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PROCEEDIL NGS
(10:10 a.m)
WF| COME AND OPENING REMARKS
by Senator Moynihan, Chair

CHAl RVAN MOYNI HAN:  Novenber 9 neeting, and this
is the -- | think we are right in the mddle aren't we,
Ri chard?

CO- CHAI RVAN PARSONS:  Yes.

CHAI RVAN MOYNI HAN:  That we have a neeting |ater
this nmonth, and then Decenber 11th. And so, our first item
on our agenda, and the first matter, as our practice has
been, is to have opening statenents. They can be as
extensive or curt -- no, no, curt, brief, as anybody w shes.

And why don't we begin with you, Lee.

L OPENING STATEMENTS
M5. ABDNOR  Thank you. Thank you, M. Chairnman.

| have been thinking a little bit about what | feel is very
inportant to tal k about from ny experience. And having been
on this commssion, | think the nost recent conm ssioner,
but | have had the privilege of being able to listen to al
of the witnesses who testified, and read all of the
statenents that have been submtted, which have been very,
very hel pful

There is two things that stick out in my m nd.

There is a lot of things, but the two that | think are nost
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i nportant are the foll ow ng:

First of all, we have been nost appreciative of
t hose peopl e who have cone before us, or presented
statenents in which they are willing to put forward what
they believe is the best way to neet the fiscal inbal ances
in the future of social security.

We have been appreciative, and we have | ooked
closely at what all of those have presented. It has al so
been very clear then that how inportant it is for everyone
who is involved in this debate to be willing to put forward
what they believe is the best way to achieve fiscal
sustainability of social security, and ensure that benefits
will be paid in the future.

And | guess what | amtrying to say is that there
are sonme groups who are very critical of personal retirenent
accounts. That is fine, and we welcone all views. But I
woul d just like to point out how inportant it is to me and
sone of the other nmenmbers of the comm ssion that those who
are critical of personal retirement accounts, and the
principles laid out by the president, in order to be
considered by us, and | think the rest of the public need to
put forward their own plan for what they would do to neet
the prom sed benefits and sustained systemin the future.

Wthout that, very little is offered to the

debate. And so, we continue to ask and encourage those
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groups to cone forward with their own plans and not vague

i deas, but specific plans. And we will continue to
encourage that and look for that. And if these groups want
to be considered, that's what we will need fromthem and
appreciate it.

The other point that | would like to nake has to
do with wonen. | have been thinking a | ot about this
lately. | amvery, very grateful to all that those who have
fought for wonen's rights have done for the |ast hundred
years or so, and we have certainly cone a very long way in
recogni zing the rights of wonen and the val ue of wonen in
our society.

| think the reason that this has cone forward to
me real recently is all of these news reports that we have
in the | ast few weeks about wonen in other countries. And
seeing sonme of the horrific experiences of wonen in other
countries who don't have rights, and who in fact in sone
countries have to -- are not allowed to go out in public,
and sone who are fleeing just to save their own |ives.

And | think it breaks all of our hearts to see
that, and rem nds us of how inportant it is to not forget
that we have conme a | ong way, and we have got a ways to go
as well. And I think that, in that light, the frontier left
that | think of nost that wonen need to gain in order to

achi eve real value and independence in our society is
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financial security.

And we have got a ways to go there. W have cone
a long way, but we have got a ways to go. But that freedom
that comes from financial security is inperative in order to
have true freedomin our society. | think that we have two
very, very inportant goals al ong those |ines.

First, is to elimnate poverty anong the el derly.
and the majority of those who are still in poverty in old
age are wonen, and this is not okay. And | think that this
has to be our first and forenost priority and goal. And
that may include strengthening that safety net from soci al
security, not that ensuring that it stays, but strengthening
it to raise even nore people out of poverty in old age.

But the second point is that | also believe very
strongly that we have to give wonen the choi ce on whet her or
not they are going to take part of their payroll taxes and
invest it in 401-type (k) accounts. And begin, for sone
wonen, to have the opportunity to create ownership and
wealth for the first tinme.

We are tal king about financial freedom W are
tal ki ng about a voluntary program How do you argue? How
do you oppose a voluntary progran? And | think that if we
are truly wanting to help create nore financial security for
everyone.

And we have got to be able to give choice to al
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wor kers, and that includes -- obviously, it includes wonen.
And | have tal ked before about ny di sappointnment with sone
wonen's groups who are opposed to giving wonen this choice.
And | think we have to stand firmin favor of giving

wor kers this choice.

So, those are the two points that | want to make
that | think are critically inportant as we nove forward as
a comm ssion, and devel op our own plans for putting this
system back on a fiscally sustainable path. Thank you.

CHAI RVAN MOYNI HAN: W do thank you. And | think
you woul d agree, and I think the comm ssioners woul d agree
that this is a matter which we m ght help resolve for the
social security systemitself, if we think about it in terns
of the individual accounts.

As our conm ssion, Gmen, wll agree we are stil
stuck in that node, if you are nmarried for 9% years and
di vorced, you get no social security benefits. |If you are
married for 10% years, you get half. Well, it is nore
conplicated than that. And so, we wll get to that point.
Prof essor M tchell

DR. M TCHELL: Yes, sir. Good norning, Chairnen
Moyni han and Parsons, fellow conm ssion nenbers, and | adi es
and gentleman. | amvery happy to have an opportunity to
speak today about sone of the positive aspects of personal

accounts at this neeting of the Conm ssion to Strengthen
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Soci al Security.

| would Iike to enphasis several positive aspects
about personal accounts wthin the context of a strengthened
social security system | support personal accounts because
| think they can play a very inportant role in giving
wor kers choi ce and control over retirenment saving.

| also think they serve another function which is
that they will serve to educate workers regarding retirenent
saving and retirenent responsibility. Today's soci al
security taxes workers on their earnings. But recent
surveys show peopl e, nost people, even people near
retirement have no idea of what these taxes will produce in
terms of eventual benefit.

One reason that people have such m sinformation
and m sunderstanding is that this systemis amazingly
conplex. Even in the process of serving on this conmm ssion,
| have | earned a great deal about the system and | worked
on this for 22 years. Mybe that testifies to ny smal
intellect, but we'll nove on.

A personal account | think wll provide
participating workers with one piece of the retirenment
systemthat is sinpler to understand that the current
al phabet soup of AMEs, Pl As, NRAs, EEAs, and other terns
that frequently confuse us within social security.

A second reason that workers don't know what they
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will receive in retirenent is that, as Lee nentioned, the
system faces insolvency. Wen the baby boom generation
retires, benefit paynents will rise, or at |east prom se
benefit payments wll rise, but there is too little payrol
tax revenue to pay for it.

So, no one can honestly prom se today's workers
that current benefit forrmulas will apply to any of us when
we are ready to retire. The systemtherefore inposes
substantial risk on today's workers, while it gives thema
very low return and no choi ce about how nmuch risk they would
like to bear.

Personal accounts | believe can hel p, because they
offer the promse of limting political uncertainty
associated with old age benefits. This is because these
accounts will be funded plans in which people will be able
to invest in well-nmanaged, | ow cost retirenent accounts.

Havi ng funded personal accounts al so gives workers
an additional saving anmount when they contribute nore. This
is beneficial, particularly, conpared to today's environnment
where many peopl e, especially wonen, get little or nothing
in return for paying additional social security taxes.

Anot her positive outconme for instituting personal
accounts wll be that workers will begin to becone nore
financially literate. It is critical for both workers and

retirees to understand better, and to take nore
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11
responsibility for their retirenent well being.

One reason | think we are here today is that
social security participants in the past were told that
benefits could be raised and covered, increased w thout
anybody figuring out howto pay for it. W know today that
this is not responsible. And we also know that participants
shoul d have been better educated fromthe begi nning.

Personal accounts | think can enhance the need
for, and the provision of, retirenment education. Finally,
and nost inportantly, having personal accounts will permt
workers to choose the level of risk and return in their
i nvestnment portfolios that suit them

One study, for exanple, has found that wonen's
lifetime earnings patterns are uncorrelated with stock
mar ket returns. So, this would inply that wonmen m ght be
particularly benefitted by diversifying into the stock
mar ket .

O course, people's choices wouldn't have to
remain fixed over their lifetimes. They could be adapted as
their plans change. For exanple, younger people m ght want
to take additional risks with higher expected returns, and
ot hers, perhaps, such as nyself, will elect to put their
nmoney in nore secure investnents such as inflation |Iinked
bonds which provide a very inportant conponent of their

retirement portfolio.
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The bottomline is that adding choice to the
retirement portfolio via personal account gives account
gi ves peopl e nmuch needed choice over risk and return, and a
very critical elenment of control. Sonme people say to ne
don't worry. Just let future Congresses take care of us
when the noney runs short.

But, as a baby booner, | believe it is
irresponsible to put this burden on future Congresses and on
our children and grandchildren. 1In 30 years tinme, many of
us wi Il have far fewer degrees of freedomthan we have
t oday.

It is much nore responsible to fix the system now,
to make prom ses that can be sustained so that when ot her
| egitimate needs of the future press, we won't need to pit
one generation against another to protect the elderly at the
expense of the young. | believe we can do better, we nust
do better, and personal accounts play a role in that reform

Thank you, sir.

CHAI RVAN MOYNI HAN:  We thank you. It is newto ne
to encounter baby booners insisting that they take
responsibility. But that's ensuring indeed. Fidel.

MR. VARGAS: Good norning, Chairman Myni han,

Chai rman Parsons, and fellow conm ssion nenbers. And ny
brief corments are that | amexcited to be here, gratefu

for the opportunity that we have been afforded to continue
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our work, and to continue to nove forward.

We have a |l ot of work today, and | am | ooking
forward to that. | also would just amend ny conments by
addi ng the comments of Leanne and Aivia, and |'m sure the
majority of nmenbers. But ny point is | amlooking forward
to the work that we have to do today, and |looking forward to
pushi ng ahead and com ng up with what we were charged to do
within a few short nonths. Thank you.

CHAI RVAN MOYNI HAN:  Thank you, sir. Jay Parsky.

MR. PARSKY: Thank you, co-chairman, and it is a
pl easure to be here. First of all, I would like to
associ ate nyself wth both Leanne's coments and Aivia's
comments, and | won't try to repeat them | think they were
very good. The only general comrents | would make are that
as we now try to cone together and put forward sone
recommendations, | think that we should maintain kind of an
out |l ook of sone general objectives that we have, what we are
seeking to do, and perhaps what we are not seeking to do.

| think one of our objectives is to try to
strengt hen our social security system W are not here to
destroy it. W are not here to privatize the system W
are here to put it on a road to sustainability. So, what is
deened to be, or thought to be a prom se can be a reality.

And part of that, | strongly believe, is

increasing the ability for individuals to have a choi ce.
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The concept of providing wthin the social security system
choice, | think is an inportant concept.

And the establishnment of personal accounts, and
the ability to voluntarily choose a personal account, |
think is an inportant principle, and one in which,
certainly, fromny perspective, is one of the nmain reasons
that | wanted to try to participate in this.

| think as we ook at it, | would just enphasize
that not only is it a choice, but it needs to be voluntary;
that an el enent of personal control over that choice |I think
is very inportant as we nove forward. And people that do
not want to choose a personal account ought to be free not
to. And we ought to, as much as possible, be able to
outline and detail what it neans if they do choose to have a
per sonal account.

The final point I would make is | feel quite
strongly that if soneone selects a personal account, that
t he governnent is not the appropriate body to be investing
those funds; that to the maxi num extent possible, we should
assist the systemin not being politicized. The nore the
government is involved, the nore the potential is for
politicizing the investnment process.

Just from a personal standpoint, | have had an
opportunity to sit on the Board of Regents for the

University of California. And | have watched, both in the
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public pension fund systemwithin California, and even for
the University, efforts on the part of sone governnent
officials to make investnent decisions that are nore
involved in politics than they are in what | would cal
sound investnent -- on a sound investnent basis.

| think that is a danger. So, | would be a very
strong advocate of naking sure that part of our choice,
whi ch peopl e can select or not, is that they maintain a
stake in their own future. They have a stake in their own
retirement, and they can choose how those funds are to be
i nvest ed.

CHAI RVAN MOYNI HAN: | see ny di stingui shed co-
chai rmen nuch agreeing. O course, we did hear testinony
fromthe director of the Thrift Savings Plan and of TI AA-
CREF, and they managed to do what you insist on. But, of
course, you cone from California and we cannot explain
t hi ngs.

MR. PARSKY: Well, | amnot quite sure | can
explain all of California either, Co-chairman. But, and at
times, we may be ahead of the curve, but in this arena |

t hi nk we shoul d be quite cauti ous.
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CHAl RVAN MOYNI HAN: Wl |, and, John Cogan, do you

want to testify to that matter?

DR COGAN: More often than not, we are around the

bend. Thank you, M. Chairman. It is a pleasure to be
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here. | would like to use this opportunity to state why |
t hi nk personal accounts represent sound policy. The bottom
line is that there are two reasons: One, personal accounts
are good for Anerican workers; and, second, personal
accounts are good for social security.

Per sonal accounts provide workers within the
framewor k of social security with a safe and a sound
opportunity to build financial wealth and financial security
inretirement. That everybody knows. But the benefits to
wor kers of personal accounts extend far beyond purely
financial considerations. Wrkers would own their personal
accounts.

And, as every Anerican knows, with ownership cones
security, and with ownership cones greater freedom
Retirement inconme derived fromreal financial assets that an
i ndi vidual owns are far nore secure than incone that is
derived or based upon unfunded prom ses by politicians.

Omership of personal accounts provides
i ndividuals with greater freedom gives freedomto workers
to choose when they want to retire; gives greater freedomto
wor kers to choose the economc lifestyle they wish to
pursue; and it gives workers nuch greater freedomto pass
wealth on to their children

Social security is a universal program so every

wor ker woul d have an opportunity to gain value, security,

Audio Associates
301-577-5882



and freedomw th personal accounts. But those that would
benefit nost are young persons, and persons who today | ack
the resources to provide for their own financial security,
primarily | ow i ncone people.

Soci al security is headed for significant
financial trouble, as we all know, and | believe that
personal accounts would be good for the financial health of
the program Experience has taught us that a sound
retirement programis based on investnent.

Inits current form social security is not an
i nvestnment program It's an inconme transfer program Now,
there is w despread belief that social security will be
strengthened by giving it an investnent conponent, but
government investnent is not the answer.

It is dangerous to a free econony. It is also a
reality that in the countries that have tried it, it hasn't
worked. As we heard fromthe Wrld Bank, countries that
have centralized governnent investnent returns have actual
been negati ve.

Experience al so teaches us that private persona
accounts will work to strengthen social security. Nearly
two dozen countries have enbraced personal accounts.

They' re working. They have worked for federal workers,
federal enployees, and they strengthen the civil service

retirenment system
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And, as we have heard, they have strengthened the
retirenment systens for nunicipal workers in San D ego and
Gal veston.  We hear that young people | ack confidence in
social security. As we nove through tine, the confidence
t hat people have in social security is eroding.

The reason that it is eroding is because over tinme
the program has provided | ess value and | ess security.
Personal accounts by providing social security with greater
val ue and greater security wll end up restoring young
peopl e's confidence in the social security program That is

why | support a personal account system Thank you, M.

Chai r man.

CHAI RVAN MOYNI HAN:  Thank you, sir. And Sam

MR. BEARD: Both our chairnmen, welcone, and thank
you, and to everybody out here, welconme. | |ook at soci al

security reformas a non-partisan issue. And | was proud in
1996 t hrough 2000 to be working the Cinton Adm nistration
to seek to reformsocial security, and thrust was to add
i ndi vi dual accounts.

| amnow thrilled to have the opportunity of
wor ki ng on President Bush's conm ssion to seek to do the
sane thing. People of good will on both sides of the aisle
need to figure out a way to do this. | think it is
especially true after 9-11, but we need | eadership. It

needs to be bipartisan, both abroad and at hone.
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On our current course wth social security, if you
go into nultiple levels of either tax increase or cutting
benefits, you can absolutely harmthe future econom c
econony, and we cannot do that. Now, there are going to be
sonme hard choices, but we need to do themall together

We have got to go beyond pandering and sort of
demagoguery. Now, | have here a letter -- | am a Denocrat.

Here is a letter sent by the chairman of the Denocratic
Party. As you read this letter, he says, "To al
Denocrats,"” that's me. "George Bush and his advisors are
preparing to introduce their plan to put social security
funds in the stock market. W are fighting to defeat the
president's plan to invest part of social security in the
stock market."

It is really enbarrassi ng demagoguery. That is
what President Clinton was trying to do. That is what
President Bush is trying to do. Al of us, as Anericans, we
know soci al security faces serious troubles.

Now, what is interesting is President dinton's
Soci al Security Advisory Council of 1994 and 1996, total
range, wonen's groups, |abor unions, |iberal left,
mnorities, centrists, business interests, every nenber of
t hat panel agreed you have to have the extra rate of return
fromthe private sector. That was the one thing they al

agreed on.
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In the debate, there is no |onger a question of
whether to utilize the extra rate of return of the private
sector. It is a question of howto. The real choice for
the country is, do you so trust the federal governnent that
you want themto invest trillions of dollars, the extra rate
of return of which we will try to keep the current system as
sol vent as possible? O, since the noney cones out of our
i ndi vi dual payroll checks, do you want to open up individual
accounts? That is the choice.

Now, fundanentally, on a bipartisan basis, we need
to figure out a way to cone up wth a plan, change the | aw
in 2002, or no later than 2003. | agree with Lee. | would
call on people who disagree with what we m ght conme up with
here, conme up with a very specific plan.

Congressman Matsui sent us a letter saying create
a plan which is actuarially sound by social security. But
Congress is the final arbiter, we aren't. | would wel cone
Congressman Matsui, and Roger H ckey, Hans Ri ener, conme up
with a plan. Let's all of us conme up wwth a plan, serious
pl an, discuss it, and then pass it 2002, and no later than
2003.

Now, the last thing is just the vision. As a
Denocrat, | amvery excited about opening up the opportunity
for savings and weal th accurmul ation to all Anericans. Wen

| started working with Senator Robert Kennedy and had the
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privilege of doing that in the 1960's, | was afraid we were
becom ng two separate societies.

| amnore afraid today we're becom ng two separate
societies. One of the big divisions is those with financi al
assets and those without. All together on a nonpartisan
basis, we need to figure out how to open up savings to
ever ybody.

CHAI RVAN MOYNI HAN:  Wel | said, sir. | amnot
soneone who knows sonet hi ng about the subject. Bob.

MR. JOHNSON: Thank you. Thank you, M. Chairnman,
and nmenbers of the conmm ssion, |adies and gentlenen. Like
Sam | ama yellow dog Denocrat. | have never given noney
to any Republican in ny life, save, Bill Cohen, and he's
from Mai ne, so you can understand, and he is a good friend.

But | share Sam s opinion conpletely that to turn this into
a Denocrat versus Republican, liberal versus conservative,
white versus black issue is demagoguery.

Frankly, when | got on this comm ssion, the word
went out Bob Johnson has becone a Republican. | have nade a
| ot of noney, but it does not nean | am a Republican. And,
as Bill dinton said at the inauguration, if you want to
live like a Republican, vote |like a Denocrat, so | am doing
bot h.

The point | want to nmake here is that | got on

this comm ssion for one reason and one reason only, is
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because President Bush hit on a point that | totally agree
upon; that is, the noney that goes into social security, or
the noney that goes in to pay taxes really belongs to the
people. And if the noney belongs to the people, they should
have the right to maximze the return on their noney.

And it would seemvery sinple to ne that if the
government under the present systemis only delivering you
two percent, and you by making an individual decision to
i nvest your noney in a private account can nake nore, it
woul d just seem a | ogical exercise of your right to contro
your nmoney in a free market econony to maxim ze wealth.

That is the fundanental reason | think this
country is greater than any other country on the face of the
gl obe, is that we believe in the free market econony, and
the free enterprise system and the right of people to
benefit fromtheir wealth creation

And for me, as an African Anmerican, this is
fundanentally the reason why | am here. Because African
Anericans, as a whole, are at a conplete di sadvantage in
weal th accumul ati on because they are not invested in the
stock market to the level that Wiite Americans are. That
gap has created a huge difference in the net worth of the
average African American versus the average White American.

| f you take the net worth of the typical African

Arerican famly, it will give you a net worth of probably

Audio Associates
301-577-5882



23

$30,000. If you take that sane net worth of the average
white famly, it is about $300,000, a ten-fold spread. You
can understand clearly the ramfications of that wealth

di sparity, access to better health care, access to
education, access to retirenent incone.

