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Introductory Remarks

Frank E. Morris*

This is the 16th of a series of conferences sponsored by the Federal
Reserve Bank of Boston. In planning these conferences, our first objective
has been to select a topic which we expect to be a prominent issue of pub-
lic controversy in the years immediately ahead. The second is to bring to-
gether a small group of people with considerable expertise on the selected
topic. The final objective is to publish the proceedings of the conference
in order to provide a research base for future public policy decisions, The
topic for this conference — the funding of pension plans, particularly
public pensions — certainly satisfies all these criteria. We have no doubt
that this will be a prominent issue of public policy for some years to
come.

The papers prepared for this conference raise two fundamental issues
— neither of which has received the public attention which it merits. The
first is the massive change in the age structure of our population which
raises serious questions as to the ability of future generations to finance
public pension programs on a pay-as-you-go basis without levels of tax-
ation which we, the drafters of the present programs, would consider in-
tolerable. The second major issue is the impact of the underfunding of
public pension plans on savings and capital formation.

The issue of the funding of pensions would not be as serious if the
age structure of the population were reasonably stable over time. How-
ever, we know that the decline in the birth rate over the past two decades
is going to produce a substantial decline in the ratio of the working age
population to the total population in the years ahead. This fact raises seri~
ous questions as to the political viability of existing public pension pro-
grams if we continue to proceed on a pay-as-you-go basis.

The changing age structure also raises the question of inter-
generational equity. Pay-as-you-go financing requires relatively low tax
rates now and significantly higher rates in the future to accommodate the
rise in the ratio of retirees to workers. A more equitable alternative may
be to spread the required tax levy evenly over the generations by accu-
mulating reserve funds now which could be used to pay benefits for future
retirees.

There was a time when most economists accepted the doctrine that
pension plans tended to increase the level of personal savings. 1 always
found this doctrine difficult to accept, since it was inconsistent with my

*President, Federal Reserve Bank of Boston
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10 FUNDING PENSIONS

own behavior and that of those around me. This doctrine has been chal-
lenged in recent years by two of our participants, Martin Feldstein and
Alicia Munnell. There is now a growing recognition that the spread of
pension plans does reduce the level of personal savings. This reduction
may be offset (or more than offset) by a higher level of institutional or
governmental savings, if the pension plans are fully funded. However, if
the level of personal savings declines, reflecting an assumption of en-
hanced personal security, and the pension funds are operated largely on a
pay-as-you-go basis, the aggregate level of savings is reduced and, with it,
the aggregate level of capital formation. The magnitude of the effect is
suggested in Benjamin Friedman’s paper in which he finds that a move to
full funding of a/l public pension plans would generate such a massive in-
crease in the level of aggregate savings that it probably could not be fully
absorbed.

The conference will focus primarily on these two issues: the ability of
future generations to finance the liabilities which we have not funded, and
the impact of our failure to fund public pension plans on the aggregate
level of savings and capital formation. These issues are likely to have a
prominent place on the public agenda for a good many years to come,



Demographic Changes and Funding
for Pension Plans

William C.L. Hsiao*

Many sectors of the economy have felt the impact of the dramatic de-
cline of birth rates from the post-World War 1I level that began about
1960. Among the first was our education system. New schools were built
and more teachers were trained in response to increases in demand for
schooling when birth rates were high. Now the decline in school age pop-
ulation has left many school buildings empty and trained teachers un-
employed. The havoc created by the demographic shift has awakened
many planners to the need for closer attention to population changes and
to raising their time horizon to decades ahead.

Economic planners have rarely looked more than five years ahead.
There are several explanations for this lack of long-term planning. First,
forecasting with any precision for a long time ahead is impossible. The ac-
tual outcome will not likely be realized exactly as forecast. Some con-
ditions can be reasonably projected for the future, while others are open
to large errors and much less confidence can be placed on them. However,
demographic shifts can be projected with some accuracy for the existing
population base.

The yearly increments and decrements to the population have little
effect on the demographic composition in any given year. It is their cum-
ulative impact that matters. The population base is large in proportion to
any change that occurs in-one year. The factors which increase the popu-
lation — fertility rates and immigration — do not show their cumulative
effects until years later. The same can be said for the elements that reduce
the population — mortality rates. During the initial period when rates of
fertility, mortality, and immigration are fluctuating, their full impact on
the demographic composition would not be clear unless the population is
examined when it reaches a stationary condition. Yet the life cycle is of
such length that it requires 50-75 years to reach the stationary state.
Therefore, any analysis of the economic impacts arising from de-
mographic shifts has to look into the distant future. While there are great
uncertainties in long-range projections, nevertheless they can provide some
indications as to what the future might be if certain predictions based on
current trends are realized.

