pay. They believe they would do 
much better if they could invest the money in 
their own 401(k)s or the equivalent. 

But if that is so, why replace only part and 
not AI! of government benefits? The standard 
explanation is that this is not feasible because 
payroll taxyes-or pm of then-are needed to 
pay benefits already committed to present and 
future retirees. That is how they are now being 
used, but there is nothing in rhe nature of 
things chat requires a particular ray to be 
linked to a particular expenditure. 

The Myth of Transition Cost 

The link between the payroll tax and bent- 
fit payments is part of a confidence game to 
convince the public that what the Social Secur- 
ity Administration calls a social insurance pro- 
pm is equivalent to private insurance; that, 
in rhe administration’s \r:ords, “the workers 
themselves contribute to their own future 

retirement benefit by making regular pay- 
ments into a joint fund.” 

Balderdash. Taxes paid by today’s workers 
are used t” pay today’s retirees. If money is left 
over, it finances other government spending- 
though, t” maintain the insurance fiction, 
paper entries are created in a “trust fund” that 
is simultaneously an asser and a liabiliv ofthe 
government. \~h,hen the benefits that are due 
exceed the proceeds from payroll taxes, as they 
will in the not very distant future, the differ- 
ence will have t” be financed by raising taxes, 
borrowing, creating money, or reducing other 
government spending. And that is true no 
matter how large the “tlust fimd.” 

The assurance that workers will receive 
benefits when they retire does not depend on 
the particular ray used to finance the benefits 
or on any”trust fund.” 1t depends solelyon the 
expectarion that future Congresses will honor 
promise made by earlier Congresses-what 
zupporters call “a compact benveen the gener- 
ations” and opponents call a Ponzi scheme. 

The present discounted value of the 
promises embedded in the Social Security law 
greatly exceeds the present discounted value of 
the expected proceeds from the payroll tax 
The difference is an unfunded liability vati- 
ously estimated at from 54 trillion to $11 tril- 
lion-or from slightly larger than the funded 
federal debt that is in the hands of the public 
to three time5 as large. For perspectiye-, the 
market value of all domestic corporations in 
the United States at rhe end of 1997 IIW 
roughly $13 trillion. 

To see the phoniness of “transition costs” 
(the supposed net cost of priwizing the cur- 
rent Social Security system), consider the fol- 
lowing thought experiment: As of January 1, 
2000, the current Social Security system 15 
repealed. To meet current c”nm~mnencs. eve17 
pxticipant in the system xvi11 recciw a govern- 
mental obligation equal co his or her acruariz.I 
share ofrhe unfunded liability 

nor those already retired, that would be an 
obligatior~-a tweasury bili or bond-with n 
market value equal co the presenr actuarial val- 
ue ofexpected future benefits minus expected 
future payroll taues, if any. For everyone else, i[ 
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would be an obligarion due lvhen the indi\id- 
ual would have been eligible co receive benefits 
under the current sysrem. And the maturity 
due would equal the presenwtiie of the ben- 
efits the person would have been encitled co, 
less rhe presenr value ofthe person’s fumul-e cx 
liability, both adjusted for mortality 

The result would be a complete transition 
co a strictly private sysrem, with e\vv partici- 
panr receiving what current law promises. Ye:, 
aside from the cosc oft distriburing the new 
obligations, the total funded and unfunded 
aebr of the United Scares would nor change by 
a dollar. There are no “costs ofwansirion.“ The 
unfunded liability would simply h2x.e become 
funded. The compact between the generations 
wouid ha\,? left as a legacy the ne\vly funded 
debt. 

How would rhac funded debr be paid a-hen 
it cam due? By taxing, borrowing, creating 
money: or reducing ocher govemmcnt spend- 
ing. There are no other ways. There is no more 
rexon co tinance ihe rcpaymenc ol-rhis par of 
the funded d&r by rl payroll rax than any ocher 
pax Yet that is rhe implicit assumption of 
those who argue rhar rhe i’cos~~ oftransition” 
mean there can be only partial priucization 

The payroll rax is a bad tax: a rcgressi\v fx 
on producti\:e acrivi~. IC should long since 
have been repealed. I’tivatizing Social Security 
would be a good occasion 10 do so. 

Should Social Security Be 
Mandatory? 

Should a privatized system be mandator)? 
The present system is; it is therefore generally 
taken for ~‘anced rhar a privxixd sysrem 
must or should be as well. 

The economist hlarcin Feldstcin. in a 1995 
arriclc in 1 he Mdic irztm~t, ngued thx conrri- 
bucions must be mandacoly for nvo reaso~x 
“First, some individuals are mo shorcsightrd 
to pmvide for their owm rrrirrmenc,” he wroie. 
“Second, the alternative ofa means-rested pro- 
gram for the aged might ~ncuuryr some 
loiver-income individuals IO make no pro+ 
sion for [heir old age delihcrarely. knowing 
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that rhey lvould rccei\je the means-rested 
anl”Llnc.” 

The parcmalism of the first reason and the 
reliance on the cx~reme cases of the second are 
equally unarrracriw. More imporlanc, Prof- 
essor Peldstein does nor even refer ro the clear 
injusricc of a mandatory plan 

The most obvious example is a person wirh 
AIDS who has a short life expectancy and lim- 
iced financial means. yet xvould be required ro 
use a significantfi-action ofhis or her earnings 
co accui~~uiare what is ahost certain to prove 
a worthless 35XI. 

More generally, chc fi-action of a person’s 
income chat it is reasonable for him or her to 
ser aide for rerirrmenL depends on tllac pcr- 
son’s circumstances and vnlurs. It makes no 
more sense ro specifv a minimum fraction for 
all people than ~0 mandate a minimum frac- 
tion ofincome char must be spar on housing 
or transportation. Our general pl-esumpLion is 
that individuals can be% judge for themselves 
how ro use their resou~cc’s. Mr. Feldsrein sim- 
ply a~xrts that in this particular case the gov- 
crnment knows better. 

In 1964, Bar~vGoldivacer ivas much reviled 
for suggesring chat pal-iiciparion in Social 
Security be volunc2.1~. I thought chat was a 
good idea then; I still think iI is. 

1 find it hard co jusci$ requiring 100 pcr- 
cent of the people to adopt a gove~mmenr-pre- 
scribed straitjacket to avoid encouraging a few 
“lowel--income individuals co make no provi- 
sion for their old age deliberately, knowing 
that they would receive Ihe means-rested 
3mounr.” I suspect rhac, in 3 wlunrary systeln, 
many fewrt- elderly people would qualif! for 
hc means-tared amount fi-om impi-udence 
or dcliberatioll than flrom misfortune. 

I i1ai.e no illusions about the polilical feasi- 
bility of moving ro 3 srricr!y volunraty sysreni. 
The qm,n!; oi the srxus ;,,,; and chc \vsred 
i”Cel-eSfS that twr been created, iire 100 xrong. 
J~lowever, I believe that tile ongoing discussion 
about privatizing Social ~ccuri~~ would bene- 
fit irom paying lmore actenlion .ro fundamen- 
tals. rather ~han dwelling simply on nurs and 
bolts of pri\wizarion. 

There are no 
“costs of transi- 
tion?’ The 
unfunded liabili? 
would simply hav 
become funded. 