And all of the things that flow fromthat wealth
di sparity conme back to us in other kinds of problens whether
they are increase in teenage pregnancy, increase in drug
abuse, increase in single famly households, all of these
things are a part of a pattern of not having access to the
weal th accunul ation that this country can create.

So, | would not be on this commssion if it did
not take as a primary objective the creation of private
accounts, because private accounts will introduce mllions
of African Anmericans to the stock narket in a way that
nothing in this country has ever done before.

They will see the benefits of their account
growing. They will then, in my opinion, if they are smart,
and | think they are very smart, will then increase their
savi ngs and i nvestnents because they wll know that they are
investing in the growh of their own inconme. And | think
that is the fundanental objective of this comm ssion and
t aki ng that on.

Now, | do have one concern. It is a kernel of a

concern, in that we are in sone way saying that we trust the
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Aneri can people to manage their noney in private accounts.
We are going to give themoptions. W believe that they
wi |l understand the value of it. They wll recognize the
benefit of this in enhancing and maki ng social security as
sust ai nabl e.

But, at the sanme tine, we are saying, when you
accunul ate this noney in private accounts, your access to it
is controlled by the governnent. Now, to ne, that smacks as
alittle bit paternalistic and a little bit tal king out of
bot h sides of your nouth.

| amgoing to tal k about that when we get to
certain key issues in the proposals. But | want to nmake it
clear that | fundanmentally believe that private accounts
wi ||l sustain social security; private accounts wll enhance
the weal th creation opportunity for African Anericans; and
private accounts wll add value to the overall retirenent
opportunities for all Anericans.

But | do believe that you can't say, on one hand,
that you are a smart investor, but you are not a smart
person when it conmes to meking sure that investnent is used
properly for your retirement of what other purposes you
m ght choose for. And | hope we will recognize the twn
goal s of control of your investnment for private accounts,
and control of that wealth for your personal need as deci ded

by you not the governnment. Thank you.
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CHAI RVAN MOYNI HAN:  Thank you, Bob. And we wil|

be getting to just that, anong other subjects, when we
finish our opening round here, in which we are hearing an
awful lot of agreement. And let's hope we hear it from Gaen
King, the really only real conmm ssioner around.

M5. KING Good norning, M. Chairman. Good
nmor ni ng, Chairman Parsons. | would |like to associ ate nysel f
with the likes of M. Johnson, everything, except that
denocratic part.

Yesterday, in WImngton, Delaware, | net Jeanie.
Jeanie is a retired restaurant manager, who is on soci al
security and living in a senior citizens high-rise in the
city. And | nmet Jeani e because she was driving the taxi
that took nme fromthe station to ny destination

Jeani e began tal ki ng about how her social security
check was i nadequate, and so she had to work even after
retiring. Wiereupon, | confessed that | knew a little
sonet hi ng about social security. And she told nme that she
was not so nmuch concerned for herself, she was nore
concerned for her 50-year-old daughter, because she really
did not think social security was going to be there for her
daught er when she retired.

| let her know that there was a group of very
valiant and intelligent people called the President's

Comm ssion to Strengthen Social Security working hard on
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this issue; and that we were going to go about the business
of making sure that this programwas going to be there not
only for her daughter, but for the mllions of other people
who are going to need it in the future.

So, | think, M. Chairman, the nost inportant
contribution | can nake at this tinme would be to shut up,
and let's get through these opening statenents, and get on
with the work that we had to do, because tinme is short and
our work is very, very inportant to people |ike Jeanie and
others who rely so heavily on this program Thank you.

CHAI RVAN MOYNI HAN:  Wel | said. And, indeed, we
are closing in on decision points, and we would be maki ng
some this norning. Bill Frenzel, | think, is of that view

MR. FRENZEL: Thank you, M. Chairman Myni han,
and M. Chairman Parsons. | want to begin by saying that ny
nei ghbor to ny right, who nmade sone noney and di d not becone
a Republican disturbs ne, | want to know where we went
wrong. Perhaps, | amthe balance. | did not do very well,
but | stayed Republican.

M. Chairman, | think that all of the speakers so
far, and all of us jointly are denonstrating the fact that
we believe that we have the responsibility to make seri ous
recommendations to inprove a programin which we all very
strongly believe can be inproved.

And | think we pretty firmy believe that standing
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back of leaving the status quo is not a way to fulfill the
charge that has been laid upon us. It is true that all of
us seemto favor person retirenment accounts. And if that is
what cones out, so be it.

But | think it is also true that |I have not tal ked
to any nmenber who is interested in destroying or even
harm ng a hair of social security's head. And we have had a
nunmber of our neetings and ourselves criticized on that
poi nt .

But it seens to nme everyone here is serious m nded
and spending a lot of their own tine and resources to try to
produce the kind of report that we can be proud of, and that
will carry the nation forward a bit on its social security
pr ogr am

Sone deci sions need to be made pronptly. W have
been through that before. W have tal ked about the
difficulties that occur first in 2016, and later in the md-
'30s. Sone decisions need to be deferred probably, because
we need to see how the systemreacts to the initial changes
that we suggest if in fact our suggestions are accepted.

And one of the caveats that | would like to | ay
out this norning is that we have an awful | ong way to go
bef ore any changes are going to be made in the system W
are not nmuch of an event in a very |long process that began

two-thirds of a century ago. W are going to nmake a
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recommendati on - -

CHAI RVAN MOYNI HAN:  Bill, could | say, you are
tal ki ng about the |larger social security systenf

MR. FRENZEL: | amtal king about the | arger social
security, M. Chairman. And we are going to nmake sone
recommendati ons which we think will be useful to nake that
program better, but those recomendations go to a chief
executive, ultimately, go to the Congress, and there are
lots and lots of hurdles so that we do not need to be
dilute, but we are witing |aw here, or that what we do is
going to actually effect change.

On the other hand, we al so ought to be proud of
our responsibilities, in that what we do can be very
inportant. If our report is right, people will be effected
by it. It wll begin a national debate which may in fact
|l ead to i nprovenent in social security.

And for that reason, | would |Iike to suggest, just
for a nonent, that sone tinme in our considerations we need
to take into account the possibilities and probabilities for
actual ly maki ng those changes. W do not want, in ny
opi nion, to produce a technically perfect plan that is going
to be indignantly rejected by all of the policy makers of
the future.

And we do need to nmake certain that the plan is

one that is workable, can be acceptable, and can be sold at
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least to a mpjority of the American people. | think this
commi ssion has the ability to performin that way, and |
expect it to do so. Thank you, M. Chairnman.

CHAl RMVAN MOYNI HAN:  Thank you, Bill. And Bob
Pozen.

MR. PQZEN. Thank you very much, M. Chairman. |
just would like to review three quick points about ny, |
guess | woul d say, focused support for personal accounts.
The first is that | believe that we have a | ong-term
financing problemin social security that grows out of
certain denographics, and that the events of Septenber 1lth
have now accentuated that problemto the extent that people
believed that there was a "l ock box" that was going to save
us. | guess that fiction is now down the table, and it is
probably good. So, now we realize that we won't be saved by
t he | ock box.

The second point is that this is a very difficult
problem | think all of us on the comm ssion, who have
struggled with the nunbers have realized that there is no
easy solution, that there is no magic bullet. |If there was,
| can assure you we would have figured it out, if not other
peopl e.

And so, when you approach this you ultinmately have
to figure out how you can have sone constraint on the future

grow h of the divine benefit portion of social security, and
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try to do that in a way that wll help the | ower incone
groups. And, as | think divia said, right now we don't
have a m ni mum benefit for social security. That is surely
one thing that we could do.

But for those who say, "Oh, we can just solve this

probl em by nodest changes,"” | don't think they run the
nunbers. |If there were nodest changes that could sol ve the
probl em we would have done those nodest changes. In fact,

these are difficult changes.

And once you realize that there have to be sone
slow down in the growh of benefits, the attraction of
personal accounts is that it gives people who want to a
chance to get back sone, if not all of those benefits, maybe
even a little nore, and to put themin a better situation,
and to ne that is the real attraction of personal accounts.

I f you realize that there have to be sone painful choices
here, it gives people a chance to cone back in.

The third thing that we hear all of the tine is
t hat these personal accounts would be much too risk, and
t hey would be nuch too costly. | think we have heard a | ot
of testinmony fromthe thrift plan, and from other types of
people to say that we can do this. And I think we are
convinced that we can start off doing this at a relatively
| ow cost.

And for those who think, well, this is just going
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to be a way in which people are going to throw away their
money, | think there is a consensus that we will not be
all owi ng people the full range of investnents that are in,
say, | RAs where people can put their noney in an individual
stock, in an individual country.

VWhat we are tal king about is a relatively nodest
set of diversified pools which really have relatively | ow
risk. And for those people who say, "Look, | am not even
sure anong these four or five diversified pools what | can
do, | am not know edgeabl e enough,"” we are going to have a
default option that is going to be sonething |ike a
conservative balanced funds that wll provide themw th the
confort that if they really feel they do not know what they
are doing, here is sonething that will provide themwth a
reasonabl e bal anced approach, one that should get thema
reasonabl e return.

So, in short, | think that personal accounts if
structured within this context can be very useful, and we
can conme up with a systemthat is admnistratively
efficient, and while not perfect, will have diversified
pool s, and the sorts of choices for people that will fit al
different levels of investors sophistication. Thank you.

CHAl RMVAN MOYNI HAN:  Bob, | thank you. And you
won't mnd nme suggesting that we mght find another termfor

the default option.
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MR, POZEN. Ckay. | definitely yield to the
chai rman on that.

CHAl RMVAN MOYNI HAN:  Estel |l e.

DR. JAMES: Well, 20 countries have already
adopt ed personal accounts around the world. So, this idea
that we are tal king about is not a conpletely new and
untried idea. 1In these countries that have adopted personal
accounts, the adoption of the new system has usually been
preceded by a very intense discussion period of debate and a
period of consensus buil di ng.

So, during the past year, | have been traveling
around the United States speaking to nmany different people
about social security. And | have begun to take stock of
the points of agreenent and the points of disagreenent.
Because if we are going to nove forward, we al so have to
build a consensus.

| would i ke to take this tine to just very
briefly summari ze many points of agreenment. | think there
are many points of agreenent on all sides of aisle, and al
sides of this issue. And | would also like to sunmarize two
maj or points of disagreenent that | think we have to debate
and resolve in order to nove forward.

The points of agreenent: First of all, everyone
agrees that, in principle, it is desirable to nake the

systemfinancially stable and solvent for the long run. In
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principle, no one can disagree with that, and everyone --
there is general agreenent to that prem se.

We know t hat when the baby booners begin to
retire, expenditures will begin to exceed revenues, and we
know t hat by 2038, the expected revenues will cover only
72 percent of the prom sed benefits.

Now, that is not a very secure system |f you do
not have a solvent systemw th revenues covering
expendi tures, you know that that is not going to provide old
age security, and everyone agrees we do sonet hi ng about
t hat .

Now, point nunber two: It would be desirable in
changing the systemto change it in ways that inprove out put
and productivity in the econony. This is particularly
inportant as there are nore ol der people who may not be
wor ki ng. W need greater productivity to maintain
consunption | evels, both for the older retirees, as well as
for the workers.

Poi nt nunber three: | think there is general
agreenent that inproved protection for |ow earners would be
beneficial, and you heard several people make comments about
that in the past hour.

Poi nt nunmber four: G adual change woul d be better
t han sudden change. No one wants to have the rug pull ed out

fromunder themjust as they are about to retire. And the
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sooner we begin, the nore degrees of freedom we have, the
nore tinme people have to adjust to whatever changes are
com ng down the road. So, again, | do not think you wll
find people to take issue with that.

Poi nt number five: Prefunding. Sone building up
of a fund to cover sone of our pension obligations is
desirable. It is desirable for a nunber of reasons:

e First of all, your systemis nore secure. |If
you have assets covering your liabilities, there is
sonething there to neet those liabilities.

* And, second of all, fromthe econony-w de point
of view, this helps build national saving which wll
i ncrease productivity and outcone.

And, finally, the sixth point of agreenment: |If
personal accounts are included, they should be only part of
the total social security system and they should be carried
out in a way that keeps costs and risks |ow. Bob Pozen just
spoke about that, as did sone of the other comm ssioners.

So, | think, you know, people around the country
coul d agree on those six general points. However, there are
two maj or points of disagreenent that | think we need to
cone to grips with, and we need to debate publicly, and
deci de how we are going to resolve them

Now, the first point of disagreenent is, how do

you manage the funds?
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| f you are going to prefund that neans you are
going to accunul ate funds, and soneone has to nanage them
during the period when they are being accumul ated. And the
big issue is should they be nmanaged publicly or privately?
Whi ch way is best for the social security systen? And which
way i s best for the econony as a whol e?

And | think this is a point in which different
people will give different answers. The argunent for a
personal account basically stens froma belief that private
managenent is better than public managenent. Now, in other
countries that | have worked in that have accumul at ed
pensi on reserves, when those reserves had been publicly
managed, we have generally seen very poor results.

We have seen politically notivate investnents that
lead to low rates of return, often even negative real rates
of return that lead to a bad, wasteful allocation of capital
t hat does not enhance the productivity of the econony, and
| eads to excessive investnent and governnent bonds that may
i ncrease national deficit which is also bad for the econony.

So, those are sone of the outcones that we see
around the world when public managenent has been used. |In
the U S., we have better governance, better trusteeship | aws
t han many of these other countries have, but we al so have
pressure groups.

We have intense | obbying; we have canpaign
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contributions playing an inportant role. And ny fear is
that the allocation of capital wll becone politicized if we
have public managenent of |arge pension funds. And this is
a major rationale for private ownership, private control of
t hose funds.

Now, as | said, | know that there are many people
who take issue with this point of view | think it is very
inmportant for us as a society to debate this issue and
deci de where we stand.

Do we want public or private managenent of the
pensi on funds that many of us agree should be accunmul ated to
back social security?

| think that public managenent woul d be bad for
the system bad for the econony, and bad for the governnent.

And that is one of the reasons why |I strongly favor
personal accounts where workers control the funds.

Now, the second maj or point of disagreenent has to
do with how we deal with the solvency issue. As | said at
t he begi nning, nost people, in principle, would support the
i dea that solvency is inportant, and it is inportant to make
gradual changes that restore solvency to the system

However, there is a great deal of disagreenent
about the specifics of how you do this, and even about the
wi | lingness to pay specific, as Lee nentioned in her very

first remarks. Wen you have a 30 percent gap between
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revenues and projected expenditures, the specifics are bound
to be difficult. They are bound to be painful.

Any specific nethod that you may consider to cl ose
that gap is likely to hurt sonmeone, and therefore to be
pai nful and people like to avoid pain. Now, | think
personal accounts help to close that gap in a constructive
-- in one of the easiest ways.

But, nevertheless, any plan to restore solvency is
going to be difficult and painful. And all of us who have
grappled with the nunbers, as Bob Pozen said, realize that
it is very easy to attack soneone else's plan, but it is
much nore difficult to cone up with your own plan because
any plan involves difficult decisions and sonme pain.

Now, | hope that next nonth when we neet and we
di scuss plans for achieving solvency, we open the door to a
construction discussion anong all parties on this topic.

And | hope that people who do not |like the plans that we
propose will come up with their own plan, so as a society we
can debate the pros and cons of specific plans and nove
forward toward a stronger system

CHAI RVAN MOYNI HAN:  Thank you, Estelle. And, now,
Mari o, and you are at your end.

MR, RODRI GUEZ: Thank you, Senator. | just have a
couple of points | would like to make. First of all, near

retirees and retirees do not be scared. You have absolutely
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nothing to worry about. The systemis fine for you. You do
not have to worry. Your benefits are not going to be cut.
Everything will stay the sane. Do not |et people scare you,
t he papers scare you, the rhetoric scare you. It can be
stopped right now. You have nothing to worry about.

One of the concerns | have is | amvery, very
concerned about -- this is about hel ping people that need to
be hel ped, in particular, the mnority comunity. It is
alarmng to ne to hear that Hi spanics have $1200 put away
for their retirement. That is a shame. That is sonething
we have to absolutely do sonething about. The African
Aneri cans, $3,000 put away.

We have to do sonething to help the people that
need to be helped. And that is what this commssion is al
about. And being on this commssion with all of the
i ndividuals, | cannot tell you how proud I am of everybody
here, and the comm tnent that everybody here is nmaking, and
that the president is taking the bold steps to allow us to
debate this and come up wth something to help the American
peopl e. Thank you.

CHAI RVAN MOYNI HAN:  Thank you, Mario. And | want
to repeat what you have to say about the quality of our
menbers. But there is one -- we mght as well be open about
it. Every tinme | call Tom Saving, his secretary tells ne he

has gone fishing. And it may be he finds he does a | ot of
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deep thinking out on the ranch, or maybe his secretary does
not want nme to know where he is. But if you want to hel p us
on that, Tom you wap up for the norning.

DR. SAVING Thank you, Senator Myni han. That is
a wonderful introduction to the person who gets to be |ast.

And the advantage of being last is that everyone presunably
has said the inportant things that have to be said, and then
you can be brief. And, presumably, if we are as successful
here as | amwth fishing, we wll an excellent outcone,
assumng | actually get to do any of this fishing that we
tal k about.

Anyway, this conm ssion is about social security
and | think the operative word of that is security. And |
woul d nodify this operative word with the word "indivi dual "
security, because this is about individual security.
Everyone in the aggregate m ght worry about retirenent
security, but each individual is worried about their
i ndi vi dual security.

And we are about individual security, because
after all each of us is an individual. And the only
security you have for your retirenment, if your retirenment
W Il be there because of the way this systemis inbal anced,
is if you have an account of your own that is in your nane,
and where you, and not your Congressman, has the one and

only key, and | think that is inportant.
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No nmatter how well neaning our Senators and
Congressi onal nenbers are, they legally cannot wite a
social security lock box contract that binds thenselves or
any future nmenbers of Congress. | want to say the personal
accounts represent the only way Congress can put soci al
security tax revenues into a | ock box.

And | think that is the sinplest way to tal k about
this issue, and to say that what we want to do is to put the
security back in social security. And the way to do that is
to take the key away from our Congressional nenbers. As
wel | nmeaning as they all are, they are pressed always with
current events. And, unfortunately, social security is
about the future. And soneone has to worry about the
future, and we can do that with individual accounts. Thank
you.

CHAI RVAN MOYNI HAN:  Thank you, sir. And just
before we go now, ahead of tinme, which is a good sign, to
our first substantive discussion of the adm nistration of
personal accounts, to nake two points that we have only two
nmeetings left. This is not a three year hitch. The
president in the outset asked us to have our |ast report by
our |ast nmeeting Decenber 11. And if our report cones a
week later that will be no matter, but we finish up this
year.

As you all know, he wants to raise this subject in
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the State of the Union nessage, and woul d be receptive to

everything he has heard this norning. But we have to know
that the tinme is at hand to nake sone deci sions about what
We propose.

L. ADMINISTRATION OF PERSONAI ACCOUNTS

CHAI RVAN MOYNI HAN:  Now, our next subject is the
Adm ni stration of Personal Accounts. And | am going to,
first -- ny God, he has disappeared. |If Steve Goss has
di sappeared, we are in trouble. Steve, where are you?

MR. : He is close.

CHAI RVAN MOYNI HAN: St eve, get back, so we know if
we say sonet hing absolutely awful, you can you know keel
over. It is an honor to have you here. And everyone should
know that if there is such a thing as double tinme and triple
time, Steve has put it in for us wthout a nonent's
hesi tati on.
to you and to your coll eagues.

| would also like very much to thank the Treasury
Department's O fice of Tax Policy, with regard to the help
t hey have given us on this subject, and the docunent which
woul d be yours to date. John Cogan and ot hers pointed out
that two dozen countries in the world have introduced
i ndi vi dual accounts.

It is an idea that you can see developing in the

way that social insurance itself developed. And it does not
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happen in a week, but you can feel it comng. In this
overview of Treasury work on adm nistrative issues of social
security personal accounts says the summary, "This docunent
provi des an overview of work performed from 1998 to 2001 by
the Treasury Departnent's Ofice of Tax Policy, introduction
inthe fall of 1997. The dinton Adm nistration began to
anal yze proposals to create a system of individual

retirement accounts either as part of the social security
programor outside it."