*Associate Professor of Economics, School of Public Health, Harvard University.
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12 FUNDING PENSIONS

Pension funds are a significant part of the capital market. At the end
of 1975, total assets accumulated by private pension plans were estimated
to exceed $250 billion. The implications of demographic shifts since
World War II on pension plans — social and private — are examined in
this study. Changes in the birth rates have already affected pension fun-
ding in the mid-1970s. Their total cyclical impact will last the next 50
years; in the absence of other new demographic shifts, an equilibrium
state will be reached in the 2020s.

Two major systems of pensions are in existence today. Social Security
provides the largest part of retirement income in the United States. In ad-
dition, private pensions play a significant role in the provision of income
to retired persons. The role of private pensions will increase with time be-
cause more workers are being covered and vesting provisions have been
strengthened. As a result, more workers will be eligible for private pen-
sions and for greater amounts.

Pensions, social or private, alter the savings behavior undertaken di-
rectly by individuals. Various studies' have examined the economic effects
of Social Security, and private pension plans. Recent econometric studies
tend to show that the net impact of Social Security induces workers to re-
duce their private savings. Meanwhile private pensions also supplant di-
rect savings by individuals. Their effect on the capital market depends on
the funding methods adopted for Social Security and private pension
plans. The aggregate savings over time is determined in part by the de-
mographic composition. The potential economic effect resulting from the
demographic shift is the subject of this analysis.

Demographic Shift

Like economic conditions, the U.S. population is also ever-changing.
Besides migration, there are two major factors that cause population sta-
tistics to change. First, the reproduction rate. The statistical method used
to measure reproduction is called the fertility rate, which expresses for a
given calendar year the number of children that a woman of child-bearing
age can expect to have throughout her child-bearing years if the birth
rates then currently apply to her and she survives those years. A fertility
rate of 2.1 is necessary if a mature population is to remain at the zero
population growth.

'See Phillip Cagan, “The Effects of Pension Plans on Aggregate Savings: Evidence
from a Sample Survey,” National Bureau of Economic Research Occasional Paper 95 (New
York: Columbia University Press, 1965); Alicia Munnell, The Effects of Social Security on
Personal Savings (Cambridge, Mass.: Ballinger Publishing Company, 1974); Alicia Munnell,
“Private Pensions and Savings: New Evidence” (paper presented at the National Bureau of
Economic Research Conference, May 19-20, 1975); Martin Feldstein, “Social Security, In-
duced Retirement and Aggregate Capital Accumulation,” Journal of Political Economy,
Vol. 82 (September/October 1974).
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Since 1900, when reasonably accurate population statistics began to
be collected, the fertility rate of the United States has declined steadily.
This trend was halted after World War Il. After an aberrational bulge
which lasted until the end of 1950s, the fertility rate resumed its historical
downward course. Table 1 shows that the fertility rate reached the bottom
of its trough in 1950, then turned upward dramatically and sustained an
upward rate of change until 1957. Since then, the fertility rate has de-
clined sharply. Many demographers had expected the fertility rate to bot-
tom out around the end of the 1960s and remain level thereafter. How-
ever, the downward trend continues. Currently the rate is about 1.75,
below the replacement rate for zero population growth in the absence of
migration.

Undoubtedly the decline in the fertility rates reflects better birth con-
trol methods, legalized abortion, the changing role of women, better pub-
lic education and attention given to family planning, and other changes in
life styles.

On the other hand, economic studies published by Richard Easterlin’
show a “wave” phenomenon in fertility rates. Furthermore, the demand
for children by household is a function of economic cycles.

While it is impossible to make accurate predictions of fertility rates
for the future, it is difficult to believe that the United States would, in the
long run, permit the fertility rate to remain at a level below the zero pop-
ulation growth. The resulting effects such as disrupted social structures,
unfulfilled economic expectations and fractured institutions would be so
great that public law may well be enacted to remedy the decline in total
population. Among the policy instruments which can reverse the down-
ward population trend are immigration policies, child allowances, free
child care, etc.

The other major factor that determines the demographic composition
is the mortality rate. Mortality rates changed significantly in the 1950s
when death rates were declining for infants and for adults over age 50.
That decreasing trend leveled off in the early 1960s. Since then the mor-
tality rate has remained relatively level for most age groups. Recently
there have been moderate improvements for infants in the South and in
other low income areas, and also a slight improvement for older ages.
However, without a major conquest of cancer or cardiovascular diseases,
mortality rates are unlikely to show any significant improvements.

