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Executive Summary

The President’s Commission to Strengthen Social Security (2001)
proposes three different plans to establish personal retirement ac-
counts under Social Security and invites comment for a period of a
year to foster better understanding of the plans. In this spirit we un-
dertake a series of partial analyses of the individual components of
the three plans to better understand their unique economic features.
In this Issue in Brief, we describe components of the Commission’s
reform plans and explore how they might play out in reality.

The three plans divert various amounts of the payroll tax to a
personal account if the worker chooses to participate in the account.
Social Security offset is calculated that reduces benefits by different
amounts in each plan. We show that after the offset, there is no
principal left in the account for the worker to own. In addition, the
second and third plans proposed by the Commission include fea-
tures that are designed to balance the finances of the system by re-
ducing the rate of growth of benefits, to make the system more
beneficial to the poor, and to make other changes. Our analysis of
the plans for personal accounts shows that they are not separate
from the cutrent system and not shielded from the uncertain future
of Social Security. As a result, workers will benefit mainly from the
effect of provisions in Plans 2 and 3 that give the system greater fi-
nancial stability.

Personal Accounts
Establishing the Accounts

Wotkers will have the option of diverting some percentage of
their Social Security payroll taxes into a personal retirement account
that will grow at the market rate of interest. The three plans allow
different amounts to be diverted.



» Plan 1 allows 2 percent of the payroll tax to go to the pet-
sonal account;

» Plan 2 allows 4 percent up to $1000 per year;

» Plan 3 allows 2.5 percent up to $1000 per year and the
worker makes a voluntary contribution of 1 percent of his
wages.

In plans 1 and 2, the amount diverted to the personal account is
“carved out” of the payroll tax. So if the payroll tax is 12%, under
Plan 1, 2% can go to the personal account and 10% goes into the
Social Security System. In Plan 3, the 1 percent voluntary contribu-
tion is over and above the total of the payroll tax.

Reductions in Traditional Social Security Benefits

The balance of the payroll tax continues to support the tradi-
tional system, and benefits are paid according to the usual benefit
formula. For workers who chose to divert funds to a personal ac-
count, however, their traditional retirement benefits will be reduced.
This reduction is called the offset. In general, benefits will be re-
duced by the exact same amount as the principal in the account plus
interest that is called the offset interest. The three plans differ in the
size of the offset interest figured. The first an offset interest rate of
3.5 percent, the second and third plans use 2 and 2.5 percent, respec-
tively. So, under Plan 1, for example, a participating worker’s tradi-
tional benefits would be reduced by an amount equal to the principal
in the account plus 3.5 percent interest.

So the worker’s retirement benefit would be:
» the personal account principal plus earned market interest

*  plus the amount of the traditional Social Security benefit

e minus (an amount equal to the principal in the personal ac-
count plus the offset interest).

This makes it clear that the principal in the personal account does
not actually count toward the worker’s retirement benefit. Us- ing
Plan 1 as an example, if the market rate of interest is 3.5 percent, the
worker will end up with exactly the same level of retirement benefits
as he would if he had not had a personal account but had
participated only in the traditional system.

If, on the other hand, the market experiences high growth, the
worker will have benefits that are higher by the average rate of mar-
ket growth minus the offset interest. The lower the offset interest
used (for example 2% in Plan 2), and the higher the interest rate in
the market, the more likely it is that the worker will come out ahead.
Plan 3 is different from Plans 1 and 2 in that the one percent of
wages that the worker voluntarily puts in the account is not used in
the offset calculation.

Protection From Political Risk

When people refer to political risk or uncertainty associated with
Social Security, it refers primarily to the fact that benefits can be re-
duced by political decisions, or at the extreme, that the whole pro-
gram could be shut down. What is clear from the report is the fact
that the personal accounts do not shield workers from this risk.

Another way to decrease political risk is to improve the health of
the current system. In the next section, we describe Commission
proposals that address this issue.
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Funding and Distributional Changes

We begin by noting that these proposals are more or less inde-
pendent of personal accounts: they will have the same effects
whether people divert wages to personal accounts or not.

Limiting Growth of Benefits (Plans 2 and 3)

The Primary Insurance Amount (PIA), or the amount of an indi-
vidual worker’s benefits, is currently adjusted over time according to
changes in average wages. Under Plan 2, rather than wage-adjusted,
it will be inflation-adjusted. Since increases in average price levels
(inflation) capture only part of what increases in average wages do
(changes in average wages measure increases in productivity of aver-
age workers, as well as increases in average price levels), the PIA un-
der Plan 2 will be adjusted at a smaller rate. Under Plan 3, the PTIA
will be adjusted so as to reflect increases in longevity (so it will equal
the rate of inflation plus %/2%). The primary effect of this provision
is to bring the system back toward solvency.

Modifying Actnarial Reduction and Increment Factors (Plan 3)

Under the current laws, total benefits decrease by 20% for some-
one retiring 3 years before the NRA and 30% for someone retiring 5
years before, and benefits increase by an annual rate of 8% for de-
layed retirement. Under Plan 3, these percentages will be increased
to 25%, 37%, and 10%. This provision is to encourage people to
continue working longer, and thus improve the solvency of the sys-
tem.

Increasing Benefits for Low Wage Workers (Plans 2 and 3)

In both Plans 2 and 3, the PIA for low-wage workers will be in-
creased: under Plan 2, the PIA for 30-year minimum wage workers
will be increased by more than 40%; under Plan 3, by 12%. This

provision is to increase relative benefits of low-income workers.

Decreasing Benefits for High Wage Workers (Plan 3)

The PIA is currently calculated by adding 90% of the first $592
of average monthly earnings, 32% of average monthly earnings over
$592 and through $3,567, and 15% of average monthly earnings over
$3,567. Under Plan 3, the third PIA factor will be decreased from
15% to 10%. This change will increase relative benefits to low-
income individuals, and at the same time contribute to the solvency
of the system.

Increasing Benefits for Low Wage Widows and Widowers (Plans 2 and 3)
In both Plans 2 and 3, the benefits to surviving spouses, who
would otherwise receive less than the average PIA, will be increased
to 75% of the benefits that would be received by the couple if both
were still alive. This change will worsen the solvency of the system
but will serve a purpose that the current system does not: to keep

surviving spouses out of poverty.

Conclusion

When personal accounts are mentioned, most people think of
accounts that are in some sense separate and shielded from the un-
certainties of the Social Security system. That is not the case for the
personal accounts proposed by the Commission. Because the par-
ticipating individual is not entitled to the principal in the account,
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participating in the account does not shield the individual from the
political risks of being in the Social Security system. The offset to
the plan essentially taxes away the principal in the account, but leaves
intact the full Social Security benefit. Any change in retirement in-
come due to the account reflects the difference in interest earned on
the personal account beyond the offset interest. Without being pejo-
rative, we can describe the account as a financial instrument equiva-
lent to a bet that the real return will exceed the level of offset speci-
fied in the plan, ranging from 2 percent to 3.5 percent real. As a re-
sult, the reduction in political risk fostered by the Commission’s pro-
posals comes mainly from the improvement in the financial status of
the system fostered by other provisions of the recommended plans
as described.
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