And, Sam | think you indicated that you had been
involved in sone of that thinking. Here it is. And the
nice part of it, they cite that paper by El nendorf, Liebman,
and W1 cox, which was given up at Canbridge earlier |ast
summer, and which we had at | guess our first neeting.

The good news is -- well, the good news is right
here. It can be done. It works. They have figure out it,
figured it all out. And for three basis points, it is one
of those things that | amnot sure | fully understand. It
is all right.

They were down to the nunber of keystrokes it
woul d take, and the answer is that there are enough
keystrokes. | do not know where you store a keystroke.
Well, I am you know, liberal arts, that kind of thing,
forgi ve ne.

And then, sonething el se of consequence in the
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previous adm nistration was planning this. They had a
successi on of plans, what was the USA account, and so forth.
Then in the year 2000 el ection, both candi dates of the
maj or parties proposed one form or another of individual
accounts.

Vi ce President Gore was, perhaps, nore specific
than any of the candidates. And there were, as we know,
nore than two. NPR, all things considered, June 20, Vice
President Al Gore outlines a new plan designed to help | ow
and m ddl e-i nconme Anericans, Bob, Robert.

And it says, "Savings accounts can |let your
parents build a haven on the bed rock of social security.

So they cannot only make ends neet, but also live to old age
of peace and plenty. |If a young couple saved just $20 a
week, they could reasonabl e expect to save as nuch as

$400, 000 extra by the tine they retire 35 years later."

The magi ¢ conmpound interest, | know that word
because --- about as much as | get to, but all candi dates
were there. Qher countries, | have got there before us.

guess Bismarck had an old age retirenent in place by 1888,
and we were a half century later

Presi dent Roosevelt's nessage to the Congress on
soci al security, all three-and-a-half pages, in those brief
days when they got things directly, began of course with

unenpl oynment i nsurance which was the pressing issue in 1934

Audio Associates
301-577-5882



44

-- well, "35 nmessage, and then went to old age retirenent.

As | mentioned he had -- he said that the old age
retirement should be associated with personal annuities. He
anticipated sonething |like we are doing here, and that he
call ed for unenpl oynent insurance.

Well, the British adopted this in 1911, the
i beral governnment. Churchill, as Hone Secretary, proposed
it. The Torrie benches opposite said that if you do this,
the workers will spend the noney on drink. And he said it
is their nmoney, and which was a good |iberal proposal in
t hose days, but we won't get into that detour.

But we will begin, if you are ready, Chuck
Bl ahous, and Kent, who has done so nmuch work for us in these
matters. And | think we will now turn to Section II,

Adm ni stration of Personal Accounts.

MR : | don't like that idea, but
absol utely.

CHAI RVAN MOYNI HAN:  Yes, sir. Very well, | think
the way we go is that, Kent, you have prepared sone talking
poi nts and questions for us. And with the perm ssion of the
comm ssion, | would like to ask if Chuck Bl ahous, our
i ndef ati gabl e Chief of Staff m ght want to say sonething at
this point, Your Honorable Self, and Kent Snetters.

MR. BLAHOUS: Thank you, M. Chairman. As you

have pointed out, | amjoined at the table by Steve Goss, on
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my right. We will try to heed your adnonition to | eave him
undi sturbed during the Decenber holidays by conpleting our
wor k.

And on ny left, by Kent Snetters, who, as you
al luded to, has perforned a trenendous anmount of work with
the Treasury Departnent in outlining the distinguished
pedi gree of personal account adm nistration.

| would like to, if I may, sinply sumrari ze sone
of the fact-finding that has been done by the adm nistrative
subgroup, and then allow Kent to nmake a brief sumary of the
wor k that was begun under the Cinton Admnistration to
adm ni st er personal accounts.

CHAI RVAN MOYNI HAN: Pl ease do.

MR. BLAHOUS: During the past several nonths, M.
Chai rman, the adm nistrative subgroup for the President's
Comm ssion to Strengthen Social Security has worked closely
W th nonpartisan experts in the executive branch departnents
in order to outline options for the best design of personal
accounts. These experts have investigated the
adm ni strative aspects of personal retirenent savings
accounts dating back --

CHAI RVAN MOYNI HAN: M ght | just interject to say
that in that report that has been prepared for us, the
Treasury turned to -- have | got it right -- First Boston

for Counsel and --
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DR. M TCHELL: State Street | think

CHAI RMAN MOYNI HAN: State Street, State Street,

sorry. And then, this new name for Arthur Andersen which

i s?

DR. M TCHELL: Accenture.

CHAl RMVAN MOYNI HAN:  Accenture. Thank golly you
are here, Adivia. But, |I nmean, so we have reserves not just

i n Washi ngton, but they are up in State Street in Accenture.
They are authorities as well.

MR. BLAHOUS: Yes, sir.

CHAl RVAN MOYNI HAN:  Excuse nme. | just want to
make that point.

MR. BLAHOUS: |Indeed, this work dates back to
previ ous adm ni strations and nade use of experts, both
i nside and outside of the governnment. The notivating
question of the review of the adm nnistrative subgroup is
whet her personal accounts can be inplenented in a cost-
ef fective manner, and give Anericans a good value for the
services they receive.

While not all details of this analysis have yet
been finalized, it is already very clear that the answer to
this general question is positive. Personal accounts can be
adm nistered in an efficient and effective manner. The
i nternational experience has also confirnmed this concl usion

regardi ng personal accounts.
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More than 20 countries spanning five continents
have now created personal accounts to either augnment or
repl ace their public pension systens, as sone have all uded
to here. Personal accounts have been created in Australia,
Switzerland, and the UK. They have al so been inplenmented in
Chile, Mexico, Argentina, and Pol and.

Nunmer ous other countries are also now in the
process of creating personal accounts including both Russia
and China. Even Sweden, a nation that traditionally has a
| arge anount of publicly provided welfare, has also recently
i npl emrent ed personal accounts. Experience in the United
States --

CHAl RVAN MOYNI HAN: M ght | interject just to say
that the Swedi sh experience has not been a very happy one,
has it not?

They began by offering individuals 565 options,
and not including the default option, and even Swedes got
confused. This is not a risk-free enterprise. AmI| wong
about that, Kent?

MR. SMETTERS: No, you are right. It just
enphasi zes the i nportance of the default option in all of
t his.

MR, BLAHOUS: The standard option.

CHAl RMAN MOYNI HAN:  Cal | ed the orange option, but

there are 565 choi ces.
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MR. SMETTERS: Yes, there is quite a few. It is

growi ng every day.

CHAI RVAN MOYNI HAN:  And just too many.

MR. BLAHOUS: Experience in the United States, M.
Chairman, with 401(k) plans and investnent retirenent
accounts has given the U S. financial providers a trenmendous
anount of experience in adm nistering personal accounts.

But by any neasure the United States, a country whose
approach to social security was copied throughout the world
in the 20th Century, is now behind in ternms of noderni zing
our systemfor the 21st Century.

Both the international experience and the
subgr oups own exam nations have provided two val uabl e
| essons. First, personal accounts can indeed be
adm nistered in a cost effective fashion. But, second, as
you just indicated, M. Chairman, the design details are
very inportant.

The UK system for exanple, has been criticized
for high cost and accounts earning, and the governnent there
has had to re-reformthis systemin order to solve these
probl ens. Moreover, many of the basic design choices
involve difficult val ue-based deci si ons.

For exanple, how to divide assets in the occasion
of divorce. And these cannot be settled by econom sts and

actuaries alone, wth apol ogies to our actuaries at the
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table. Instead, these issues -- and our econom sts around
the room yes.

| nstead, these issues have to be discussed and
debat ed thoughtfully in a public setting, as we are about to
do. And this fact notivates today's discussion on the
adm ni strative aspects of personal accounts.

Before | turn the m crophone over the Kent, | want
to say a few words about these general principles that have
undergirded the adm ni strative subgroups investigations thus
far:

(1) Admnistrative fees nust be reasonable. Any
fees nust be in proportion to the services that are provided
to the owners of personal accounts.

(2) Real assets, as much as possible, are the
foundation of retirenent security, and personal accounts
nmust be designed with this retirement security in mnd, and
a nunber of comm ssioners today have tal ked about what are
t he conponents of real retirenment security.

(3) Wdows and wi dowers, too, often fail to live
in financial security during retirement. Personal account
ownership nust help with providing protection, additional
protection to survivors.

(4) Divorce too often spells the begi nning of
financial insecurity for spouses with a limted work

hi story. Personal account ownership nust help provide
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former spouses better protection relative to the existing
soci al security system

(5) People with bel ow average |ife expectancies
are being forced too nuch to contribute during their working
years exclusively to a retirenment system from which they
will receive few benefits upon retirenent.

CHAI RVAN MOYNI HAN: Now, sir, you are not speaking
of individuals, but of social group beings?

MR, BLAHOUS: Indeed, M. Chairman. |f you have a
denographic group for a classification where individuals are
less likely to live well into their retirenent years, the
unfortunate fact for many of these people is that they spend
a good portion of their lives putting taxes into the system
and neither they nor their heirs receive nuch out of it due
to their shorter lifetines.

CHAl RVAN MOYNI HAN:  Due to sinply an actuaria
reality for this group, as against a destiny for an
i ndi vi dual ?

MR. BLAHOUS: You are correct. That's right.

(6) The fact that, at nost, only half of U S.
househol ds currently own a neani ngful |evel of financial
assets i s unacceptable. A systemwth personal accounts
nmust be constructed in a manner to help all Americans to
materially share in the dream of financial security upon

retirenent.
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(7) Financial education and information nust be
provided to Arericans in order to encourage themto save the
resources that they need to retire in dignity. Personal
accounts nust, therefore, be inplenented with this education
in mnd.
(8) Protection nust also be provided to those who

are unable or unwilling to nmake investnent choices by

i npl enenting a set of reasonable -- and it says here in ny
text, "default choices.” | will correct that for the
record.

CHAI RVAN MOYNI HAN:  Can we agree the "x" choice?

MR. BLAHOUS: For the nonent, the "x" choice.

(9) Every personal account owner is entitled to
have his or her contributions credited to his or her account
inatinely and accurate fashion, but w thout inposing |arge
conpliance costs on large or small enpl oyers.

(10) The governnent nust be diligent in ensuring
t hat any personal account systemis operating efficiently
and fairly.

And, M. Chairman, as you indicated in your
openi ng remar ks, we have al ready done, as the previous
adm ni stration has already done, substantial work to ensure
that these objectives are net. And with your perm ssion, we
will allow Kent Snetters to review a bit of the work that

was conducted under the dinton Adm nistration.
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CHAl RVAN MOYNI HAN: Pl ease do. |Is that agreeable
to the comm ssion? W are right on schedule. Kent
Smetters.

MR. SMETTERS: Thank you, M. Chairman. 1In the
fall of 1997, the dinton Adm nistration began to anal yze
proposals to create a system of individual retirenent
accounts, either as part of social security, or outside of
it. By early 1998, working groups were fornmed within
Treasury and ot her departnents to study issues related to
such proposal s.

A primary issue is how a feasible system of
accounts could be adm nistered, and what woul d be the
associ ated costs. As a result, work was done to estimate
the range of adm nistrative costs associated with various
adm ni strative structures. Additional work was done to
assess the feasibility and cost of using the IRS to process
i ndi vi dual account dat a.

In May and June of 1998, Treasury staff undert ook
a study of the potential adm nistrative costs associ ated
w t h governnent - based, enpl oyer-based, and indivi dual - based
and individual retirenment systens. A governnent-based
system was assuned to centralize the collection record
keepi ng and indivi dual managenent functions of the system
wi thin the governnent provider or a contractor simlar to

the Thrift Savings Plans for federal enployees.
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And enpl oyer - based system was assunmed to require
an enployer role in collecting contributions and managi ng
investnments simlar to a 401(k); and an individual based
system was assuned to be decentralized in the sense that
i ndi vidual s could choose from many conpeting account
providers simlar to an | RA

The costs were extrapol ated using existing data
and typical costs of TSP, 401(k), and |IRA accounts adjusted
for any relevant indifference such as the costs of
nondi scrimnation testing from401(k) fees. By m d-1998,
vari ous proposals from outside adm nistration had suggest ed
using the IRS to collect information on workers i ndividual
account contributions and investnent choices as part of
their annual filings.

In June, July, and August of 1998, the Treasury
staff policy had nultiple neetings and conversations with
the RS staff regarding the feasibility and cost of using
the IRS to collect individual account paper worKk.

The feasible and cost study was very detail ed
requiring assunptions such as the nunber of forns filed on
paper versus electronically, and the marquis structure
required to enter taxpayers nane, social security nunber,
routi ng, and account nunbers.

Let me nove on. In January of 1999, as part of

t he devel opnent of the Adm nistration's budget, the
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devel opment of the Universal Savings Accounts began. The
USA proposal was released in April of 1999, and did not

i nclude details regarding account adm ni stration. And,
nonet hel ess, Treasury staff had done a consi derabl e anmount
of work on the USA account adm nistration.

In Cctober of 1999, Treasury's new USA cost
estimates were generally in the range of about $13 to $15
per account per year. |In the late 1999, early 2000, as was
alluded to earlier, as part of the Adm nistration's budget
proposal s, the USA proposal was nodified to a new proposal
for individual accounts that becanme known as Retirenent
Savi ngs Accounts.

During the spring of 2000, Treasury published a
request for information asking any interested vendor to
submt qualifications for a conpetitive bid to design and
operate an online database simlar a systemto adm ni ster
RSAs.

I n Septenber of 2001, the President's Conmi ssion
to Strengthen Social Security, requested information rel ated
to admnistrative costs of a personal account systemwthin
soci al security.

In response, Treasury staff utilized their
adm nistrative cost nodel for a |large individual account
system based on the information | earned fromprior contacts

wth State Street Bank industry consultant now call ed
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Accenture, as well as Treasury's own work on the USA and RSA
proposals. The cost estinmates provided by Treasury suggest
a range bel ow $13 per account.

So, the work that we are doing today for the
comm ssion is really in a continuumof a |long history of
wor k that has been done from previous adm ni strations, and
we have constantly nodified the process, but enhance it to
make it always nore accurate. But it is part of a |ong
hi story and conti nuum

CHAI RVAN MOYNI HAN:  Wel |, thank you very nmuch, M.
Snetters. And you have put together for the conmm ssion a
series of questions. And | think we all have these in front
of us, do we not? Well, | have the questions, if you have
t he answers.

MR . You have the questions, we have
t he answers.

CHAI RVAN MOYNI HAN:  Where is it? Wiy don't |
| ook? bviously, there are people on the adm nistrative
group who have views on this. So, | will read the question,
t hen the people involved, or anybody el se involved wll nmake
their question.

(1) Wthout necessarily deciding the exact
adm ni strative structure today, which key features of the
centralized, m xed, or decentralized structures do you

believe are the nost inportant in any system or personal
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account s?

And we have -- Beard and Frenzel seemto be of the
sane view, then Pozen, then Janmes, and Cogan, naybe
M tchell.

MR. FRENZEL: Thank you, M. Chairnman.

CHAl RVAN MOYNI HAN:  Sir.

MR. FRENZEL: Thank you, M. Chairman. On our
group, we had a nunber of discussions on this question. And
because of the cunbersone nature of how we nust deal with
t he question, we of course had no votes. VWhile we tried to
share information with one another, sonetinmes in the whol e
group, sonetines one-on-one, it appeared that probably nore
menbers favored what we will cone to call the centralized
version rather than the other suggestion, or even the
hybri d.

And the reasons nost often stressed by those who
spoke in favor of the centralized systemwas that we had a
very good nodel which was highly successful and was praised
by participants and groups alike, and that was in the thrift
pl an of the federal governnent.

It seened to work. The players liked it, et
cetera. And if we are tal king about overcom ng political
hurdles in the future, why chall enge success? Here is one
that not only the participants |like, but the Congress |ikes

as wel | .
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| tem nunber two, by those who seemto favor it,
was the cost is obviously less, and | will yield to Treasury
or anybody el se on that score later if they have sonme good
figures.

But, again, going back to the thrift plan and
| ooki ng at what they allege their costs are, the significant
nunber of basis points could be achieved by the centralized
pl an rather than a nore individualized or decentralized
pl an.

Finally, we did discuss other countries
experience. Sorry, not quite finally. W did discuss other
countries' experience, and we noted problens in at |east the
countries that were di scussed. Chairman Myni han has
al ready suggested that sone of the Swedi sh probl em

We know that the problemin the UK about allow ng
nmoney managers to solicit people on the streets resulted in
sone extensive situations which | think is wise to avoid.
And it does seemto ne that wherever we | ook, our own thrift
pl an gave us a better nodel than those we found overseas.

| think nmenbers al so considered that there is a
certain |lack of sophistication on the part of probably a
nunber of these participants and potential investors at
| east. And even the nost sophisticated of us would not know
how t o approach the 500, and then later 700 Swedi sh choi ces

t hat we had.
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And | ooking a little further at the British one,
we noted there was a bit of rapacity, you m ght say, on the
part of the noney nmanagers, who were anxious to get the
busi ness at whatever cost, --- the people who favored
central systens favored it very strongly.

And when it was suggested that, well, naybe you
need a tier two down the line, in which you should offer
nmore choices to people said, "Okay. But let's not slay that
dragon today." Let's let that happen. If that devel opnent
is to occur, we can express this in our opinion that that
woul d be desirable.

But not to stage it, and say that it has to occur
after year 10, or when your assets get to be "x" dollars,
rather to say, "Let's see what devel ops and the board w |
certainly be able to make recomendati ons, and so will other
observers."

So, M. Chairman, that expresses the point of view
of the people who thought that systemwas the best. But it
is by no neans the decision of the admnistrative, nor may |
say that there was any vote taken? And it is finally fair
to say that there were other opinions expressed, and | would
| eave that for others to nake at this point.

CHAl RMAN MOYNI HAN: Good. Thank you. So, others?

MR. BEARD: Bill stated the issue very well. And

one of the objectives we all agreed to is here is an

Audio Associates
301-577-5882



59

opportunity for all Americans to build well. So, we are al
very sensitive to the issue of admnistrative costs.

Because as adm nistrative costs go up, your wealth

accunmul ation is not. So, there is a whol e discussion about
how to open up weal th accumul ati on and conme up with plans to
keep adm nistrative costs | ow

On the issue of choice, on the federal Thrift
Savi ngs Plan, as we heard when they testified, it is a
conpetitive process, and Barkley's International has won.

So, it is one provider for the country.

And | think that nost of our comm ssioners just in
t he di scussion we have heard rather |like the idea of having
sonme choi ce; and having nore than one provider so that, in
effect, if you define here are the kinds of |limted and
di verse types of portfolios and systens |ike the federal
Thrift Savings Plans, if nore than one vendor wants to offer
those limted choices they may, and then you get nore than
one provider.

So, that is what | will comment. And Bill's
comments were excellent.

MR, PQZEN. Well, | would just like to express
agreenent on certain points, but then just raise a few
guestions. | think I would agree that the collection of the
noney t hrough the government system nakes a | ot of sense.

al so think that starting off with a thrift plan with a
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limted nunber of choices, |ow cost alternatives, nakes a
| ot of sense.

| guess | would just like there to be an expressed
recognition. And maybe this is not very different than what
Bill Frenzel said, that down the road, once we have had
experience wwth a thrift plan, and once we understand the
range of choices that people are interested in, that we at
| east ask the Board that adm nisters the systemto try to
develop a tier two in which you would still have the
coll ection through the governnent, but that maybe peopl e who
had accounts of a certain size would then be allowed to go
into a tier two.

| think we would also ask that the tier two not
just have every possible investnent |ike the Swedi sh system

But, again, that the tier two be limted to sone concept of
diversified -- a limted nunber of diversified pools with
sone orange options provided al so.

CHAl RVAN MOYNI HAN:  Bi | I .

MR. FRENZEL: Can you sort of describe the range
of options in the discussion that you had that m ght be in
the initial plan?

MR. POQZEN. Well, | think in the initial plan, the
thrift plan has five options. It has a diversified U S
stock fund; it has a diversified U S. stock fund; it has a

diversified international fund; it has a bond fund; it has a
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nmoney market fund; and it has a diversified small-cap fund,
so that it has that sort of diversified group of --

CHAI RVAN MOYNI HAN: It began, | believe, with
t hr ee.