Funding of pensions is affected by population in two ways. First, the
aggregate amount of a pension fund is determined by the number of cov-
ered workers. Second, the change in the demographic composition greatly
affects the payroll tax rates that are needed to finance the Social Security
program, This brings up the question of intergeneration equity. Moreover,

"Richard Easterlin, “Does Human Fertility Adjust to the Environment” American Eco-
nomic Review, Papers and Proceedings, 61:399-407, May 1971, Also Richard Easterlin,
Population, Labor Force and Long Swings in Economic Growth (New York: Columbia Uni-
versity Press, 1968).



Table 1
FERTILITY RATES OF THE UNITED STATES

1948-1975
Fertility Fertility
Year Rate Year Rate
1948 3.11 1962 3.47
1949 311 1963 3.33
1950 3.09 1964 3.21
1951 3.27 1965 2.93
1952 3.36 1966 2.74
1953 342 1967 2.57
1954 3.54 1968 2.48
1955 3.58 1969 2.46
1956 3.69 1970 2.48
1957 3.77 1971 2.28
1958 3.70 1972 2.02
1959 3.71 1973 1.90
1960 3.65 1974 1.81%
1961 3.63 1975 1.75%

*Based on preliminary data from the U.S. Vital Statistics
Report.

Source: U.S. Department of Health, Education and Welfare,
Social Security Administration, Actuarial Study No. 72,
U.S. Government Printing Office, Washington, D.C.
1975.
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DEMOGRAPHIC CHANGES AND FUNDING HSIAO 15

the shift in the age distribution of the population also alters the total
amount of private pension funds.

The demographic shift is illustrated in Table 2. The fertility rate is
likely to be the most significant and volatile factor in changing the popu-
lation composition. Three different fertility rates are used in projecting the
population. The first one, assumption A, uses an ultimate fertility rate of
2.1 that will maintain zero population growth. Under this assumption, the
population projection shows a continuing increase in the total population
of the United States because of the rising number of child-bearing age
women and an increase in the fertility rate from the present rate of 1.7 to
2.1.

One very important effect of the low fertility rate is its impact on the
retirement dependency ratio — the ratio of people age 65 and over to the
working age population. In 1975 that ratio was 0.18. In other words for
every 100 people between the age of 18 and 64, there were 18 persons age
65 and over. The retirement dependency ratio will increase steadily over
time, but reach a stable level by the early 2020s. By then the ratio is pro-
jected to reach 0.27, an increase of 50 percent from 1975. This de-
mographic shift with its drastic change in the retirement dependency ratio
is a cause for concern. The implication for pension funding will be dis-
cussed in a later section of this paper.

The sensitivity of the fertility rate assumption is illustrated in Table 2.
A higher fertility rate of 2.7 would increase the total population by a sig-
nificant number. Under this assumption, the population would rise sharp-
ly. By the year 2025, the total population would increase by 80 percent.
Meanwhile the retirement dependency ratio would increase by a moderate
amotint from 0.18 to 0.23.

Another fertility rate assumption that is used in the sensitivity anal-
ysis is the 1.7 rate which closely approximates the current experience.
With this rate the retirement dependency ratio increases sharply while the
total population rises only slightly.

Demographers have illustrated the change in the demographic com-
position graphically. The age cohort pyramids for two time periods,
superimposed on each other, provide a visual picture of the shift in age
composition in the population. If there is little change in the fertility and
mortality rates between age cohorts, the pyramid would take the expected
triangle shape where the largest group of persons is between age 0-4, then
the number of persons will decrease according to the mortality rates.
However, the U.S. fertility and mortality rates have been unstable. With
the fluctuations in these rates even by year 2025 the population would not
have reached a stationary number. The pyramid for year 2025 still has a
slight bulge from age 5 to 44. This phenomenon arises from the change in
fertility rates. Figure 1 is based on a set of projections which assumes that
fertility rates will rise from the current low level to an ultimate rate of 2.1,
As the number of women increase and attain child-bearing age, the num-
ber of second generation babies will increase. However even by year 2025,
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DEMOGRAPHIC CHANGES AND FUNDING HSIAO 17

not all child-bearing age women would have completed their planned fam-
ily size. Figure 1 also shows that the low birth rates in the 1930s have
been responsible for the small number of people between ages 35-45 in
1975.

But the important point brought out by Figure 1 is that the total
number of persons over age 25 is expected to increase between the year
1975 and the year 2025. People over age 65 are projected to increase at a
higher rate than persons between ages 25-64. While the retirement de-
pendency ratio is expected to increase, the ratio of dependent children to
the working population is expected to decline.

Funding of Pension Systems

Among the important factors which influence the fund development
of the pension system are (1) the funding approach that system adopts (2)
the changes in the benefit structure and (3) the shifts in the age dis-
tribution of the covered population. Besides these elements which affect
the funding levels of a matured pension system,’ the fund of a retirement
program is also greatly influenced by transitional changes. Between the
time when a pension plan begins to operate and the time it reaches matu-
rity, the proportion of covered older persons to younger persons will in-
crease because of the omission of some of the current aged who are al-
ready retired at the start of the program. In addition the benefit amount
per retiree, on a constant dollar basis, will rise over the transitional period
because benefits are largely based on the length of time contributions are
made.

There are, of course, almost an infinite number of variations that can
be used to fund a pension system. One common method is the “pay-as-
you-go™ arrangement. Under this approach, the revenue collected each
year is just sufficient to finance that year’s expenditures. Frequently, this
method is modified slightly by making the contribution schedule slightly
larger in order to accumulate a small fund. This fund is used to even out
fluctuations in the flow of funds due to economic cycles and unevenness
in the time of payments.

However, one actuarial cost method used frequently in funding pri-
vate pension plans is the entry age normal cost method. Under this ap-
proach, the present value of the accrued benefit for each worker is es-
timated, assuming that each worker enters into the pension system at a
fixed age such as age 30. The present value of accrued benefits is calcu-
lated with a projection of increases in real wages along with rate of in-
flation and discounted by the rates of interest, death, disability and rates
of termination from employment. Then the funding of the retirement

*A matured pension system is defined as one in which the benefit structure has re-
mained relatively unchanged for a long period of time and where the system has been in op-
eration for at least four decades thereby most of the workers have been covered under the
pension plan for their working lifetime.
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benefits for that individual worker is spread out evenly throughout the ex-
pected working life-time of the worker. Under an entry age normal cost
method, the funding for a mature pension system will be largely affected
by the rise in nominal wages, changes in interest rates, and changes in the
age composition of the covered workers.

Funding patterns for a pension system during its transitional period
— the date of inauguration to maturity — are seriously influenced by the
rapid rise in the benefits being earned and by the approach used to fi-
nance the accrued liability for services performed before the inception of
the plan. As the number of years that workers contribute to the pension
program increases, the benefit earned by new retirees becomes larger. The
benefits will grow, in the absence of any revision of benefit structure, until
the system reaches a point when most workers have been covered by the
plan for their full working lifetime. Similarly, the funding for pension
plans will increase under the “pay-as-you-go” method.

During the transitional period, a significant financial liability arises
for a young pension plan. Usually benefits are based on the number of
years of service that the workers have with the employer. For instance, if
a plan provides a retirement benefit that equals 2 percent of the final
year’s salary times the years of service up to 30, a person who is age 63
and has been employed by that company for 28 years at the inception of
the plan would be eligible for retirement pay-equal to 60 percent of his fi-
nal salary. Under an entry age normal funding arrangement, the total
benefit for a young worker under age 35 would be financed over a 30-year
period. The funding would begin when the worker reaches age 35. Yet for
this worker age 63, there would be an initial unfunded past service li-
ability equal to 28 years of contributions accumulated with interest rates
and probability of survival until age 63. Many private pension plans
amortize this initial liability over a period of 25 to 40 years when they in-
augurate a new program. But many other pension plans do not fund this
liability. In 1974 Congress passed the Employee Retirement Income Se-
curity Act which mandates the funding of the initial past service. The
maximum period for amortizing the liability is 30 years (40 years for mul-
ti-employer plans and plans established before January 1, 1974).

Demographic Changes and Social Security Financing

Social Security is by far the largest system in the United States that
provides income to retired persons. In 1975, more than $40 billion was
paid to retirees in benefits.* About 90 percent of people age 65 or over re-
ceived benefit payments.

“Social Security Administration, Social Security Bulletin Vol 39, No. 9 (September
1976) Table Q-15, p.90.
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Since the 1939 Amendment, the Social Security system has been fi-
nanced by a “pay-as-you-go” scheme. The revenue collected from the pay-
roll tax each year is intended to equal total expenditures plus a smail
amount to develop a contingency fund. Currently, the goal is to maintain
a fund whose average size is about one year’s outlay.

The financing of Social Security depends on an implicit social com-
pact between generations of covered workers. Present workers pay a tax
to finance the current benefits paid to retired people. When these workers
retire, the next generation of workers will finance the necessary benefits
by paying a payroll tax adequate to meet the expenditures then. The in-
ter-generation transfer nature of such a financing scheme can be clearly il-
lustrated by examining the initial past service liability of the system. This
valuation is based on a “closed group” concept, under which the program
would be continued for present participants but there would be no new
entrants and no employer contributions in respect to new entrants. At the
end of 1975, the present value of future benefits and expenses for this gen-
eration of people over the next 75 years is estimated to exceed the present
value of future taxes over the same time period by approximately $4
trillion.”