MR. POZEN. Wth three, and then it added two.

MR, FRENZEL: W are tal king about adding a couple
of bal anced funds.

MR. PQZEN. And then, | think we were tal king
about addi ng a couple of balanced funds for people who
want ed what | would call a one fund solution. They did not
want to have to allocate between funds. They just said,
"Well, I would like either a noderate or a nore grow hy
bal anced funds, so a nore growhy."

One type of bal anced funds m ght be 60 percent
equity, and 40 percent; and another m ght be 40 percent
equity, and 60 percent bonds, so to give thema choice for
two one fund sol utions.

Most of these, as in the thrift plan, | would
expect to be index funds. But | think we go to a tier two
that we could contenplate a simlar range of diversified
goals with sone simlar orange options, and but perhaps
all ow sone active managenent and a little variety in terns
of approaches.

And | would agree that it would probably take

several years to get this plan off, you know, develop with

Audio Associates
301-577-5882



62

all of the systens issues, et cetera, and then we will know
a lot nore after a fewyears. | would not, as Bill Frenzel,
| would not put a specific tinme date on it, but I would Iike
to see a general guidance to this Board to try to develop a
tier two at some point down the road with these constraints.

CHAl RMVAN MOYNI HAN:  Estel |l e.

DR. JAMES: |, basically, agree wth Bob's point
of view, and | would just like to quickly summarize how
get to that point. It seens to ne that because we are so
concerned about keeping admnistrative costs |Iow, and al so
keeping risks low for workers who are just beginning to
| earn how i nvestnent works, | think a Thrift Savings Pl an
type nodel is very advantageous for us to start wth.

In this kind of nodel, it has two features that
enable us to keep costs and risks low First of all, only a
[imted nunber of options are chosen. These are very
broadly diversified investnment options. They are indexed
i nvest ment options.

As you know, that is the | owest cost way to go.
And the provider, the asset manager, is chosen in a
conpetitive bidding process, and all of these lead to very
| ow adm ni strative costs per account, and also rel atively
| ow ri sk because of diversification. So, | think that is
the way we shoul d get started.

Now, this kind of system also potentially poses
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sone dangers because it is a quite centralized concentrated
system The danger that | nentioned in ny opening remarks
about political manipulation, | think could reappear there
over time; also, the dangers that Sam Beard nentioned of
monopol y, power, concentration of control over a |arge
anount of assets appears, as we know, in the Thrift Savings
Pl an.

One provider nmanages the portfolios, and | think
it would be desirable ultimately to have nore conpetition
fromthe outside to obviate the dangers, both of politica
mani pul ati on and nonopoly power. So that's why | support

t he devel opnent of eventually a second tier.

This will take tine. | don't think we have to
spell out the details. | think that is something the Board
will do in the course of tine, as Bill Frenzel said, as we

| earn how t he system works.

But | think one thing is very inportant that tier
two shoul d al so consist of very diversified portfolios,
again, for risk reasons, and portfolios that are not too
different fromwhat is in tier one, obviously, not
i denti cal

There woul d be no point in having identical
portfolios, but not too different, because the nore
differentiation you allow, the greater the danger that costs

will escalate, that marketing will lead to this outcone.
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So, | think that is sonmething we have to grapple
w th, what we nmean by sufficient diversification, and not
too different. And | do not even have an answer to that at
that point. | think the board of experts that works in the
next five years will have hopefully cone up with answers.

CHAl RVAN MOYNI HAN:  wWel |, fair enough. It is a
good thing to know what we do not know. divia.

DR. M TCHELL: Thank you. | find nyself in
agreenent with a nunber of the points that have been nmade.
| guess | would like to enphasize the points of disagreenent
just to get the discussion open a little bit.

| guess | find a severe conflict of interest
problemwi th the notion that the board of a centralized
government nonopoly like the thrift saving plan, as it would
be anmended, there is a conflict between the notion of that
sort of single unitary noney manager, and the notion that it
m ght at some future date decide to vote for its own dem se,
or allow conpetition into its fold.

| think that it would be a reasonabl e proposition
to say that sone sort of starter plan would involve a TSP
sort of a nodel. But you have to build in fromthe
begi nning the role of privately managed funds, because if
not it will never happen. It wll never conme to pass.

| also want to offer some caveats regarding the

function of the thrift saving plan. W know, for exanple,
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that the thrift saving plan has, only recently with great
energy and pressure behind it, noved to nore investnent
options. And it is slowly noving to a nore ninble

i nvestnment portfolio and allow ng nore choices and nore
novenent of funds.

But, you know, you could argue that its offerings
are still fairly limted. And, in fact, | would not have
gone the direction they went in ternms of adding small-cap
and international, when they do not even have an inflation
i ndex bond fund which it seens to ne is fundanental for the
range of offerings about to be in a personal account plan.

We al so have, of course, a history of social
targeting of investnents in governnment run accounts. Now,
the folks in TSP wll say they have been fairly successful
in resisting that pressure, but we have a |ong history of
state nuni ci pal pension plans that have not resisted that
pressure. The Navy pension plan, other kinds of pension
pl ans have not resisted that pressure. So, | think we have
to be extrenely careful

My final point is that there are private, |ow cost
providers. | ama nmenber of the TIAA-CREF pension plan.
They are one of the cheapest in the business and give great
service. Vanguard is another one. There are other
conpani es out there that do this very well. | think we

really need to think carefully about nore of a hybrid plan.
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CHAl RVAN MOYNI HAN:  Wel |, | am going to suggest

that we do not quite have agreenent here. W are getting
close. | nean, | have not heard anything that is just

i nconpati ble. Can we hope that the adm nistrative group
m ght present a decision that we wll reach?

| hope we do not have to vote, but that we wll
agree to after discussion at our next neeting. Yes, sir.

MR. FRENZEL: M. Chairman, | think that is the
way the people on our subgroup expected it to go, that our
staff would pick on the comments that were nade today, and
recei ve other coments from nenbers who nmay have them | ater
and give us a wite up fromwhich we can | ater nake our
sel ection.

CHAI RVAN MOYNI HAN:  Present a consensus Vi ew.

MR. FRENZEL: However it works out, | think that
is the right way to proceed. Oherw se, then we would talk
about each one of these 11 questions all day.

CHAl RMAN MOYNI HAN: OF course. |s that agreeable?

VR. : That's fine.

CHAI RVAN MOYNI HAN:  Sure, all right. But there
are nore questions cone, and we are on schedul e, and you
will get lunch -- maybe.

The subgroup is investigating the benefits and
costs, the different possible nethods of collecting

contributions, collecting contributions. An early analysis
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suggests that a 15-nonth reconciliation delay in the current
systemwould lead to only a very small reduction in
retirenment bal ances in a personal account system relative
to something called real time reconciliation

How do you feel about these matters? There are
trade offs. But, obviously, put sinply, fromthe nonent a
deduction is taken froma payroll, to the nonment that that
anount of noney is invested in a stock or a bond that
produces revenue, there is an interval called bookkeeping.
It is a lot quicker than previously. Do people have a short
answer to this subject? Well, Fidel.

MR. VARGAS: Again, as Comm ssioner Frenzel
al l uded to, we have done sone work on all of these
guestions, and by no neans is our work conclusive. And I
t hi nk what we are doing here today is sharing it with the
comm ssion as a whole. But on this issue | think there are
three principles that | look at, that | think are critical.

The first you nentioned which was to mnim ze the
time lag between the tinme that, you know, soneone's check is
debited, and the tine that their accounts are credited, or
maybe the other way around. And apol ogies to ny accounting
pr of essor at busi ness school. But, and so we want to
m nimze that.

And, secondly, and | think just as inportant, we

want to mnimze any unreasonabl e burdens that we may pl ace
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on enpl oyers, because while | would favor real tine
reconciliation that the mechanics of it are quite
conplicated. And so, we want to nmake sure, especially on
smal | busi nesses, that we do not place any unreasonabl e
burdens on them

And, finally, to maxim ze the sinplicity and to
facilitate inplenmentation, | think we all want to see
personal accounts established, the sooner the better, and I
think those are the three principles. So, while real tine
reconciliation is desirable, it is not | believe currently
feasible, at least not in light of the principle that |
out | i ned above.

So, | think, therefore, | believe that it makes
sense to utilize a current reconciliation process. However,
| also believe that we need to explore real tine
reconciliation, the technology required to nake it feasible.

And, perhaps, as we are tal king about the tier two
program we could |look into the inplenentation of a pilot
project that could establish a test to see what the process
woul d work. But, in the neantine, | think it nmakes sense
for sinplicity, and also for inplenentation sake, to go with
the current reconciliation.

CHAl RVAN MOYNI HAN:  But you are not quite ready to
tell us, thisis --

MR, VARGAS: No, but | think that that's kind of a
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-- fromour work, I think that's a general overview  And,
obvi ously, there are other views. And | amsure that the
fol ks that were not participating in our panel would have
other views as well, but that seens to have been a
consensus, not a consensus, but a general view that we
shared, and we wanted to put forward.

CHAI RVAN MOYNI HAN:  Good, good. Jerry.

MR. PARSKY: | just wanted to get a clarification
of what the -- of this 15 nonth issue. |Is that 15 nonths
after the funds would actually get into an account? O 1is
it 15 nonths fromthe time you make the choice?

Let's just say you made the choice January 1. You
contribute January 1, '01. Correct ne if I'mincorrect, but
it is 15 nonths fromthe tine the contribution is not
al ready nmade by the individual until it is actually credited
in the accounts and considered to be invested in the
appropriate choi ce.

DR. M TCHELL: No, because the enpl oyee who makes
a contribution out of his paycheck, 1/1/01, the enployer
m ght not actually deliver that dollar to the social
security systemuntil the follow ng year when the taxes are
sent in. So, it mght 15 nonths or 16 nonths. Fromthat
point, it could be another 15 nonths till the
reconciliation.

MR. SMETTERS: No, no, no.
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DR. M TCHELL: No?

DR. JAMES: It is like the year 2000, the
reconciliation of nost, it would take place by Septenber
2001. And in comng up wwth a 15 nonths period, we are
assum ng the noney has cone in throughout the year 2000.

DR. M TCHELL: | amjust asking the very sinple
guestion to the extent, if you put in a dollar January 1st,
that is, you are contributing that, how long does it take to
get to the market? Wiat is the |ongest possible tine it
coul d take?

MR. SMETTERS: If it was literally January 1st,
then it would be like 18 nonths. The 15th is kind of taking
the average. In other words, you are exactly right. During
the year of 2001, all of the enployers were doing is sending
in noney. But they are not sending enough information to
actually --

CHAI RVAN MOYNI HAN:  They do not give nanes.

MR. SMETTERS: They do not give nanes, right, and
that conmes at the end of the year. That would cone at the
end of the year. And it will take another additional five
or six months for everything to be reconciled to go to the
personal account, but once it is in the account it is there.

MR. PQZEN. Could I answer Jerry? | think it is
not necessary that the investnment choice be made at the tine

of contri bution.
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MR. PARSKY: Right.

MR. PQZEN. Wi ch nay be responsive to your
guestion. For instance, if we have a system-- and | think
all of us would like to see a faster reconciliation.

MR. PARSKY: Right, that is ny point.

MR. PQZEN:. | think everyone would. But let's
assunme that it takes till Septenber of the year after til
we actually have all of the nanes, we have the
reconciliation, we could provide the investnent choice
season to be over the sumer so that people would -- if
bet ween January 1st of this year, and Septenber of next
year, it would be, say, in a noney narket deposit account,
or in sonething like that.

And then, in the sumrer of next year, we could
t hen provi de people the chance to nake the choice. W would
not want themto nmake the investnent choice 15 nonths or 18
months, | don't think, before they actually -- the noney
goes in, because by that time lots of things can happen in
t he market.

But | think that your question points up the great
difficulty that the subgroup has had wth the fact that we
would all like to see a nuch faster reconciliation. Fromny
personal experience in the private sector, | do not think we
want daily contributions, or perhaps even nonthly

contributions, but it would be nice.
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It would be, and | think, a good goal to try to
get to quarterly contributions, or at |east every six nonths
so that we could start to get the systemto work faster

MR. PARSKY: | think really at the heart of what I
was driving at was really two things. One, At what point
does a person who nmade the choice earn noney on his noney?
At what point does that happen?

MR. PQZEN. | think they start to earn noney in
the day it is deposited, but they are earning noney probably
in sone sort of noney market rate until it is fully
reconcil ed, and then invested.

MR. PARSKY: That is helpful. | nean, at first, |
t hought, well, it was only upon reconciliation that you
woul d really get the benefit of the system And | think
that if we could avoid that, that would be very hel pful

DR. JAMES: Yes, you get part of the benefit
before then; that is, you get the noney market, right, but
you do not get the full benefit of a balanced portfolio.

MR. PARSKY: Right, | understand that. And the
second aspect of it is there is a reference here to, in
order to shorten this period, there may be higher costs. |
think it would be hel pful to know what that really neans.
You know, what incremental costs would result in shortening
t he peri od?

MR. PQZEN. Well, ny understanding is, and Kent
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may want to address this, that this is part of a nore
general project that the Treasury has undertaken to try to
shorten the reconciliation time. So, | amnot sure what
their tinme frane is, or what their objective is here. But |
think part of this should not be allocated just to this
system | nean, | think it is a good idea for the Treasury
to shorten that tinme as a general matter.

MR. FRENZEL: | think part of the problemis that
it is hard to accelerate the contributions, particularly,
for small enployers who are a little bit upset about the
gover nment bookkeeping they have to do as it is.

CHAI RVAN MOYNI HAN:  Coul d | just reinforce what
Bill has just said, just the coments you pick up? Small
enpl oyers are anxi ous about this program They needn't be
if we attend to their concerns. But if we act like
everybody is CGeneral Mtors, they are not, few are, and
soci al security has handled that well, Gaen, and it can be
done.

MR. PQZEN. | think over tinme one of the other
things to realize is we are tal king about the yearly flow
Over tinme, if you are in the systemfor 20 years, then nost
of the nmonies will be in the store, will be in the fund, and
won't be in the flow

If you think of it as a one year start up problem

then it |ooks very difficult. But after awhile, you have
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this big amount of noney in the fund, and then you have this
one year -- then the noney that cones in the flow cones in
relatively slowly. W give you this noney narket deposit
account. It would be nice to do it faster, but it is the
only -- it would be then one year against the 20 year buil d.

CHAI RVAN MOYNI HAN:  Good point. Good poi nt.

John.

DR. COGAN: Let ne thank the subcommttee for the
wor k they have done. This really helps nme in ny thinking
about how we want to approach this issue.

Bob, you nentioned that during this interregnum
where the individuals contribute the noney to the
governnent, but there has not been a reconciliation, the
i ndi vi dual woul d receive a noney market return.

My question is: Wat does the government do with
t he noney during that 15- or 18-nonth period? Have we, as
the subcomm ttee, tal ked about what the governnent woul d do
wi th that noney?

MR. BLAHOUS: Dr. Cogan, this is actually sort of
a corollary decision point that is related to the one that
is before you right now Certainly, there are different
options before us. W could, as has been suggested here,
assunme that the noney is invested in sone type of noney
mar ket fund and earning that rate of return.

An alternative idea would be to have it assuned to
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be invested in the portfolio allocation that the individual
had in the past; and that you would assune, at |east during
that tenporary period, that it had not changed. So, it
woul d be sort of a bit of a delay, as it were, in any new

i nvestnment allocations that they were choosing to be

i npl ement ed.

But, again, that is sonmething that is subject to
your deliberation and decision. But, certainly, however you
woul d determ ne that woul d determ ne the answer to your
guesti on.

DR. COGAN: R ght. M general concern is, of
course, we do not want to end up, because of the
adm ni strative concern, having the governnent invest the
noney.

MR, PQZEN. | think it would be possible. | think
that it is a good point, John. And | think that it would be
possible to hire a private nmanager to do that during the
interim | think the question that we have been struggling
with is whether there was sonme way to reasonably have an
estimate that we could get the noney to work faster.

It is not just the question of whether the
i ndi vidual, you know, had changed an anmount that would do it
the same. The problemis in nmany cases we do not know who
the noney -- which individual it is attributed to. Then, if

t he person changes jobs in the mddle of the year, it is
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nmore conpl i cat ed.

| think all of us would like to see the noney
invested faster, and if we could make a reasonabl e estimate,
do it. But | think your point is well taken to say that, in
any event, we ought to bid out that sort of short-term noney
manager just like we bid out the index fund for equity.

CHAI RVAN MOYNI HAN:  John, do you want to foll ow
up?

DR. COGAN:  Yes.

CHAI RVAN MOYNI HAN:  And t hen we have Tom Savi ng.

DR. COGAN. The second question: |If we go through
t he governnent, that is, the governnent is the collector,
then we have this reconciliation problem If an enpl oyer
has a pension fund or a 401(k) plan that satisfies the
requi renents that people would want to i npose diversified
plan, let's say on the investnents, one way to achieve a
real tinme reconciliationis to sinply not send the noney to
the Treasury; but if the enployer and the enpl oyees agree to
send the noney directly to the private fund manager, and
never have it go through the mddle man and incur the 15
nont h del ay.

Now, the question is: When the subcomm ttee took
up this question of collection, like did you all consider
that, and you are kind of |eaning against it, and naybe you

could sort help nme understand why it was rejected.
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CHAI RVAN MOYNI HAN: Wl |, we want to nove on
But, Estelle, do you want to respond to John, because Tom
Savi ng had --

DR. JAMES: | think we had two concerns about that
ki nd of approach. One concern is the conpliance problem
It is how woul d you be sure that, in fact, all of the
enpl oyers sent the noney in, and/or did not make private
deals with the workers to avoid this paynent? So, that is
one problem

Anot her problem again, is the cost that this
would inply for small enployers, or the difference of access
that it mght inply for large versus small enployers. It
woul d be relatively easy for a larger enployer to do this.
It would be nmuch nore difficult, nore onerous, for snal
enpl oyers to do this.

It would add to their paper work, to their costs.
And we thought that, for that reason, the sinplest thing
was to sinply have themtreat it as part of the payrol
taxes they submt now, and the system could then divide that
part off. So that was the rationale.

CHAI RMVAN MOYNI HAN:  Tom

DR SAVING | think, as | listen to this, not
havi ng been part of this, the adm nistrative group doing
this, soneone may get the inpression that this is a whole

new set of things that the Treasury is going to have to do,
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when actually they already do all of this.

| mean, this is exactly what they do. They do
collect this noney. They get it. They do not reconcile it.

But what do they do with it? WeIlIl, what actually happens
toit is, of course, if revenues are comng in faster than
expenditures, as they roll over parts of the debt which they
are doing every week, they roll over less of it.

And that neans they are actually earning the rate
of return on that, of the nean duration of the debt they are
rolling over. And so, that is what is actually happening.
That is the rate of return they are getting.

And if that is the rate of return you gave
individuals, this is already in place, and they are already
doing it, and the only real costs is that this other
portfolio mght be earning slightly nore than this so-called
safe portfolio, which would be the nean duration of
roll overs during that year.

So, this is not some new, on top of everything
el se we are doing cost. It is already there, and it is just
a matter of when you get it. And | think that while it is
inportant that it would be nice to have it faster, it is not
a giant issue, and we are not introducing a new cost --

CHAI RMVAN MOYNI HAN: It is a nanagenent issue.

DR. SAVING Yes. And at the current point it is

free, because we are already doing it.
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CHAI RVAN MOYNI HAN:  And Gaven will agree with ne, |

think you all will, that our social security systemis a
mracle. | mean, 45 mllion people get a check on the sane
day of the nonth all over this country. Huh?

M5. KING Well, they used to get it on the sanme
day. The mracle, Senator, is really the 63,000 people who
put their shoulder to the wheel every day and nake the
systemwork. That is incredible.

CHAI RVAN MOYNI HAN:  Yes, | think Aivia, and then
Jerry, you wap up

DR. M TCHELL: | just had a question, or a comment
to follow up on Fidel's point. | have done a fair anount of
work in Mexico with its privatized nodel, and it is not one
that we are going to foll ow because it has certain other
issues. But | just wanted to make a point on this
managenent questi on.

In Mexico, the noney, by law, nust be in the
mar ket seven busi ness days after it is deposited. And if
Mexico can do it, surely, we, one of the nost financially
sophi sticated, riches countries in the world, can do this.
How did it happen?