In other words, a large portion of the benefits that will be received by
the present “closed group” of people will not be financed and paid by the
same group. Instead, these unfunded obligations will be financed by taxes
collected from the generation of persons that is yet to be born.

The “pay-as-you-go” payroll tax schedule that is necessary to finance
the present Social Security program would be distorted by a flaw in the
current program:

The present Social Security benefit formula, legislated in 1972, adjusts
benefits automatically to reflect changes in the Consumer Price Index. In
addition, the automatic provisions cause the taxable earnings base to rise
as average wages under covered employment increase. However, the auto-
matic provisions suffer from an overindexing flaw which will increase
benefits to future beneficiaries disproportionately in relation to price and
wage increases. According to the Report of the Consultant Panel on So-
cial Security to the U.S. Congress,’ the outlook is for benefits that will be
erratic, a tendency that will be accentuated during periods of high
inﬂation.

There is widespread agreement that this technical flaw in the present
benefit formula must be corrected. Although there is no political con-
sensus as to an acceptable alternatlve the benefit formula proposed by
President Ford in June 1976 to correct the overindexing does provide a
base by which the impact of demographic shifts on the financing of Social

*Data obtained from Special Analyses, Budget of the U.S. Government, Fiscal Year
1977.

SReport of the Consultant Panel on Social Security to the Congressional Research Ser-
vice, Joint Committee Print., 94th Cong., 2nd Sess., August, 1976.

"For details see the “Social Security Benefit Indexing Act,” H.R. 14430, June 17, 1976.
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Security can be brought out clearly. President Ford proposed that for
each age cohort of retirees, their initial retirement benefits replace approx-
imately the same ratio of preretirement wages as applies for a worker who
retires in 1976. Under this proposed benefit structure, the changes in the
payroll tax rates necessary to finance the retirement and survivor program
(excluding disability) will be largely determined by demographic shifts.

The change in the Social Security payroll tax shown in Table 3 is
largely due to the shifts in the age distribution in our population. When
the retirement dependency ratio increases by 50 percent, then the fi-
nancing of retirement benefits under a “pay-as-you-go” arrangement
would follow that pattern. Meanwhile the portion of our resources allo-
cated to retirement income can be expected to be slightly less for the years
1995-2005. The abnormal decline in fertility rates during depression years
will result in fewer retirees at the end of the twentieth century. Ac-
cordingly, the projected payroll tax rates for that period would be slightly
less than what a stationary population would produce.

Undoubtedly, the economic impact of an increasing Social Security
payroll tax arising from demographic shifts will reduce disposable income.
According to the projected tax rates in Table 3, the rates may increase by
6-7 percent in absolute terms over the next 50 years. The increase is most
pronounced during years 2010 to 2030. If we assume that the marginal
utilities of both disposable income and leisure are monotonically de-
creasing and payroll tax is viewed as another tax,’® then the effects from
reduction in net wage rates depend on the trade-off between the marginal
utility of disposable income and the marginal utility of leisure. Although
an increase in the payroll tax rate reduces net wages, there is no a priori
reason to expect that that increase will either decrease or increase the
labor supply. Such an effect depends upon the shape of the preference
function. Little is known empirically about labor responses to a change in
the Social Security payroll tax. Much empirical investigation is necessary.

*It is interesting to examine people’s beliefs about Social Security which influence their
economic behavior. Of course, economists usually treat these factors as exogenous in eco-
nomic models. Nevertheless it is important to consider consumer beliefs and social values in
any economic analysis with public policy implications. Workers generally believe that they
have earned their Social Security benefits through their contributions. The system is a forced
savings program where the government makes it compulsory for workers to set aside a por-
tion of their wages for retirement. A recent survey (Goodwin and Tu, “The Social Psy-
chological Basis for Public Acceptance of the Social Security System,” American Psy-
chologist, September 1975, pp. 875-883) reported that in home interviews of a sample of 615
households, most workers believe paying into Social Security is like buying an insurance pol-
icy against need in their old age. If the results of this survey are valid, then workers may
view the payroll tax not as a tax, but rather as a deduction from wages after taxes, similar
to deductions for private pension contributions, health insurance premiums, or other con-
tributions, etc. Accordingly, the way in which workers perceive the Social Security tax can
have an important influence on labor supply.



Table 3

PROJECTED EXPENDITURES FOR RETIREMENT
AND SURVIVOR INSURANCE
UNDER PRESIDENT FORD’S PROPOSAL,
JUNE 1976’
(Excluding Disability Insurance)

Year Expenditures as Percent of Taxable Payroll
(in percent)
1980 9.17
1990 9.83
2000 9.84
2010 10.35
2020 13.23
2030 15.90
2040 15.84
2050 15.69

'Each 1 percent of payroll equals approximately $7 billion in
1977. These projected payroll tax rates are derived with various
economic and demographic assumptions. For the short run, the
projected rates of inflation and rates of growth in nominal wage
rates are those contained in the 1976 President’s Budget. For the
long run, it was assumed that beyond year 1981, the rate of in~
flation will be 4 percent per year and wage growth will be 5 3/4
percent per year. The fertility rate is assumed to increase gradu-
ally from the present level to an ultimate rate of 1.9 by year 2005
and remain level thereafter. The mortality rate will improve
slightly for the next 25 years and then remain stable.

Source: Data in this table are supplied by the Office of the Ac-
tuary, Social Security Administration, Baltimore,
Maryland, August 1976.
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Although the discussion of Social Security and savings is also limited
by a scarcity of empirical data, two recent studies’ indicate that Social Se-
curity reduces aggregate savings. Social Security influences savings in two
ways. First, the promised benefits of Social Security supplant the need for
individuals to save for their own retirement. This substitution effect could
reduce savings. Second, Social Security could increase saving through the
retirement effect by inducing workers to retire earlier which increases their
rate of saving. While these empirical studies differ sharply on how much
Social Security has depressed savings in the past, they both agree that the
net impact is a reduction in savings and they agree even more on the im-
pact in the future. It is likely that Social Security will reduce savings more
drastically in view of the recent large benefit increases and the slowing of
the decline in the retirement age. Martin Feldstein’s paper, which is in-
cluded in this volume, provides an analysis of the implication of the “pay-
as-you-go” approach to fund Social Security on capital formation in the
United States.

Demographic Changes and Private Pension Funding

Changes in the funding of private pensions will be determined largely
by three factors: (1) expansion of the number of covered workers, (2)
changes in funding requirements mandated by law, and (3) changes in the
composition of the population.

Partly because of tax incentives, pension plans have expanded rap-
idly. They have become important institutional investors in the capital
market. Table 4 illustrates the past trend in the growth of pension plans
for private employers. Even without ERISA legislation, there is no reason
to believe that the rate of growth in pension funds will change significant-
ly from the past.

The number of workers covered by private employer pension plans in-
creased at an average annual rate of 3.4 percent per year since 1960. Of
course, this rate of growth is influenced by the size of the labor force. As
the working age population increases more rapidly in the future because
of the demographic shift plus the continuing upward trend in the female
labor participation rates, the number of workers covered can be expected
to increase even more rapidly than the past.

Between the years 1960-1970 the assets held by the plans grew at a
10.2 percent rate annually. Meanwhile, the contributions increased 9.8
percent per year while benefit payments rose by 15.6 percent per year. Al-
though the benefit payments are increasing more rapidly than con-
tributions, the net cash flow — contributions minus benefit payments —

°See Martin Feldstein, “Social Security, Induced Retirement, and Aggregate Capital
Accumulation,” Journal of Political Economy, Vol. 82, September/October 1974, pp. 905-
926 and Alicia Munnell, The Effects of Social Security on Personal Savings.
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is still positive. The explanation lies in the fact that in absolute dollar
terms the contributions are still greater than benefits. The assets are in-
creased by the positive net cash flow and by the investment earnings on
the assets. Between 1970-1974, in spite of a higher rate of increase in con-
tributions, the rate of increase in total assets slowed down to an annual
rate of 8.7 percent, probably caused largely by the drop in stock prices.
While net cash flow improved, total assets did not experience more accel-
erated rates of increase. Thus capital appreciation and investment return
on the capital have recently increased at a lower rate than in the period
between 1960-1970.

One provision in the Employee Retirement Income Security Act
(ERISA) requires the funding of initial past service liabilities. Un-
doubtedly this will provide an abnormal increase in the amount of con-
tributions to pension funds. Since the accrued benefits for which the con-
tributions are being made are not payable until these workers retire, the
aggregate pension funds will rise by these additional contributions by ER-
ISA. This bulge in funding patterns may continue for the next 20-30
years.

The baby boom of the post World War 11 era has already begun to
make its dent in the labor force. Between 1975 and 1985, the number of
people between age 18-64 is expected to increase from 125 million to 143
million. This demographic shift towards a higher proportion of people in
the working age group will swell the labor force. If the industries provide
pensions to their workers and increase their employment at the same rate
as the total economy, then workers covered by private pension plans will
experience a surge in number with a corresponding increase in con-
tributions. This demographic shift will boost the growth rate of aggregate
pension funds.