Soci al security there designed a software program
a database, and then social security folks go out and hel p
the smal|l enployers put their data into the database and

make sure the noney gets in effectively. It is beneficial
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because the record keeping is centralized. It is submtted
el ectronically. The enployers have help putting it
t oget her.

And the other piece of it that is very benefici al
is that the supervisory agency which in Mexico is called
---, has daily reports comng in fromthe enployer. So,

t hey know the noney is getting in. It is getting in
efficiently, and howit is being nmanaged.

So it helps fromthe point of view, not just of
t he investnent side, but the supervision and nonitoring
side. But | think we really ought to think further about
maki ng sone stronger recomendati ons on nmaki ng managenent
nore streanline.

CHAI RVAN MOYNI HAN:  Down the line. A final remark

on this question fromyou, sir.

MR. PARSKY: | think work along the lines that
divia suggested would be proper. | think the main point,
at least that | was trying to raise, | think Tom responded

to, and that is | think we need to give people the confort
that neither the governnent is going to take the funds and
invest it somewhere el se before reconciliation, and that
they will be earning their sane rate of return that Tom
described fromthe nonent they make their choice.
Reconciliation can cone later, as long as they are going to

earn that return.
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CHAI RVAN MOYNI HAN:  Fair enough, fair enough
Now, anot her question, which again | think wll have to be
resol ved, but it does not seemto nme that our m ssion
necessarily has to do. W, obviously, have to point to it
which is: What would be the range of investnents, of
portfolios?

You have the TSP whi ch began with three and now
expands, and sone suggested that it is expanding in ways
that are a little curious. Do you have the TIAA that nust
have zillions of options? Fidelity is known for the
inpenetrability of this managenent and extraordinary results
that it gets accordingly.

MR. PQZEN. Thank you

CHAl RVAN MOYNI HAN:  But do we want to be specific
on this, or say |let experience be the guide of the Board
that woul d eventual ly be responsi bl e?

MR. FRENZEL: |In the subgroup when this was
di scussed, we | ooked to Bob Pozen for guidance because of
hi s experience. You know, | do not know how rmuch tinme you
want to spend on this because we have already discussed it a
l[ittle bit. But | think he really can tell you what we
tal ked about. Mst of us said, "OCh, yeah, whatever you say,
Bob. That's really nifty."

MR. PARSKY: W all started that way. It's okay.

MR FRENZEL: But, as | recall, Bob, it was sort
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of the thrift plan business of passively managed funds. And
then with the addition of a couple of bal anced funds, and
the X fund bei ng perhaps several funds age rated, but you
describe it.

MR. PQZEN. No, | think you did a good job.
think the thrift plan for this type of systemis
appropriate. | do not think it is appropriate to have 200
choices. | think the thrift plan is a good start. | think
Aivia' s point of having an inflation index bond fund is
good, if we still inflation index bond, which is itself an
I ssue.

And | do think having two bal anced funds or
lifestyle funds would give us the appropriate range to start
with. | think that that would be about right. W are
trying not to overwhel m people, but to give them sone degree
of choice. This is well tested with a thrift plan.

The only thing we are really suggesting is that
there be through these two bal anced funds or sonething |ike
that, one fund solution, so that for people who say, "I want
alittle stock. | want a little bond, but I am not sure how
to do it, and we just give thema one fund solution.™

CHAl RVAN MOYNI HAN:  Sure. Can we then hope for a
proposal fromthe subgroup when we next neet?

MR POZEN.  Yes.

CHAI RVAN MOYNI HAN: | think you are so close to
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this, and it is so plain. Then there is the question of, in
terms of the range of services, a personal account system

m ght offer, there are questions of, should allocations be
made once, every 12 nonths, once a year?

Sone, | think, nmutual funds let you do it weekly
if you --

MR. PQOZEN. Daily.

CHAI RVAN MOYNI HAN:  Daily, if you have a m nd, but
they charge you for it. And that's a fair exchange. And if
you do not do it daily --

MR. PQZEN. And we discourage it, too.

CHAI RVAN MOYNI HAN:  Ch, you discourage it. | see.

What do we think on this? |Is this a subject do we have a
view, or need a view? Fidel.

MR. VARGAS. And this goes back to, in sone ways,
ties into the point of reconciliation. Because, at this
point, now we are saying, "Well, at how many points during a
year are people going to be allowed to change their
al l ocation?" And you very well, Senator, outlined the range
of possibilities.

And | think, again, | nean the fundanental point
here is this is a social security personal retirenent
savi ngs account. This is not a 401(k). This is not a day
tradi ng account. And while we would | ove for people to be

able to have as nuch choice as possible, the constraints
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that we are dealing wth, you know, keeping adm nistrative
costs | ow.

And also, really, essentially is what we are
saying is we are counting on |ong-termconsistent returns
fromthe market, you know, along with the idea that if you
invest in the stock market over the long-term and you are a
| ong-term player, and you are not banki ng on nmaki ng qui ck,
you know, returns over a week, or a day, or anything |like
that, that over the long-termthat this wll work out.

So, | think that, you know, there was a range of

di scussion. But | think the conservative approach or the

safest -- | do not want to call it the safest, but the
approach I think we -- the views kind of coal esced around
was to limt the anount of -- the ability for people to be

able to make their asset allocations.

So, limt it to a one tine per year, or over a
period, say, the sumer, as Bob suggested, and do it once a
year, so that they can, you know, have the ability to change
their allocations.

And the other point is that if people want to
after they have begun, as Comm ssi oner Johnson has pointed,
they begin to see their growmh in their accounts. And ny
believe, as well, is they are going to open up 401(k)'s, and
they are going to open up, you know, accounts online.

And, at that level, they wwll be able to nake
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their choices, and do it as many tines as they would |ike.
But | think that is where the discussion at this point --

CHAI RVAN MOYNI HAN:  That i1s where you are headi ng?

MR VARGAS:. Yes.

CHAI RMVAN MOYNI HAN:  Gaen.

M5. KING M. Chairman, | would agree with Fidel.

| think that the biggest point of disagreenment would very

i ke be that people say, "Cee, | can only change once in a
12-nmonth period.” But | think he very nicely laid out the
reasons for that.

If we are intent on keeping adm nistrative costs
|l ow, we also need to point out that that hel ps peopl e,
because that gives thema higher return on their investnent
by not having to pay out their noney in admnistrative fees.

So, | think this is about right. And | certainly
woul d think that this m ght be sonething that the Board when
they are review ng how the whole systemis working after a
period of time mght look at. And if technology allows it
Wi thout any increase in admnistrative costs, there may be
sonme recomendations for change. But | think this is about
right this tinme.

CHAI RVAN MOYNI HAN:  Well, it sounds to ne |ike we
are comng along very well here, and we are going to hear
fromyou in two weeks. Now, | amgoing to make a suggestion

whi ch you can agree with or not. W are doing very well on
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this matter of adm nistration

Wuld you like to just stay with it, go to a brief
I unch, and then cone back and we are on to the big -- not
that these things are not essential, but the big question
and the nost difficult question which involves soci al
security as well, is the achieving a fiscally sustainable
system Wuld that be all right?

MR. FRENZEL: |If you feed us lunch, we wll follow
you anywher e.

CHAI RVAN MOYNIHAN:  If | promse to feed you
lunch? This is a sustainabl e discussion.

Now, we get to a question of genuine soci al
consequence quite apart, | think, fromthe prudence and
efficiency of a managenent system And that expression of
what do we do wth a husband and wi fe arrangenents where
divorce is so w despread?

Not as quite as wi despread | think as people -- as
the averages will m sl ead you, because about two-thirds of
marriages are quite permanent, and another third are very
serial nonogany, | think is the word.

MR. PARSKY: You are digging deeper, M. Chairman,
keep goi ng.

CHAI RVAN MOYNI HAN:  But this is a subject we have
not resolved. And | think Gven would, | would respectfully

say, we haven't already resolved in social security, which
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begins in another era, and you have a | ook of someone who
has been there, your remark just now.

We ought to come out with sonething inportant and
equitable which will | think be new. Now, who wants to
resolve this? Sam

MR BEARD: | will get it started. On the
adm ni strative task force we have tal ked about this. And we
start fromthe viewpoint that in whatever we do, one of the
things that we should do is look at the rights of wonen in
protecting wonmen in what would be a new nodern system

And although it is not an adm nistrative question,
one of the things we have tal ked about is within social
security is keeping sone kind of base paynent, because on
the issue of poverty nost of the instances of remaining
poverty and old age are w dows and wonen.

So, though it is not an admnistrative issue, we
start with a view that discussing a need for a base paynent.

When you continue on the issues of wonen, one of the things
that comes up in discussions around the country is, if you
go to a partial systemw th accounts, is it a disadvantage
for wonen when they | eave the work force during child
rearing years whether it be short or |ong?

And just one of the things that we have di scussed
in that regard is when wonen | eave the work force during

child rearing on a voluntary basis the famly shoul d
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certainly have the right to keep the paynents going into the
account. Because where the woman | eaves the child for the
work force during child rearing, she is going to retire.

CHAI RVAN MOYNI HAN:  And you are savi ng.

MR. BEARD: And you are saving, and you do not
want to be penalized for child rearing years, so that is an
opti on.

Now, on the issue of divorce, there has been good
di scussi on about pretty nmuch during the marri age years,
there are two options: One is, when you get married, you
pay equal anmounts of noney into the two accounts. Let's say
the wife is earning nore than the man. Equal paynents enter
t he account throughout the whole period of the marriage.

Then, in case of divorce, during the marriage the
accounts have grown equally and there is a fairness. The
other option is the accounts during marriage grow, and then
if the marriage ends up in divorce, do a conmunity property
kind of settlenent at that tine.

So, those are the kinds of issues that we have.
And starts with if we go to a partially funded system what
do we do to protect the rights of wonen?

CHAl RMAN MOYNI HAN:  Can we | ook for a proposa
fromyou all in three weeks tine? OCh, yes, Estelle.

DR. JAMES: You know, we discussed these options

at considerable I ength. Again, we have not take a vote, and
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do not have -- | think that many people in the group feel
that the nost equitable thing would be to say, the assets
that were contributed during marriage, and the investnent

i ncone that was earning during marriage should, as a default
position, should be divided equally between the spouses in

t he case of divorce.

So, that would be what people could expect to
happen. That is consistent wwth the community property
idea, in addition to those accounts during nmarriage woul d be
split equally in the event of divorce.

Now, | think there was also sone feeling that if
the parties chose to agree otherwi se, as part of the overal
di vorce settlenent, they should have the right to do that.
But that would be the presunption, the starting point, that
were accunul ated during the marriage would be split equally.

CHAI RVAN MOYNI HAN:  Good. Well, | think we are
very close to agreenent here, and just get it out and put it
on paper. Fidel, that is your job.

The next question is one that Bob Johnson raised
earlier which is: Should there be pre-retirenent access to
t hese resources? And can you classify the circunstances in
whi ch that woul d take place?

This is a very serious matter. Well, I wll just
put it to you this way. | am glad nobody ever |et ne touch

my TI AA-CREF, and but there you are.
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And | think it seened to be the consensus of the group that

-- and | agree with it, that social security is
fundanentally a retirenment account; and that we, in this
country, because of a culture of not saving, the governnent
basically mandates savings for in the best interest of

ever ybody concer ned.

And there is a part of nme that concurs with that,
and there is a part of ne that says it smacks a little bit
of, to be sonewhat paternalistic. But | guess there is a
ti me when paternalismmkes sense, and this may be that
case.

However, | think once you nove into private

accounts, you are sending to the citizenry a nessage that

says, "W want you to have nore control over your retirenent

funds. And, therefore, we want to give you options to
invest it in the market, and various types of instrunents
that will allow you to naximze a return. And that w |l
gi ve you greater security and greater benefit when you
retire. And it wll also provide sustainability to an
entire retirenent social security system”

That is what we are telling them and we propose

to educate themon that process. Wen we do that, | think

we are inplying to the citizenry that this private accounts

fund can be used for you in other ways as well,
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particularly, if there happens to be a catastrophic
disability, or sone other problemthat would allow you to
reach intoit. And | believe that, like wth your 401(k)
and your | RAs, where under certain conditions of disability,
you can reach into those accounts.

And | think we should allow that for the private
account part of the social security system so that if you
have a situation, for exanple, where you have a famly of
kids and their nmom put themthrough college, and they now
have jobs, and they are working, and they are young peopl e,
and they are building up this private account, and their nom
is now sick. She is suffering from sonething, and they want
to provide a nurse for her.

It is expensive, and they happen to have in their
account a certain amount of funds that they can draw on for
that. | think that would be an appropriate way to do it; or
a catastrophic illness where a father's daughter was
suffering fromneeding a kidney transplant, going into that
account could be a way of addressing that problem

| do not think we would see this abused on a
whol esal e basis if people understand, and if we educate
them as we say we will do, that this for your retirenent.
And so, people are not going to use it on, you know,
frivolous trips to the doctor or dentist.

So | believe that, particularly, with African
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Anerican famlies that are likely to face disability early
on, that having access to this would sinply be a way that
they coul d exercise their own judgenent in when to use it,
and at the sane tine provide themw th sone sense of contro
over their own financial well-being.

CHAI RVAN MOYNI HAN:  Right. Could | just make the
point? | amsure you agree, that we are not | think
primarily involved here in personal account in a retirenent
system W are tal king about a system of wealth
accunmul ation that is in a state that is passed on, that if
is known people die at 55.

Well, if you die at 55, with such an account, it
is your noney. \Wereas, social security, no, and that is
what the -- | said what | have to say. Estelle.

DR. JAMES: Yes, | would just like to respond to
the point that Bob raised. | nean, the problens, the kinds
of situations he nentioned are really difficult situations,
and | think they have to be addressed.

But | think they have to be addressed, not by a
retirement security system but by other parts of the social
safety net that is by our disability system by our nedical
I nsurance system

And | think we are tal king about a retirenent
system here, a system of savings for a retirenent account,

for retirement purposes which will, in part, replace the
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benefits that people have now fromthe defined benefit
account. And ny concern is that once you open the door to
ot her uses of these funds, however, you know, well-nmeaning,
there is the danger that people will w thdraw the funds
early, will find real needs for the funds.

Because many peopl e have real needs for that
nmoney, that's true, but the problemis the noney won't be
there |l ater on when they retire. And they may be fortunate
enough to live 10, or 20, or 30, or 40 years after
retirement. That is what | amplanning to do. And if that
noney is not there --

CO- CHAI RVAN PARSONS: Wi ch one, Estelle?

DR. JAMES: Oh, 50, 50, I did not get to that.
have good genes. But, you know, if | had taken my noney in
my social security account out earlier, | mght be in
trouble in that 40th or 50th year. And the problemis this
poses a problemfor the individual, for the individual's
famly, and for society, because we do not want to be left
with a |lot of poor old people who have used up their
retirement accounts earlier before they even retired.

And that is why | would really favor being really
hol ding the Iine and saying, "These personal accounts --

CHAI RMVAN MOYNI HAN:  Fi del, and then John

MR. VARGAS: No, as a nmenber of the adm nistrative

subgroup, you know, | struggle with this as well, only
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because -- | think and Bob nade such a strong and passionate
case with this that in principle it would seemthat this is
your noney, you can do what you want with it.

On the other hand, you know, the other side of ne
i s thinking about, you know, what we are trying to do here,
and, as you said, Senator, in terns of establishing, you
know, wealth over the long-term And there is no easy
answer. However, we are going to have to recommend
sonet hi ng.

And | think this is an issue where we, on the
admnistrative commnttee, were going to do sone nore work,
and we are going to try to you know cone back with a
recomendati on that nmakes sense. And so, but again, you
know, it is crystal clear, and it nakes sense in principle.

What we are struggling with, on the other hand, is
what are we trying to acconplish? Because | know in ny
case, in ny comunity, simlar to Bob, and the African
Anmerican community, there are fol ks whose |ife expectancies
are not as long. They need the noney. And so, we are
struggling with that, but we will be back to the whole group
with that. Thank you.

CHAI RMVAN MOYNIHAN: Do it. Do it. Bill.

MR, FRENZEL: As far as what Fidel says, | hope we
can work sonmething out. But | did want to question

sonet hi ng that Chai rman Moyni han sai d about the persona
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account versus the retirenent account.

We are tal king about laying this system whatever
it is, across our federal retirement system the social
security systemwhere either sone of these funds are
supposed to take the place of sone on social security, or
augnent it.

W won't know that till we see what kind of a plan
we have got, but this is a retirenent program And if you
start to devote it to education or health or other projects,
you are going to dimnish the effect, and you are going to
cause our critics to be nore nervous about whether those
retirement benefits are going to be there.

Secondly, the governnent is the insurer of |ast
resort in this program and we are going to get these people
one way or another. Either we will be called upon to beef
up social security; we will have greater denmands for SSI; we
w || have sonewhere else in the system

So, | think we need to be careful that if private
accounts cannot carry every burden. And if we want to nake
them work, we have got to have sonething sinple that
everybody understands w thout too many options, and we
cannot | et too many people get in there however worthy their
desires. Thank you, M. Chairnman.

CHAI RVAN MOYNI HAN: A fair point, and we | ook

forward to your final proposal. | have one |ast question.
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And the others, there are sonme others, but they easily are
handl ed in the sane node we have here, and by canvassing if
need be. But there is this question about the choices
avai |l abl e for taking account distributions during
retirenent.

Now, here is where Bill and I may just be having a
| anguage problem W envision a savings systemthat
provi des a nmeasure of individually controlled wealth at an
age which we also equate with retirenent, but it needn't be
retirement. |Is anybody here going to stop working at 657

So, we will have to ask ourselves, do you get this
money at a fixed age regardl ess of what your enpl oynent
status is? And then, can you choose to have it annuitized,
which neans it will have di sappeared at the end of -- you
know, as long as you live? But it does not pass on as
property. Do you have a series of choices?

Sonebody answer that question quickly please. As
soon as the question is answered, we can have | unch.

MR. JOHNSON: Let ne answer that one if | can. |If
| was anbival ent about the other one, I amfirmon this one.

CHAI RVAN MOYNI HAN: I f you were anbivalent, | want
to see firm

MR, JOHNSON. This one clearly goes to the point
of the reason why President Bush tal ked about this as wealth

accumnul ation that could be passed on to your famly as an
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estate.

And here, if you go through the system you work
to the full age of 65, whatever the retirenent age wll be
at the tinme we get around to approving this, you have
accunulating -- we will take Vice President Gore's, you
know, argunent through conpound interest, you get a nice
nest egg of $400, 000.

And, again, using what Senator Myni han said that
you are not going to retire. You are going to do sonething
el se. So, you have got $400, 000, and you want to -- you and
your wife want to open a bed and breakfast. [t cost you
$200, 000.

What's wong with you taking $200, 000 of your
money? You have retired. You are entitled to it. You
could leave it to your kids or whatever, and go out and
continue and have a nice retired life running a nice bed and
br eakfast and/or buying a boat, whatever you want to do with
it, it is your noney.

And | firmy believe that if we tell people it is
t heir noney, but the governnment says you cannot have it
until you either die over tinme, or until we decide that you
can annuitize it, and then you know roll the dice that you
are going to live so long as you have got it, or it is
really not your noney.

| understand the retirenment point, and |
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understand there is a way to sort of allocate a portion for
retirement. But after you sort of reach the threshold,
whet her you neans test how nuch you shoul d have, or sone
other way, the rest of the private accounts fund should be
absol utely available for anyone to use to put it in the

mar ket at a higher yield than they have been having it

bef ore or whatever.

And | think fundanentally to not do this would
really be making this something of a charade, and we would
not be serving our goal of creating wealth, and weal th that
can remain as an estate or an asset to the famly after
retirenent.

So, we need to look at this one real hard and see
if we can conme up with sonething that gives a great deal of
flexibility to people who have conplied wwth all of the
requi renents of the system but now want access to their own
noney.

CHAI RVAN MOYNI HAN:  There you are, sir. | do not
think -- Gaen.

M5. KING | concur.

CHAI RVAN MOYNI HAN:  There isn't nmuch to add, isn't
t here?

M5. KING | think lunmp sumdistribution ought to
be option, absolutely.

CHAI RVAN MOYNI HAN:  There just isn't nmuch to add.
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Mario, and then divia, and Estelle. Mario.