Yet as the age cohort groups born between 1950-1960 reach retire-
ment age in year 2015 and after, the pension funds will pay out the accu-
mulated funds as benefits. Meanwhile, with the expectation that the lower
fertility rate we have experienced will continue, the proportion of active
workers will decline. Accordingly, the aggregate contributions are likely to
decrease. It seems highly probable therefore that the balance of pension
funds will be depressed because the net cash flow — contributions minus
benefit payments — may be negative.

Conclusion

A sharp cyclic change in fertility rates since post World War II will
have profound effects on the funding of Social Security and private pen-
sion plans in the years ahead. This paper discusses two major economic
considerations resulting from the demographic shift: intergeneration equi-
ty and capital formation.

The fertility rate in the United States halted its steady decline in the
late 1940s. The post World War II baby boom is now a well-known fact.
The fertility rate reached an asymptotic point in the late 1950s and then
again continued on its historical downward trend. Currently the fertility
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rate is around 1.75, well below the replacement rate for zero population
growth. Over the next decades, this demographic shift will produce a
dramatic change in the age composition of our population. Initially the
proportion of the retired population to the working population — the re-
tirement dependency ratio — decreases. However, by the turn of the cen-
tury the retirement dependency ratio will rise rapidly. Its ultimate level is
likely to be 50 percent higher than in 1976.

The Social Security program is funded on a “pay-as-you-go” basis. It
is a social compact between generations of workers that the present work-
ers will pay a tax sufficient to finance the Social Security benefits for the
retired population. When these workers retire, the next generation of
workers will finance their benefits by paying a sufficient amount of pay-
roll tax. This method of funding has two serious consequences: inter-gen-
erational equity and capital formation.

Under a “pay-as-you-go” funding scheme, a shift in demographic
composition has a direct impact on the tax rate required to fund the pro-
gram. When the retirement dependency ratio is low, the tax rates can be
low. And when the retirement dependency ratio increases, the tax rates
have to be increased proportionally. For the generation of workers born
during the baby boom, the payroll tax rates that they have to pay during
their working lifetime are relatively low. But when they reach retirement
age, the tax rates required to finance their benefits will have to increase
significantly, perhaps by more than 50 percent. These higher tax burdens
are borne by the next generation of workers. The inequity between gener-
ations is self-evident. It may impair the long-term stability of the Social
Security program.

Empirical works by Martin Feldstein and Alicia Munnell tend to
show that the retirement benefits provided by Social Security change sav-
ings behavior. People tend to save less. Meanwhile, with a pay-as-you-go
financing arrangement, the Social Security program does not accumulate
a reserve fund that substitutes for the reduction in private savings. There-
fore, Social Security affects capital formation in the United States. The
demographic shift further aggravates the problem. The current workers
save less than they would otherwise save. When they retire, a larger por-
tion of our Gross National Product has to be allocated for their income
support because of an increased retirement dependency ratio.

Funding for private pension plans is very different from the one used
for the Social Security program. An approach frequently employed is to
fund the retirement benefit of workers over their working lifetime. There-
fore a reserve fund is accumulated while a person is working and the fund
is spent over his retirement years. When the United States experiences a
demographic shift, the pension funds would rise while the working popu-
lation is increasing. However, the proportion of savings provided through
private pensions will likely decline when this large working population
reaches retirement age.



Discussion

Nathan Keyfitz*

In pension funding with actuarial reserves, such as are offered by pri-
vate insurers, each person’s discounted prospective contributions are equal
to his discounted benefits (less office loading), so that each person pays
for himself. The sense in which any one individual pays for himself is not
that his deductions are equal to his benefits, but rather that expected
values are equal, and for large bodies of policy-holders this is what
counts. In particular the cohort of people of a given age will come close
to balancing deductions and benefits. The next cohort can be much larger
or much smaller without this making any difference; as long as the insurer
holds the calculated reserves and remains solvent, no problem of equity
among cohorts or among generations can possibly arise.

Each cohort gains from the fact that the insurer can put the reserve
out at interest, and the interest is for most ages of much more con-
sequence than the gain through some members of the cohort dying before
they can collect. The community benefits by having the funds for long-
term investment.

In pay-as-you-go there is no reserve beyond a small buffer for
smoothing year-to-year operations, and no one pays for himself. Each co-
hort pays for cohorts that are older than it is. There is no contract be-
tween the generations, as there is for holders of the national debt, but
each one hopes that when it reaches retirement it will be covered as it
covered its predecessors. There is a kind of moral claim: as we paid for
our predecessors so our successors ought to pay for us. I shall later make
the point that the moral claim will prove tenuous under demographic
pressure and we should not lean too heavily on it.