MR, RODRI GUEZ: | concur with you, too, Bob, and
Gaen.  But ny question | have for nmaybe Steve, if everybody
at 65, they retire at 65 years of age, decided to pull out
all of their noney, what would that do to the systemon the
private account?

MR GOSS: Well, | guess | amhappy to be able to
report that we can't really say because that woul d depend
upon what your other subgroup does, in terns of the nature
of the system and how it interacts with the individual
account. There are a |lot of possibilities here.

If it turns out that the other group recommends a
pl an as sone have in Congress where the solvency of soci al
security depends strictly-speaking on what is available in
accounts over tinme, with sone kind of a nmechani smfor
reduci ng benefits in a very direct sense, this could have
negative inplications.

It could have positive inplications if at the tine
when peopl e take the noney out there is sone kind of a
per manent reduction in benefits. So, as | understand it,
you have a long way to go in the other subgroup to work this
out. And | think in about a nonth we will probably be able
to answer that question.

CHAI RVAN MOYNI HAN:  Thank you, sir. You have been

here all norning. And, thank you, Mario, for turning to the
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authority on these nmatters.

DR. M TCHELL: | would just like to in our next
nmeeting ask Jeff Brown to talk a little bit about the role
of annuities in retirenment, because it seens that he has
done a great deal of research, sonme of it with ne. That is
t he best stuff, of course.

But what seens to be the case is that, first of
all, annuity markets can work very well; that annuities are
very valuable; that inflation index annuities are very
val uable. And we al so know that annuities do not have to
exhaust the whole sum

There are ways to design alternative products.
You would still have a bequest. So, | would like to ask
that Jeff conme back wwth a little bit of a discussion on the
role of annuities and the payout.

CHAI RVAN MOYNI HAN:  Fair enough. Fair enough
Estelle, right quick.

DR. JAMES: Yes, | would like to revert to a
comment that | nmade before about making sure that old people
stay out of poverty. And | think we all share that
objective. So, | do think in whatever we ultinmately decide
about the distribution, we have to bear that objective in
m nd.

Now, mnmy concern is that, again, depending on what

eventual |y cones out of the C sco subgroup, there is the
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possibility that if you allow people to use up their entire
i ndi vi dual account as soon as they reached the age of 65,
sone of themwould be left in poverty. The bed and
breakfast may fail.

We know t hat many smal| busi nesses succeed, but
many of themfail. So, it is not a sure thing. And | would
want to make sure in our distribution rules that we say that
enough noney has to stay in the individual accounts so that
between the DB, the defined benefit, and whatever annuitized
i ncome or gradual wthdrawal income you mi ght get out of the
i ndi vi dual accounts, it should be enough to keep you out of
poverty.

Now, to be sure that it is enough to keep you out
of poverty throughout your life, that really nmeans that at
age 65 it has to be nore than the poverty line for two
reasons: First of all, you may not purchase a price indexed
poverty annuity. And, therefore, as prices go up, you wll
need sone additional noney nore than you did initially to
mai ntai n that sane poverty line real value. And, second of
all, it is possible that the poverty line would go up in
real ternms if you lived 20, 30 years.

So, therefore, | think | would like to see us
adopt sone threshold which could be 120 percent or
150 percent of the poverty line. And we require that enough

nmoney be kept in the individual account so that the

Audio Associates
301-577-5882



102

annui ti zed val ue of that account plus the DB at | east gets
you to that threshold. Now, once you are over that
threshold, | agree that people should have greater

di scretion.

CHAl RVAN MOYNI HAN: | think we may have conme up a
difference of viewthat is clearly nore than manageri al .

MR. PARSKY: Also, M. Chairman, | think that we
ought to also wait and see how the fiscal group is com ng
out, because there are sone issues that intertwne with the
i ssue of poverty.

CHAI RVAN MOYNI HAN:  Exactly. And can | say | was
around when we started the war on poverty? And we deci ded
to figure out, you know, what's poor. And a wonderful gal
in the Census Bureau canme up with the idea that it is three
tinmes the city worker's famly food budget which Labor
Departnent used to calculate. Wll, if you did that today,
nobody woul d be poor. That is a pretty arbitrary nunber,

t 00.

Johnson, you are in charge. Wth that, have a
good day. Lunch tinme. | will connect you all, and we w |
be here. Can we just say we will be back here in 45
m nut es?

(Wher eupon, the neeting was recessed for lunch at

12:50 p.m)
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AETERNOON SESSLON
(1:50 p.m)
i ACHIEVINGA EISCALLY SUSTAINABI F SOCIAL SECURITY SYSTEM
Senator Richard Parsons, Chair
CHAI RVAN PARSONS: COkay. | realize we are mssing
sone of our distinguished nenbers of the press and public,
but we are going to push off. And what we are going to do
this afternoon, in the interest of having this full and
conprehensi ve di scussion at this neeting of all of the
issues, is we are going to --
MVR. : M. Chairman, nmay we have order?
CHAI RVAN PARSONS: | know, please. W are going
to, sort of picking up fromthis norning, acknow edge that
there were a nunber of issues, questions that were being
agitated on by our adm nistrative subcommttee, sone of
whi ch you heard di scussed this norning, which we will go
back to that subcommttee for further thought and
reflection; and yet another discussion when they cone to
sonme consensus that they want to present to the whole
comm ssion for its deliberation and action at our next
meet i ng.
And there were several questions which we had
intended to get into before the adm nistrative subcommittee
that we thought, in the interest of tine, we would sinply

wait for that second turn of discussion around those
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adm ni strative issues and nove into a discussion of the
fiscal soundness issue, which seens to be a matter of sone
interest to the now absent press. | guess they are
upstairs.

And so, | amgoing to chair the second half of
this. Senator Myni han, having chaired the open session is
now, having set a fine exanple, turned it over to ne. And
let me say a few words about in the fiscal sustainability
i ssue.

As | think everybody knows, we had organi zed
ourselves into two subgroups to take a first | ook at sone of
t hese i ssues, and then cone back to the full conmm ssion with
sonme thinking that we could then debate, discuss, and
hopeful | y make sonme concl usi ons ar ound.

The fiscal subcomm ttee has been | ooking at the
i ssue of the soundness of the social security system over
the long haul. And they are going to share with you, and
with all of us, actually, the state of their thinking at
this point and tine.

But just to frame it for you a little bit, |
t hought I would start by making reference back to what the
charge of this full comm ssion was fromthe president, and
the limtations which the president put on us. Because |
think that is what has guided us heretofore, to this point

and tinme, and that is what is guide us going forward in
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terms of ultimately devel opi ng and concl uding a fi nal
report.

The m ssion of the conm ssion, as set forth in the
executive order, was to submt to the president bipartisan
recomendati ons to noderni ze and restore fiscal soundness to
the social security system

Now, that is the broad m ssion. Wat the
presi dent then did was set up six, what he called
principles, that should guide our deliberations in respect
to that broad m ssion

e The first was that nodernization, which he
asked us to think about, nust not change social security
benefits for retirees or near retirees. You heard that
earlier this norning, that we are not in the business to
change the benefits of anybody who is currently a recipient
of social security, or who is close to retirenent.

e The second principle was that social security
payrol |l taxes nust not be increased.

e The third principle was the entire soci al
security surplus nust be dedicated to social security only.

e The fourth principle was the governnent nust
not invest social security funds in the market. That is to
say, the governnent nust not do it directly.

e Fifth, that nodernization nust preserve soci al

security's disability and survivor conponents.

Audio Associates
301-577-5882



106

* Sixth was that nodernization nust include
individually controlled voluntary personal accounts which
woul d augnent the social security safety net.

So, those were the guideposts that the president
set up for us in ternms of comng back to himwith a set of
recomendat i ons desi gned to enhance the soundness of the
overall system

Now, this conm ssion has spent the | ast several
nmont hs goi ng across the Iength and breadth of this country
hearing froma host of interested experts and commentators
on exactly how we should fulfill that charge.

And one of the things | think it is fair to say,
that the subcommttee on fiscal sustainability has
determined is that there is within that broad nmandate in
those six principles, there is probably nore than one way to
achi eve what the president has asked us to achi eve.

The difference is between these so-called
different alternatives, or approaches, or sone people use
the termoptions. | do not particularly care for that term
mysel f, because |I think they shortchanged it, but there are
| ots of ways that you can fix the system

Not all of themfall within the six guidelines
that the president gave us, but nore than one of them do.
However, each of those ways involve different policy

inplications, ramfications, and tradeoffs.
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And so, as we have thought about this, we feel
that our job has cone forward to the president, and to the
policy making body, that is to say, the Congress, with a
series of recommendations, or a set of recommendations that
each of which raises a different set of policy inplications
or issues, but any of which wll enhance the fiscal
soundness of the systemif adopted.

The reason we are doing it that way is because we
are not the elected policy makers. W are here to find ways
that within various policy tradeoffs the objectives the
presi dent set out for us can be achieved. So, just to give
you an exanple, | nean, one easy way, very easy way, that we
coul d cone back and recommend that we restore the systemto
fiscal soundness is you would say sinply raise payroll tax.

Now, that falls outside of the guidelines we were
given by the president. It is, noreover, | think those of
you who have attended these hearings would know, not a | ong-
termsolution. Because, as a nunber of people in the work
force who are supporting the nunber of people out of the
work force shrinks in relation to the latter, at the end of
the day, that is not a systemthat can sustain itself.

Al ternatively, at the other end of the spectrum
you could sinply say never raise taxes, sinply reduce
benefits. But even that systemafter a fashion, politically

i npal atable to nost, also would fall off its own weight.
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Because if you extrapolate it out into time, eventually
benefits would have to be reduced to close to zero, well
bel ow t he poverty line, well below what the system was set
up to acconplish in ternms of lifting Americans out of
poverty, Anericans, elderly Anmericans.

So, what we have done is we have tried to work
with it well within those two ends of the spectrum and cone
up with a set of approaches that | ean, sonme nore heavily
towards finding ways to nodify the growmh in benefits going
forward, others which change sone of the criteria that
relate to the anmount of revenues that cone into the system
but all of which are consistent with the six objectives that
the president gave us, and that will |ead at the end of the
day to a sounder, nore sustainable, nore assured soci al
security system

And | amgoing to ask two of ny coll eagues to sort
of speak to that a little bit nore, and then have staff.
VWat we tried to was develop a set of criteria by which any
pl an, or approach, or alternative that we conme forward with
at the end of the day by way of recommendati on woul d have to
measure up against, so that we would know wi th confi dence
t hat what ever conmes out of this comm ssion by way of
recommendation will be four square within the objectives set
forth, and m ssion set forth by the president, and

consistent wwth the charge that it be responsible, it be
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sustainable, and it be sort of fiscally alive.

So, John, do you want to say a word, and then
AQivia, and then we will have our staff wal k us through?

DR. COGAN: Thank you, M. Chairman. What | would
like to do is just tell alittle story about that
underscores the inportance of achieving a fiscally sound
system and then turn it over to Aivia to |lead the staff
presentation of the criteria.

My story is about President Franklin Roosevelt,
and the devel opnent of the original social security plan.
Presi dent Roosevelt in 1934, put together a conm ssion that
was headed by Edwin Wtty, was the executive director, a
prof essor from Wsconsin, to develop the social security
pl an.

After six nmonths of deliberation, the commttee
reports its plan to the president. The president in
reviewi ng the plan found, |Io and behold, that the plan
proposed | arge deficits for social security, permanent
deficits in the future. The programwould be a permanent
drain under the commttee's proposal on the federal
treasury.

The president at first thought there nust be sone
m stake. No plan of his would inpose a permanent drain on
the federal treasury. Professor Wtty informed him of

course, that there was no m stake, and this was in fact the
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commttee's plan.

The president, thereupon, ordered the commttee to
go back to the drawi ng boards and conme up with a plan that
was sel f-financing. The commttee did so, and a few nonths
| ater presented that plan with the president's approval, for
the United States Congress.

Ever since then, for decades, the guardians of the
commttee's finances on the Ways and Means Committee, and on
t he Senate Finance Conmttee, have tried to ensure that the
programremains fiscally sound. Unfortunately, in the | ast
coupl e of decades, it has becone unsound.

The president's charge to us, | view as very
consistent with President Roosevelt's charge to his Soci al
Security Comm ssion. Develop a plan or set of plans,
recommendations that will restore social security's fisca
soundness, is the way the president put it to us. And | am
sure that is the way President Roosevelt neant it to his
comm ttee.

The subgroup that | have been part of has spent
the last three nonths devel opi ng approaches for dealing with
the fiscal soundness, and Aivia will take you through a
general description of what we have been trying to do, and
then we will turn it over to the staff to talk about sone
speci fics.

DR. M TCHELL: Thank you. Let nme just say by way
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of getting the discussion going, | think it is very
inportant to take note that this is the first tinme that a
personal accounts proposal has been really seriously
di scussed at the federal |evel.

O her conmm ssions have nmade comments to that
effect. The Advisory Council has tal ked about this, but
what is very inportant in this debate and the di scussion we
are having today is that this is the first tine at the
federal |evel that we are tal king about really adding
sonething inportant to the social security system

In the process of putting together a plan with a
personal account in it, our broader mssion is one really of
financial strengthening and fiscal sustainability for social
security. Now, | have to enphasis at the beginning that our
m ssion is an education mssion. |In fact, as Senator
Moyni han has rem nded nme, our mssion is education not
| egi sl ation.

And so, that is very pertinent to where we are
goi ng next. Because where we are going next is we are going
to be tal king about how to attain fiscal sustainability, not
necessarily with one plan worked down to the m nuet details.

But we are going to be trying to tal k about sensible
courses of action, which may or may not achieve all of the
different fiscal sustainability criteria that we are going

to tal k about.
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But, in order to get to the point of being able to
lay out a small nunber of courses of action, we really have
to give | think the president and Congress sone clear
options regarding what the tradeoffs are. So, to show what
the tradeoffs are, we have made sone progress. W have had
a nunber of discussions about what the objectives should be
agai nst which all plans should be conpared.

And so, really, this is the framework for fisca
sustainability that we are offering today. Qur courses of
action will not reflect our ability to attain all of the
goals and all of the standards. As other people have said,
if it were easy, if we could do everything sinply, cheaply,
and i medi ately, other people would have done so before
this.

But our goal is to offer alternatives, and to tel
you where the tradeoffs are. W have a set of fisca
sustainability objectives. | think we have a poster on
this, if you would be kind enough to put it up. And I am
just going to run through these very briefly, and then ask
the staff to help us in summarizing our discussions around
t hese points.

| would say that Chuck Bl ahous and Jeff Brown have
done the work of yeonmen, along wth Steve Goss, in hel ping
us organi ze our thoughts, and particularly in summari zi ng

the key points. So, let nme just run through these very
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qui ckly, and then I will turn to Chuck to lead the
di scussion going into a little bit nore depth.

The criteria, the objectives that we have deci ded
are nost inportant are listed up here at six. The first is
that any systemwhich is noving toward fiscal sustainability
must have positive annual systemcash flows with an
eval uation period. These are technical terns, and we w ||
get sone elucidation in a nonent.

We al so think that inprovenent in system sol vency
is the direction we need to go. Many of us have argued that
we need to reduce the rate of growth in systemcosts as a
fraction of GDP. You cannot have the system grow ng
unbounded forever.

We need to think seriously and clearly about
i nproving the 75 year actuarial balance. And, further, do
not stop there. Do not stop at 75 years, but have things
| ook good beyond the 75 year wi ndow so that we are not back
in the red the nonent the wi ndow noves forward a year.

And then, finally, we need to think very, very
careful ly about how to reduce systemliabilities already
accrued. So, let me with that general introduction ask
Chuck to go into nore detail. Thank you

MR. BLAHOUS: Thank you. M. Chairman, actually,
| would Iike to ask Andrew, first, if you could put up the

cost and income rate chart as well, because we have them

Audio Associates
301-577-5882



114
both to refer to.

As John and divia have pointed out, there are a
nunber of measures of fiscal sustainability that the fisca
subgroup feels need to be | ooked at when eval uating reform
proposals. And one thing that is very instructive, first of
all, is to see what an unsustai nabl e system | ooks |ike.

And if you want to see an unsustai nabl e system
you can | ook at that picture up there, and see our current
social security system And under current |aw, we would
experi ence cash surpluses every year until 2016, and then
t he cost and incone |ines would cross, and there woul d be
per petual and w dening deficits after that point, increasing
w t hout bound, and without limt in perpetuity.

This clearly is an unsustainable situation. It is
not tenable for a systens --

VR. : Are you planning to stand there
and hold that?

MR. BLAHOUS: It is clearly unsustainable over the
| ong haul for the program s annual obligations, and the
revenue comng into the programto be pulling apart as
distantly as they woul d under the current system The
fiscal subgroup has nade it very clear that it is guided by
certain values and principles as it |ooks at fiscal
sustainability.

For one thing, they believe that any plan that
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nmoves towards fiscal sustainability in a sense is
strengthening the social security system because the
benefits that are prom sed fromthe system are thereby nore
secure.

| am having great difficulty keeping track of this
chart. divia, are you going to hold that up?

CHAI RVAN PARSONS: | think the objective is to
place it so that nobody --

DR. M TCHELL: Carry on, Chuck

MR. BLAHOUS:. Yes, okay. Does anybody understand

And, as the comm ssion | ooks at various approaches
towards attaining fiscal sustainability, it is inportant to
remenber that perhaps not every approach will enjoy equal
success. Sone m ght address one form of fiscal
sustainability nore than another, and that is one reason why
it is inportant to |l ook at nore than one neasure.

Just to go in sonme depth through the criteria and
measures that Aivia outlined. The first of themis just
that a fiscally sustainable systemhas to, at sone point,
return to annual positive cash bal ances, at sonme point
during the valuation period.

And what | nean by that is that if you |ook in
this chart, those of you who can now see it in its apparent

pl acenment, there is going to be a period of tine under
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al nost any scenario where the cost rate of the system
exceeds the incone rate. And that is the nature of having a
systemthat relies to sone degree on a trust fund.

At sonme point, the systemgoes into cash deficit,
and the social security programcan turn to the rest of the
federal governnent and say, "Make good on sone of the bonds
and the funds, so that we can continue to make full benefit
paynments."”

But that cannot go on forever, and it cannot go on
without Iimt. And one possible neasure of success in
reform ng the systemis whether those |lines, while they may
cross at sone point, they need to cross back again sone tine
within the 75 year period. And if those two |ines never
cross again, then you clearly have a untenabl e situation,
and an unsust ai nabl e program

Now, while that is an inportant neasure, that is
certainly not the only neasure. It is a snapshot in tine.

It does not give you a sense of whether or not the program
has added the national saving in the past sufficiently to
justify running deficits in the future, and neasures that

| ook across tine, but it is a very inportant neasure
nonet hel ess.

A second neasure which is commonly cited is the
systens period of solvency. Under a current projection, the

system woul d be sol vent through 2038. Now, solvency is a
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very inportant neasure. |t neasures whether the program has
the legal authority to draw upon sufficient revenues to nmake
full benefit paynments, but it also has great limts as a
definition and this chart shows why.

You can mani pul ate the definition of solvency with
sone cl ever accounting on intergovernnental accounting and
transfers of intergovernnent accounts. That does not
necessarily inprove your actual fiscal situation. You
could, in theory, make the program solvent just by issuing
several trillion dollars to the trust fund today and calling
it a day.

So, while it is an inportant measure of the
program s fiscal health, and certainly neasures the prograns
| egal entitlement to enough revenues to pay benefits.

Again, it is not a nmeasure that tells you everything that
you m ght need to know.

The third neasure Aivia alluded to was a
reduction in the rate of growh of |ong-termsystemcosts as
a percent of GDP. The reason that this is inportant is
sinply that what sustains the social security programin the
long run is the American econonmy. And if the programis
grow ng faster than the econony that has to support it, in
my definition it is not going to be a sustainable program

Ri ght now, the programcosts a little over four

percent of the gross donmestic product in order to pay ful
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benefits. Under the current system that would rise to

6%4 6% percent within the valuation period, and that would be
growh that really is 50 percent faster than the rest of the
econony woul d be growi ng during that tine.

At sonme point, we have to get this programto a
poi nt where the econony that has to support the programis
growing at |least as fast as the programitself, or else it
is not on a sustainable path.

The fourth neasure is the 75 year actuari al
bal ance. Now, Chairman Moyni han nmade reference earlier
today to the fact that 75 years is a sonmewhat arbitrary
w ndow of tinme. Nothing is witten in stone suggesting that
75 years, as opposed to 50 or 100 years is the perfect
measure of the program s finance.

It is used somewhat out of custom and tradition,
but it is intended to capture the fact that this is a |ong-
termprogramw th |long-termfinancing needs. And overtine
what has evol ved, as a matter of standard practice, is that
we neasure the present of the systemis cost and its incone
over 75 years and judge the gap between them

It is certainly very inportant for the systems
fiscal health that we reduce the gap over 75 years between
the programi s dedi cated revenues and its cost obligations.
But that, in and of itself, may not answer every question.

DR. M TCHELL: Just a quick factual question. |Is
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it not the case that Congress has asked social security
actuaries to use the 75 year period as one of its criteria?

Isn't that 75 years al so cones from Congress?

MR, GOSS: That has not be, per se, put into the
law. What has been requested in the past in |egislation by
Congress is that there be an assessnment of the -- | believe
it is actuarial status of the program which has by the
trustees been interpreted over the years in various way, but
for along time nowit has been interpreted as a 75 year
w ndow.

DR. M TCHELL: Thank you.

MR, BLAHOUS: The fifth neasure may sound |ike a
subtle one, but it is really very, very inportant. And it
is that the actuarial balance should not be deteriorating at
the end of the valuation period. And the reason this is
inportant is that it is possible in theory to get to a
status of solvency or actuarial balance within 75 years.
But, yet, the programwould not really be on a sustainable
or tenabl e course.

For exanple, if you can nentally nove the |ines
around on that chart in your mnd so that the period of
surpluses in the near termis bigger, and the period of
deficits in the long-termis only over the last half of the
val uation period, you can imagine a chart that |ooks very

much |i ke that one in which the systemis actuarially
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bal anced.

But that really would not be a sustainable or a
tenabl e system Because if you | ook one year |ater, cone
back around and | ook at the program agai n, one year of |arge
surpl uses woul d di sappear fromyour tinme w ndow, and one
year of large deficits would have suddenly appeared within
your Vi sion.

And the difficulty here is that if you cut off
your valuation period at any arbitrary period whether it is
75 years, 30, 10, or 100 years, if the programis in dire
straits at the end of that valuation period, it is not on a
sust ai nabl e path. And there are different ways to neasure
whet her the trust fund balance is deteriorating at the end
of the valuation period.

St eve uses a concept called the "Trust Fund
Ratio," and we can do cal culations to show how t hi ngs | ook
towards the end of the valuation period. But that is very
inportant for all of you. Because if you enact a program
and then one year later it is deened to be insolvent in
Steve's cal cul ati ons next year, that probably woul d not
reflect very well on the work of the conm ssion.

And, finally, a reduction in systemliabilities or
obligations already accrued. This, again, gets to the
probl em of having a tinme limted valuation period. W have

a programthat is not supposed to be tine limted. It is
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supposed to be paying benefits and neeting obligations to
participants for as far as the eye can see, not just through
75 years.

And one of the issues that we face is that if we
are going to nove to a partially funded system then we are
going to have a period of tinme we are bringing sone future
costs into the present. So, even if in a permanent sense we
have not nade worse or made better the long-termfisca
bal ance of the program there are timng issues that are
i ntroduced by noving to a funded system

And so, therefore, other nmeasures of accounting
could create problens of inconpleteness in noving to a
funded system You mi ght actually take an action that would
greatly inprove the systens perpetual ability to pay its
obligations, and yet it mght ook within 75 years as though
you have nmade the system worse because you have started to
nove to a funded system

So, it is alsoreally inportant to | ook at just
the overall liabilities and obligations of the programin a
per petual sense and whether or not they have been reduced or
i ncreased by actions that have been taken | egislatively.

MR. PQZEN. Could | ask you a question on that?
am not an expert on governnment accounting. But in the
private sector we use the concept of a deferred asset where

you know that the asset is comng into play, but it is not
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yet there. It is sort of like if you had accounts
recei vabl e.

And here, if | understand you correctly, what you
are saying is if there is sonme reduction, if people have
commtted to a reduction in the DB portion of their soci al
security in exchange for taking sonething for a personal
account, then we know that they are going to be paid out
| ess fromthe social security system

So, | nmean, isn't it possible for us to sort of
capture that in nmaybe a deferred asset account, or sonething
so that we do not -- it feels like we get caught up in this
crazy accounting that does not nake any sense.

MR. BLAHOUS: Right.

MR. PQZEN. And, | nean, for ne, just |ooking at
sort of nore conventional pension accounting, no one woul d
think of looking at this on a year-to-year basis you know,
so if you have accrued assets, or assets comng into play.
So, | was just wondering whet her we could sonmehow refl ect
that in a deferred asset, or sonething |like that?

MR. BLAHOUS: | think that is exactly the point
and the intent of this last item Because, as you
indicated, if you nove froma systemwhere the sane |evel of
benefits -- or excuse ne -- to a systemwhere the sane | evel
of total benefits is provided in the current system but

less of it is provided fromthe defined benefit portion, and
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nore of it fromthe personal account, it would not nmake nuch
accounting sense to say in sone sense that you made the
systemworse froma fiscal perspective just because you have
changed the nethod of funding.

But it may be that outside the valuation period,
the benefits of noving to the funded system are seen and
i nside the valuation systemperiod they are not visible yet.

So, in order to get a sense of that you have to capture
this progress against unfunded liabilities in exactly the
manner you are suggesti ng.

CHAI RMVAN PARSONS:  Chuck.

DR. COGAN. Steve, are you able to nodify the 75
year actuarial balance to reflect this fact? |Is sonething
that you are able to do within the tools that you have
avai l abl e to you?

MR, GOSS: Are you tal king about the specific
aspect that was nentioned |ast?

| think as we are looking at this wi thout getting
into an awful lot of detail on this, as we are | ooking at
this, I think it is really going to depend upon the exact
nature of the kind of obligation we are tal king about.

My expectation is that this may not be sonet hi ng
that specifically addresses the concept of actuari al
bal ance. But it certainly is sonmething that can speak to

sonme concept of an asset or a future reduction of liability
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that would cone into play.

It wll really depend on the nature of the
particular plans that will be devel oped. And, therefore,
the nature of the obligation. And, again, wthout getting
into a lot of detail, there are sone kinds of plans for
whi ch this approach mght actually literally result in a
change of appearance system assets. |In other cases, it
m ght not result directly in a change in actual system
assets. So, | think we really have to wait until we see
exactly what plans are really devel oped.

DR M TCHELL: Can | just follow up on that? Wen
you think about accounting for personal account assets in a
system that m ght have personal accounts, do those assets
get counted as part of the big picture that you have been
tal ki ng about, Chuck? O are those sonehow not counted at
all interns of the systemgoing forward in the accounting?

MR, BLAHOUS: At the risk of descending into
mnutia a little bit, well, everyone will have to arrest ne
if I gotoo far on this, but there is sone guidance on this
point that we have received fromthe Congressional Budget
Ofice in OVMB, and ot her sources.

And, as Steve indicated, there is sone dependence
on really the type of personal account plan that has been
created. Now, if you look at a pure defined contribution

pl an where the individual owns the entirety of the proceeds
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in that account, and none of it is reclainmed by the
governnment as a neans of funding defined benefit prom ses.

What we are told by CBO, and OvB, and ot her
sources, is that they will treat the investnent in the
account as an outlay fromthe federal government. But then
once the assets are in the account and withdrawal s are nade
fromthe account, or the account appreciates, those would be
treated as a nonbudgetary event as far as the federal
governnment is concerned because they are owned by the
i ndi vi dual and not owned by the governnent.

Now, there are other species of plans out there in
whi ch the governnment is really using the personal account in
a sense to guarantee a defined benefit promse, as it were.

And, in that instance, there is a little nore anbiguity as
to whether or not the personal account therefore should be
treated as still being on the government books, and assets
of the federal governnent, or whether they are really owned
by the individual.

You can nake the argunents either way. Sonme could
argue that since those proceeds are in a sense being used to
fund a defined benefit prom se, they should still be on the
federal | edger.

Now, there is one other aspect of this that |
woul d nention, which is that we did a little research on

this when we were | ooking at various ways to account. And
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it turns out that the federal thrift savings plan trust
fund, even though these are pure defined contribution
accounts and belong wholly to individuals, they are counted
as being in the federal thrift trust fund.

You |l ook in the federal budget, and they will Iist
the trust fund, and they will tell you how many assets are
in this fund, how many assets are in that fund, and how many
assets are in the other. And they all belong to
i ndividuals, but they are counted as being part of the trust
f und.

Oten | think it is assuned in public parlance
that if noney goes into personal accounts that somehow it is
out of the trust fund. That is not necessarily the case.

If you did it like the federal thrift savings plan, they
woul d be in the trust fund.

DR. JAMES: But | suppose in the federal thrift
pl an, although they are in the trust fund, there are
obligations against that. Because, actually, the
i ndi vidual s are owed whatever is in those account.

MR. BLAHOUS: Right. It is a measure of net
assets accunul ated at the tinme that neasure was taken. And,
of course, people are going to be nmaking wi thdrawals from
them |l ater on

But, as you know, Steve, the actuaries office,

they do do projections on net accumul ations in personal
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accounts that do take into account the withdrawals that w |
be made as nore and nore of these individuals are in
retirement. So, it is possible to do projections on the
build up and the draw down of the personal account within a
reformed social security systemas well.

DR. JAMES: Could I just add that it seens to ne
t hat when we tal k about what is in the individual accounts,
nore inportant than the question of howit enters from an
accounting point of view, is the question of what the
econom c inpact is. And | realize that goes beyond what we
are di scussi ng now.

But what we hope is that the build up of funds in
t he individual accounts represents increased saving that can
be used productively and expand that GNP that we are
concerned about that is ultimately going to back everything.

MR. PARSKY: Can | just ask one question? | am
wor ki ng my way through the principles and the fiscal
sustainability objectives. And as | wander through these, |
just want to ask one question first. How does the use of
general revenues fit or not in this conbination of factors
in your mnd?

MR, BLAHOUS: | should preface ny remarks by
saying this subject is not wthout controversy.

MR. PARSKY: Well, | figured at about 2:30, it

woul d be appropriate to start a little controversy, but
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t hat' s okay.

MR. BLAHOUS: Certainly, what general revenues do
IS increase the revenues that are commtted and obligated to
the social security program So, in that sense, they could
be regarded as a revenue increase.

Now, what they do not answer, however, is the
guestion of how that revenue is to be generated. It is an
increase in commtnents, but not necessarily a specification
as to where that noney is going to cone from It has to
conme from sonewhere

Certainly, in a cash starved federal budget it is
a reasonabl e assunption that they would have to conme from
taxes or tax increases, although if there was roomw thin
spending totals, they could be created by cutting spending;
or if the governnment were running an overall surplus at the
time, they could be nade avail able sinply by running a
smal | er surpl us.

But, with respect to the criteria here, | think it
woul d be a subject of sone controversy as to whether or not
general revenue transfers help you with very many of these
criteria. Certainly, they help you with neasures two and
measure four. They would not address neasure 3, nor would
t hey address neasure 1.

MR. PARSKY: Well, | certainly agree with that.

However, in trying to devel op an approach, a conbination of
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personal accounts and what to do, or howto deal with the
fiscal sustainability issue, | think it is inportant that we
identify whether or not general revenues of any nmagnitude
are going to be necessary under any set of circunstances.

And, if so, that may be a priority that this
conmm ssion woul d say absolutely, no matter where you get
themfrom Then, we may say, we would not increase taxes to
generate them That would violate one of the principles.
But we certainly could say the priorities that our political
system ought to put forward should place that at the top of
the |list because social security is a systemthat everyone
has said is a nunber one priority.

CHAI RVAN PARSONS: If | may, Jerry, | think you
are right on the point of why the subgroup thinks we ought
to have a range of approaches. Because, you know, you start
fromthe irrefutable fact that we now have a systemt hat
prom ses to pay out nore than it promses to take in. This
is a problem

So, you can solve that problem growth neasures,
by saying, "Okay. W are going to reduce the |evel of what
we prom sed to pay out to neet the | evel of what we got
com ng in which neans reducing the |level of growth and
benefits going forward." O you could say, "Wll, we have
got to sonmehow take in nore, so we can keep the prom se to

pay out nore."
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Now, inmplicit in that, as Chuck would say, there
are policy tradeoffs. |[If you say we are going to take in
nmore, okay, well, where are you going to get it, and how are
you going to raise it?

And those are issues that our policy makers, our
el ected policy makers should grapple with, because if they
do not have good answers to that, then they may have to say,
"Well, then we are going to have to reduce the |evel of
benefit growth."

But those are the kinds of issues that, taking up
fromwhat AQivia said, we need to be very clear about what
the tradeoffs are. W need to educate the Anmerican public
as to what the current situation is; what the possible
approaches to fixing that situation are; and then we need to
encourage and help our elected officials choose from anong
the alternatives and cone up with a plan which we can hel p
themw th that puts us on a sustainable course going
forward

MR. PARSKY: | think that is absolutely right.

And many, if not nost of those options, or alternatives, or
tradeoffs, | think, wll require the use of general
revenues, many of them if not all of them And | think it
is appropriate to identify that and not be afraid of it,
because it is part of what we have been asked to do.

How they are used? Are they a direct transfer?
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Are they alone? How are they used to work our way to a
system of |ong-term sustainable is an issue that needs to be
i roned out.

CHAIRVAN PARSONS: | think it is fair to say many
of the approaches woul d require general revenue, but not
all, and we will certainly explore both sides of that.

MR. BLAHOUS: One technical bit of information I
woul d throw out in response to Jerry's question is that we
do have a neasure of the present value of the anount of
general revenues that would be required to fill the hole
under current law. And that is about $3.3 trillion over 75
years in present val ue terns.

So, one thing we can certainly do in evaluating
plans is to evaluate how they inpact upon that $3.3 trillion
anmount .

MR. PARSKY: That is exactly nmy point. |If you set
that out, if nothing is done, this is what it wll cost.

MR PQZEN. | thought it was $7 trillion

MR. BLAHOUS: Well, this is the present.

MR POZEN. By 2038, it will be $7 trillion?

MR. BLAHOUS: Right. 1In real dollars starting in
2038, | do not know what the figure becones. But one thing
we have been trying to do in our projections is to smash
everything down to what woul d happen in the present val ue

t oday, 2001, for an easy snapshot | ook.
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MR. PARSKY: Bring it down. Do not smash it down.

MR GOSS: If | mght, Chuck, as usual, is right
on target. Actually, this year's nunber of $3.4 trillion
And | would just suggest that the $3.4 trillion amount is in
fact exactly parallel with the concept of actuarial bal ance.

It is sort of the present value dollar equival ent of the
1. 86 percent of payroll actual deficit.

CHAI RVAN PARSONS: Wbul d just expand on that a
little bit? Because, again, | think froman educati onal
perspective, just so people understand the nature of the
problem And we had such controversy around our interva
report, which | actually thought was pretty clean vanilla.

But woul d you explain to those who care to listen
what that nmeans to be $3.4 trillion, present value dollars,
in deficit?

MR, GOSS: What that neans essentially is if we
| ook over the 75 year horizon, albeit, arbitrary in the
scope, but selected in the 75 year period, and keeping in
m nd that the social security systemas we have it today,
and as it has been constructed by Congress over the decades,
is an essentially pay-as-you-go system

For that reason, its financial status is generally
eval uated by | ooking over this 75 year horizon on the basis
of what kind of asset values are available as counted in the

trust funds today, and then adding to that all of the incone
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that is expected to accrue over the next 75 years by way of
peopl e's contributions through their payroll taxes, and then
taking away fromthat the expected anmount of benefits that
wll be paid out over the 75 year peri od.

And so, we are | ooking at the bal ance of all of
those over the 75 year period and seei nhg where we cone out
at the end, and then expressing that all in present val ue.

Now, expressing it all in present value, what that
really tells us is what is the dollar amount that if we had
it in addition to our current trust fund | evels woul d have
us set for the next 75 years and fully able to pay the
benefits over that period?

And the answer is essentially $3.4 trillion over
and above what we currently have residing in the trust
f unds.

CHAI RVAN PARSONS: Well, let ne just ask. | think
you have succeeded, Jerry, in creating at |east sone matter
of interest.

MR. PARSKY: You asked ne to do that.

CHAI RVAN PARSONS: | did. | did. Does that nean
-- or | aminterpreting that in the follow ng way; that if
we did not change the benefit level, or if we did not change
the anount of in-flows, the | evel of taxes, payroll taxes,
that we would conme up short.

W woul d not be able to pay, in that 75 year
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wi ndow, we would not be able to pay the existing promsed
| evel of benefits by $3.4 trillion in present value dollars,
which is sone | arger anount down the road.

MR. GOSS: Exactly. Keep in mnd, this is over a
75 year period. So it is a lot of years, and a | ot of
peopl e's benefits, but it will be $3.4 trillion.

DR. SAVING | would like to ask you, because
Jerry's question was about general revenue transfers. And
since you are actually counting the trust fund as if it is a
general revenue noney, actually, the trust fund bal ance when
it gets turned in is actually a general revenue transfer.

So, the real present value of actual general
revenue transfers that has to be made is, what, $1.1
trillion, plus your $3.4 trillion? |Is that right?

Because if you are counting that as an asset, no
nmoney flows into the treasury fromthe trust fund view It
generates no incone to the treasury, and the treasury
actually has to pay the benefits. So, as a general revenue
transfer -- now | know the accounting of it.

But | amjust saying, as a real general revenue,
nmoni es that must cone fromthe general revenue and taken
away from education, and defense, and anything el se that we
are doing, actually, are four trillion.

Is that right, Steve, | think is the way you are

doing this?
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MR, GOSS: This particular question always sort of
rai ses the issue of conpared to what?

DR. SAVING Yes, but it is general revenue. | am
tal ki ng about noney fromthe treasury that goes to soci al
security. How nmuch noney does the treasury have to give
soci al security? Forget fromrevenues that cone in from
t axes?

MR. GOSS: Over and above the cash flows that are
expected for the next 75 years, you're correct. The trust
funds woul d need not only the $3.4 trillion, which is not
currently funded, but it would al so need to have the general
fund provide the $1.2 trillion.

DR. SAVING Yes, well, they have to cone back and
give us that too. So, these are all --

MR. GOSS: That is currently are to be held in the

DR. SAVING And that is what Jerry was asking
about, general revenue transfers. The source of them can be
what you call the trust fund which still are just taxes; or
they can be Defense Departnent | ower expenditures. But that
is what | neant. | wanted to make sure that people in the
audi ence understood that. | know we understand it.

MR GOSS: But this is a semantic, or perhaps --

DR. SAVING Well, it is not semantic. This is

money. This is real noney. It is not semantic.
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MR GOSS: It is real noney. But when you say a

transfer, generally, people think in ternms of if there is
the trust fund obligation.

DR SAVING Right.

MR GOSS: But if that noney is paid, it is not
t hought to be a transfer.

DR. SAVING Well, no, | think generally people
think of a trust fund as sonething, the revenue from which
actually accrues to them and they can spend. That is what
generally everyone in the audience | think thinks that a
trust fund is. And our trust fund generates no revenue for
the treasury.

And | know you and | understand that. | just
wanted to make sure that what we are tal king about in
general revenue transfers what we nean.

MR. BLAHOUS: Perhaps, | can sunmarize this by
saying that this $3.4 trillion figure that was referred to,
you are correct, it is exclusive of the costs from 2016 to
2038, or redeeming all of the bonds in the trust fund which
i s above and beyond the $3.4 trillion which is going to have
to come fromgeneral revenue. Froma conparative
perspective, of course, every possible approach is going to
be saddled with that problem so.

CHAI RVAN PARSONS:  All right. 1 think we had

Gmen, and Lee, and then --
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M5. KING This is going to be very quick. Steve
your projections, particularly for the defined benefit
increases built in over the 75 year period are based on an
assunption that the increases which are stated currently in
the statute according to the consunmer price index wll kick
in. |Is that what you' re | ooking at?

MR. GOSS: Absolutely. Currently, in the statute
of the Social Security Act, there is this fornula for the
benefits that determ nes how nuch you get when you first
becone eligible at age 62 for retirenent, for exanple. And
then it also states that there will be the cost of living
adj ustnment automatically every year at the rate of increase
in the consunmer price index.

All of our projections take fully into account
t hose neasures per the assunptions that our trustees, Tom
Savi ng one of them have suggested to us as being
appropriate assunpti ons.

M5. KING Okay. So, when you | ook at the
actuarial bal ance, you are starting with the year 2001, and
| ooki ng 75 years out.

MR GOSS: Exactly.

M5. KING So, all of that could turn on a dine
where sone of those assunptions to be changed by statute,
not necessarily by our recommendations, but by statute. For

instance, if you did not use the CPI and you used sone ot her
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measure for indexing the 75 year actuarial bal ance figure
woul d shift sonmewhat.

MR. GOSS: Absolutely true. | think the
distinction that we woul d nake though is that we would say
that if sonmebody woul d say, for exanple, that the cost of
living adjustnent, which is now based purely on increases in
t he consuner price index, if sonmeone were to say, for
exanpl e, do not base it on the consuner price index, but say
one- hal f percentage point each year |ess than the consuner
price index, that would not be a change in assunption
because the trustees would still say that they believe
presumably that the consuner price index will grow at 3.3
percent per year

The cost of living adjustnent then woul d be
operating at a small |evel not by assunption, but literally
because of | egislative change.

M5. KING So, if you actually had sonme different
measure, then your 75 year bal ance m ght change to sone
ot her ?

MR. GOSS: Absolutely. Just for an exanple on the
cost of living adjustnent, if that were to be based not
strictly on the CPlI, but on the CPI m nus one-half
percentage point, that would change this actuarial deficit,
which is 1.86 now, by about .7 percent.

M5. KING  Ckay.
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MR, GOSS: Take away a little over a third.

M5. KING It would also shift, would it not, if
there were sone agreenent for offsetting sone portion of the
currently existing or statutory defined benefit in order to
achi eve say a personal retirenent account. | nean, the
assunption is if you -- | hate to use the terns carve out.

But if you do not add additional noney for an
i ndividual retirenment account, but if there is agreenent
that we would take a portion of what we currently pay into
social security to create an individual retirenent account,
and there is also sone agreenent therefore since you are not
payi ng in the whole anmount of the taxes you do not get the
full defined benefit.

So, there is sone offset to what you get, a
| essening anmount. |Is that sonething you could score, or is
tat absolutely going to -- do you have to wait until you get
a plan that is passed |legislatively before you could figure
it all out in the inplications for a 75 year bal ance period?

MR. BLAHOUS: Could | take a crack at that?

M5. KING Good | uck.

MR. BLAHOUS: | do think it depends on the design
specifications of what type of account you are talking
about. Fromthe standpoint of the actuarial scoring, there
is different ways you can go.

| f you create sort of a truly defined contribution
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account, and then you are nmaking offsets to the traditional
defined benefit based on sone sort of assumed rate of return
in that account, and if the individual is entitled to the
entirety of the proceeds fromthat account, then basically
the transactions fromthe account are really sort of

i nvisible accept insofar as the defined benefit obligations
are now reduced because you have reduced themin the | aw
proportional to the contributions to this account.

M5. KING If we were not going to follow the
thrift savings plan approach.

MR. BLAHOUS: And hold it in the trust fund.
That's right.

M5. KING And hold it in the trust fund. Howis
that to be deci ded though, Chuck?

MR. BLAHOUS: Well, it really depends on the |aw,
and also | think to a degree on the recommendati ons com ng
fromthis commssion. You could recommend to do it one way
or the other way. You could specify that it should be
accounted for exactly as the federal thrift savings plan and
be considered to be assets within the trust fund and foll ow
t hat nodel exactly, or you could leave it open for Congress
to determne, or you can specify the opposite.

MR, GOSS: But just to add to that, | think a
nunber of the questions here have sort of revolved around a

distinction that | think is probably inportant. And that is
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-- and Chuck and Jeff have both addressed this already
really, whether we are thinking in terns of really the
sol vency of the trust funds, per se, just the narrow
definition of the social security systemversus the broader
overall unified budget of the governnent.

And in those two different context, sonme of these
questions |ike M. Parsky's questions earlier, mght
concei vably cone up with different answers. But nore
specific really to Ms. King's question, if an individual
account structure is developed that would in fact literally
-- | think you used the word "carve out" sone payroll taxes,
that woul d of course have inplications in terns of the
scoring of social security financing.

And then if there were specified, and | think
Chuck was correct on this also, if there were specified
reductions to the defined benefits under the current systens
by way of any kind of an offset that would obviously al so be
scored. So, the conbination of those two woul d operate.

M5. KING Thank you very nuch, both of you

CHAI RMAN PARSONS: Lee

M5. ABDNOR  Thank you. | just had a quick
question. | want to nmake sure | understand. Once the trust
fund has built up the anount of | QUs, bonds that are going
togointoit, what is it going to cost to pay it off?

You know, where they say that it wll, you know,
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we W ll run out those bonds by 2038. And | thought | heard
you say 1.2, or sonething like that, but that is what I

t hought was in there now was $1.2 trillion. Wat is it
going to cost to pay off the trust fund in incone taxes or
general revenues?

MR GOSS: Well, the current amount that are of
assets.

M5. ABDNOR  Right.

MR, GOSS: And then sone object to that reference.

But with the current anmount of obligations, in effect, that
are being held, |I nean, special issue bonds for the trust
funds is $1.2 trillion.

However, because between now and 2016, the trust
funds will continue to run cash flow surpluses under the
current and i nmmedi ate assunptions, and even thereafter there
will continue to be sone increases in the trust funds. |
bel i eve somewhere in the order of a $5 trillion will be the
maxi mum | evel in current dollars.

M5. ABDNOR:  Ckay.

MR GOSS: It is aquite a bit less than that. |
think in CP index counts it was nore like $3 trillion wll
be the peak that will be reached. And, thereafter, between
t hat point and 2038, that amount then will be redeened and
wll have to be paid fromthe general fund of the treasury

to the trust funds to nmake good on those bonds.
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M5. ABDNOR: So about $5 trillion, and then plus
the $3.3 trillion that we are going to be short after that.

MR. GOSS: Those are slightly different terns,

but, yes.

M5. ABDNOR:  Ckay.

MR GOSS: But nore or |ess.

M5. ABDNOR:  Ckay.

CHAI RVAN PARSONS:  John.

DR. COGAN:. Jerry, you nentioned that in nost of
the plans that we have reviewed, | think from Capitol Hill

and from groups that general revenue was part of their
solution to ensuring that all of the benefits could be paid,
| think it is inportant to distinguish between a pernmanent
i nfusi on of general revenues from sone unspecified source,
and a cheaparary infusion of general revenues that m ght be
necessary to cover sone transition period that would be
associ ated with personal account investnents.

| know when | think about solvency of the system
| think first independently of personal accounts. | think
t hat what we should strive to do is to elimnate those
permanent deficits w thout the use of general fund revenues
if we can. | think that is what Roosevelt had in m nd when
he tal ked about having a self-financing system

And so, it seens to ne very, very inportant to

di stingui sh between the idea of not having a pernmanent
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general revenue flow, which is the drain on the treasury,
and a situation where you have a tenporary deficit perhaps
to finance an investnent followed by surpluses where over a
period of tinme -- and I won't get into how |l ong that m ght
be yet. But over sonme period of tinme the deficits are

bal anced out by the surpluses, so the systemis self-
sust ai ni ng.

MR, PARSKY: | was just going to add one comment,
and that is that | think John is right about certain policy
alternatives would allow us to do that. And when | was
referencing the possibility of treating under sone systens
it as a loan, the surpluses that woul d be created under what
you suggested could serve as a resource to repay that |oan,
so that you m ght achi eve exactly what you want. | think
that is a very good point.

CHAI RMAN PARSONS:  Gaen.

M5. KING Thank you, M. Chairman. | amstarting
to feel like, the frustration you feel at a novie where two
peopl e keep passi ng each other and you keep waiting for them
to neet.

MR. PARSKY: How many different conm ssions do we
have on social security? Mybe that is kind of at the heart
of this.

M5. KING There is a sense, on ny part, because

did not work with the fiscal group, that you guys have
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sonething nore to share. W are not getting to it. Mybe
our questions are holding back. But | do not know about the
rest of the people in this room but | want to know how you
get fromwhere we are to where we need to be.

MR. JOHNSON: Along this line, let me ask a
guestion, and try to put it in --

M5. KING Sputter, sputter, sputter.

MR, JOHNSON. Let ne try to put it in sinple
terms, and see we can get this. Wat we are trying to do is
to provide a sustainable systemor a systemthat is
currently not sustainable. So, what we have suggested is
that the private account approach will provide greater
sustainability than not private accounts, right?

But no matter what we do, even with that system
if you go to your point three, there will be a reduction in
benefits as related to the growmh in the GDP. So, sonewhere
along the line, if you take the idea that the first cohort,
the near retirees and retirees, will get what is so-called
prom sed today. But that second group wll see sone
reduction in benefits as proposed today.

MR. BROMN: Let nme speak to this for a noment.

You are absolutely right that personal accounts can be very
useful in this regard, but that even with that you have a
basic issue that either the inconme line needs to rise, or

the cost line needs to fall.

Audio Associates
301-577-5882



146

And one thing to keep in mnd when it cones to
tal ki ng about what that neans for benefit |levels for
individuals is that in the current systemthe benefits that
are indicated by that red line are not currently paid for.
These are benefits that are sort of witten into | aw, but
whi ch we cannot pay for.

So, an inportant question is, what is the right
basis for conpari son when we think about the benefits that
we are going to have under a refornmed system versus the
current systenf

Should we conpare it to a |level of benefits that
cannot be currently paid for, or it is a level of benefits
that are actually payabl e under the current systenf

| should also note that inplicit in this because
of the way the benefit fornmula works, that by the end of
this valuation period 75 years fromnow the average benefit
being paid out in social security in real dollars today,
even after adjusting for inflation is on the order of
90 percent higher than what those benefits are today. So,

there is a lot of roomhere for --

2

JOHNSON:  Today or projected?
BROMN. Than what today's retirees receive.
JOHNSON:  Ckay.

BROMWN. Than what today's retirees receive.

2 » 3 3

JOHNSON:  Ri ght.
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MR. BROMN: Real benefits are expected to close to
doubl e over the period that we are tal king about here. So,
there is an awful lot of roomhere to continue to allow for
benefit growh in real terns, and to allow a systemto
deliver higher benefits than what today's retirees are
getting, to deliver higher benefits than what is actually
payabl e under current |aw, even though, obviously, if you
are going to reduce the overall rate of benefit growh that
you are slowing the rate of benefit growh relative to what
isinplicit in that red |ine.

MR. JOHNSON: But a final question. But within
that period there still would -- it would still be necessary
for sonme governnent transfers into the systemto sustain its
viability, as you describe it there?

DR. M TCHELL: Can | just speak to that
momentarily? | nmean, | think that there is commonly
perceived -- many have the view, our critics certainly have
argued, that personal accounts necessarily nake the hole
deeper. And | really think we have to reject that, that is,
a hole already there. It is a very big hole. And if we are
going to nove towards sustainability, the hole needs to be
reduced, needs to be filled.

Personal accounts can nake the situation better.
You know, in nmy nightmares | m ght inmagine a personal

accounts which will make it worse, but we are not going
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there. So, personal accounts are not a panacea. They do
not get rid of the hole on their own, but they are a
mechani smto do all kinds of other good things that we
tal ked about this norning.

So, that was really what | wanted. | wanted to
support Jeff and say further they can be a nechanismto help
us, but they are not going to get rid of the hole by itself.

DR. JAMES: Could I just add to that? Suppose
t hat personal accounts, in fact, got you to sustainability
at the end of the period. |In between we would have the
follow ng problemif the personal accounts were financed by
a redirection of sone of the noney now going in.

Tenporarily they would have to fill in that hole,
and that is where we could use general revenues tenporarily
to fill in that hole. Later on, we would be in better
shape. But we would have -- and that's the transition cost
problemto solve the transition cost problem It is very
likely that we will have to --

MR. JOHNSON: Yes, | guess the question | am
asking. Should the person who is 12-years-old, 15-years-old
expect that at sone point they will have to bear an
increase, tax increase, to maintain the viability of a 75
year social security systenf

CHAI RMVAN PARSONS: The answer to that question is

it depends. Let nme go back to where Gaen was. |t depends
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on what you propose.

MR. JOHNSON: Yes, | understand that.

CHAI RVAN PARSONS: \Where Gmen was and t he
frustration you are experiencing i s because the subgroup has
not yet gotten to the point that we are comng forward with
specific hard proposals that answer all of the questions.
VWhat we know, or what we discern, what we believe is that
the current systemis unsustainable on its current course
for the reasons we have di scussed.

VWhat we al so believe is that while adding a
personal account elenment to supplenent the current system
will help, as Qivia puts it, fill in the hole. It won't
fill inthe hole conpletely. In order to fill in the hole
nmore conpletely, we are going to have to do sonet hi ng nore.

We are either going to have to increase the future
grow h of benefits, add additional revenues, whether they
are general revenues or sone other kind of revenues, or a
conbi nation of the two. And what the comnmttee is saying,
the subcommttee is saying is that we are at that point now
of working through that sonething el se down both of those
vari abl e |ines.

And, presumably, divia and John, by the 29th, by
the next nmeeting of this commssion, we will be prepared to
cone to the full comm ssion with sone specific

recommendations or alternative plans as to how you now
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conbi ne these two concepts, personal accounts plus other
action to bring us to a place where these six objectives we
can say have been nmet. |Is that fairly stated?

CO CHAI RVAN MOYNI HAN: M. Chai rman, nmay
i ntroduce a cautionary neasure here to get us goi ng?

John Cogan nentioned that President Roosevelt
brought Professor Edwin Wtty fromthe University of
W sconsin to devise this program and he saw this | ong-term
deficit. And so, Wtty just wote in a few |lines about,
well, it would have to be individual annuities one of these
days.

One of these days has cone. Wtty's assistant at
that tinme was a graduate student naned Bob Myers, a
di stingui shed predecessor of Steve CGoss. It is alnost 75
years later. Bob Myers was executive director of the
G eenspan Conm ssion, and at this very nonent he is working
on this problem He is available to us for any thoughts he
m ght have. But if you do not get yours to us by
Novenber 29, consider the fates m ght determ ne that 75
years hence you wll still be working on the problem

MR. PARSKY: Just one thing to add. | think you
have pointed out, Dick, that there are a | ot of choices.
do not think there is silver bullet that says this is the
way to get there. And there are choices within what a

personal account would | ook |ike, for instance, whether or
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not people would be required to contribute noney or not
contribute noney as a match.

There are a whol e series of issues that would
create variables in that category. And then, there are a
series of issues that wll create variables for those
people. And I think everyone is in concurrence that the
personal account program should be an option.

You can assune that everyone will take it if you
woul d i ke, but I amnot sure that that is totally
realistic. So, you have to deal with what happens to those
peopl e that do not take it. And within that, there are a
vari ety of approaches.

And so, | think we may be hard pressed not to |ay
out a series of those options of approaches so people can
see the policy tradeoffs you are tal king about. And | did
notice in these fiscal sustainability objectives that there
was not an objective, and maybe because it is not totally
achievable in any of the options of elimnating that gap
That is not one of these.

So, that does not nean we cannot discuss it and
try to include it, but that was not here. So, we definitely
want to inprove as nmuch as possible, and nove the bal
forward down the playing field. But |I do not think we would
vi ol ate these objectives if we did not obtain absolutely

parity between those |ines.
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CHAI RVAN PARSONS: Al though, as | read item1, at

the end of the day we want to get the system back on a
course that it could sustain itself going forward.

MR. PARSKY: Yes, that is true. But, again, there
wll be choices in ternms of how you may or may not do that,
and at what point and tine.

CHAI RMVAN PARSONS: Again, | think we have probably
beaten this up pretty good unless Tom - -

DR. SAVING Well, one mnor thing. Jerry, in
fact, in our interimreport, we did have the thing that
elimnated this deficit. It was called payable benefits.
Benefits payable elimnates -- nobody |ikes benefits
payable, but it elimnates the deficit.

MR. PARSKY: There may be a choice that nobody
i kes that we al so | ayout.

CHAI RVAN PARSONS: That is probably where we will
cone down. But |et ne suggest that we wanted to kind of
debate around the issues. And | thank you, Gmaen, and Bob,
in particular, for sort of poking at where we are. And |
think this subgroup, |ike the adm nistration subgroup, still
has work to do. This is the state of our thinking.

| think if there is "news" here, it is that we are
not now t hinking that the subgroup will propose to the ful
comm ssion, and ultimately the full comm ssion will propose

to the president a "silver bullet,” but rather different
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approaches have different policy tradeoffs baked into them
But we do not have those fully devel oped yet, and | suspect
we w il debate those at our next neeting on the 29th.

But just to kind of conclude, by putting this in
the framework again, so that people can understand. | nean,
this has been pretty dry and pretty down in the weeds. But
it is a huge issue. | want to nake reference to sonething
that has already been, at |east, tangentially touched on,
you know, the events of Septenber 11th.

You know, on that day, you know, this country was
attacked and we now find ourselves at war. It is a
different kind of war than we have had heretofore, but is
war nonetheless. And it is a war that | think people are
begi nning to understand now could go on for quite sone tine,
and demand quite a | evel of resource commtnent fromthis
gover nnent .

And while there are those who currently wonder
whet her we have the resolve and the will to hang in there
until this thing is over, you do not see anybody writing
stories about or questioning whether we have the resources
to do it, whether we have the financial capacity to do it.

And, you know, in business you call that having a
strong bal ance sheet. You do not run your business in such
a way that you are so straining every revenue generator al

of the tinme, that if sonething unforeseen happens you cannot
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respond.

You run your business in a way that you al ways
have sone dry powder, a little gas in the tank, in case
sonet hi ng cones al ong that you have not antici pated that
requires a response, that requires nore resources. And that
is the strength of this country.

We have the ability to crank up our productive
machi ne and respond to extraordi nary circunstances |ike
those we are faced with now. The problemthat we are
facing, the problemthat that chart is evidencing, is that
30 years fromnow if we do not do sonething to fix the
soci al security system we are not going to have a strong
bal ance sheet.

All of the excess capacity of this country is
going to be going to providing benefits for people who have
been prom sed a | evel of benefits we currently cannot pay
for, and we will have to increase the |level of taxation, or
decrease the anount we spend on the rest of the governnent
to cover those promses. That is the problemwe are facing,
and that is the problemthat needs to be addressed.

Now, | nean, the discussion this norning about
private accounts is rel evant because one of the ways you do
that is you start saving noney now i nstead of waiting for
sone future tinme, but then call down that noney from current

revenues. You start putting noney in the bank now, and that
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is what private accounts is all about.

It is not just so individuals have individual
wealth. It is so they won't be | ooking to the governnent
and to the taxpayer to provide that |evel of support 30
years from now when we nay need it for sonething el se.

But the other part of the equation, Jerry, is what
you were tal king about. W have to find a way of putting
the system on sonme sustainabl e basis where the anobunt going
out matches up with the anobunt comng in, and we can keep
the strength of our bal ance sheet for whatever the
energency, or the exigency, or the need is 30 years from now
i nstead of having all of the resources flow into supporting
an agi ng popul ation.

So, we take the charge seriously. W think it is
nmore rel evant now than it has been. These subgroups are
wor king hard to cone back to the full commttee with
speci fic recommendati ons or ways to get there, both on the
private account side, and on nodification to the benefit
rates.

We hope, as Senator Moyni han said earlier, we wll
probably in a concluding node within a nonth. W have two
nmeeti ngs between now and the tine we conclude. And we hope
that the recomendati ons we cone forward with will be viewed
in the context of that larger picture, that this is not

about politics.
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This is not about or should not be about trying to
gain next year's election, or a future year's election. It
i s about preserving the strength of the bal ance sheet of
this country and naking prom ses to people that we have
confidence we can keep.

(Appl ause)

MR. VARGAS: M. Chairman, in that spirit, we have
done a lot of work to this point before the neeting, and |
think we got a lot acconplished today. And it is obvious we
have a lot nore to do. So, in the interest of letting us go
and do that, continue to do that work, | notion to adjourn.

MR. PARSKY: Second.

CHAI RMVAN PARSONS: So noved. Any objection?

(No audi bl e response)

CHAI RVAN PARSONS: Hearing none, we stand
adj our ned.

(Wher eupon, the neeting was adjourned at 3:05

p.m)
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