There being no appreciable reserve in pay-as-you-go, there can be no
contribution of interest to lighten the load on the scheme. Instead there is
something else: a benefit from population increase. By a simple piece of
algebra it can be shown that the premiums for pay-as-you-go in a popu-
lation increasing at rate 100r percent will be identical with the premiums
on a reserve scheme with interest at 100r percent, given the same life
table, retirement ages, etc. Each individual gains exactly as much on the
average from there being 1 + r as many individuals the year after on pay-
as-you-go as he gains from the fact that the reserve increases in the ratio 1
+ r on the reserve scheme. I will relegate the algebra to another place, but
the result is important; for a population increasing rapidly, say at 2 or 3

*Andelot Professor of Demography and Sociology, Harvard University
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percent per year, the two methods might be chosen indifferently, while for
the stationary population the reserve scheme might be preferable. Since
the span of years between payment and benefit can be up to 35, interest
or population increase could multiply early contributions by a factor as
high as four.

It is a shift from an increasing to a stationary population that we are
now undergoing in the United States. The change had to come sometime,
since nothing can keep rising forever. If we study the table of birth rates
provided by Dr. Hsiao, we see that the peak was reached in 1957 and has
since been falling. More directly relevant is the absolute number of births,
whose peak was reached in 1961. In that year there were 4.3 million
births; by 1973 the number was down 3.1 million. If the births had con-
tinued upward from 1961 to 1973 at a modest 0.7 percent per year, then
we would have had 4.7 million births in 1973, or just 50 percent more
than actually occurred. It is the fact that the survivors among the 3.1 mil-
lion births are going to have to pay pensions of the 4.3 million (or the
shadow 4.7 million) that is causing the trouble now so much discussed.

To find the proportion of covered wages that are required at any time
on pay-as-you-go is much easier than to calculate reserves. All one need
do, in principle, is divide the total pension bill for the given year by the
total wages that are taxable. An index of this that is sufficiently accurate
to show the demographic aspect is found by taking year by year the ratio
of persons over age 65 to persons aged 21 to 65. We should in principle
weight according to wages for the working group, and according to pen-
sion for the older one, but the unweighted ratio of the table shows the
main tendency. It uses the median estimate of the Bureau of the Census
and comes to about the same conclusion as Dr. Hsiao.

Evidently the big jump of the past was during the 1950s, when the
high births of the late nineteenth century, plus the high immigration
around World War I, were factors. Between 1970 and 2000 the rise is
slow. A further very large jump of costs comes in the twenty-first century.
The peak births of 1961 reach pensionable age in 2026, so that at this
time the ratio of pensionables to workers would be at an all-time high and
would subsequently decline slightly. The variation over three~quarters of a
century is great: a doubling between 1950 and 2025.

The situation is that of a chain-letter scheme, in which the first re-
ceivers of the letter faithfully send their dollars in the hope of recouping
later from others, but not enough people can be found to continue the
process. The mathematical analogy between pay-as-you-go and the chain
letter can be elaborated to cover the case where the body of contributors
does not increase fast enough.

Since pensions with actuarial reserves are immune to demographic
changes, why not use them? Two difficulties stand in the way. An actu-
arial reserve scheme makes no provision for those who retire at the start
of the scheme, and inadequate provision for those who are well into their
working careers. These would be an initial one-time expense that no one



Year

1950
1960
1970
1974
1980
1985
1990
2000
2025
2050

PERSONS OF WORKING AND PENSIONABLE AGES

IN THE UNITED STATES, 1950-2050

MEDIAN ESTIMATE

Age
21-64

85,944

92,181
103,939
110,579
122,115
131,495
137,500
148,589
146,645
147,635

Age
65+
(in thousands)

12,397
16,675
20,085
21,815
24,523
26,659
28,933
30,600
45,715
45,805

Percent
65+/21-64

14.42
18.09
19.32
19.73
20.08
20.27
21.04
20.59
31.17
31.03

Source:  Statistical Abstract of the United States, 1975, p. 6.

28



oAToS21 AQ Paan0d (1) —

-03-noA-se-Aed Aq (3] ‘owrayds
(1)3 popeys ‘spred om} o1ul PIPIAT suorsuad Jo §1503

swi

$450D

29



30 FUNDING PENSIONS

wants to face. Secondly, it does not seem possible in the presence of in-
flation so to invest reserve funds as to guarantee a positive real rate of in-
terest. This is a problem that the private insurance companies have strug-
gled with. They know that inflation makes profits in the short run because
interest rates received are quicker to take account of inflation than inter-
est paid out, but they also know that enough inflation would destroy
them in the long run because people would cease to buy insurance or an-
nuities. No insurance company can be sure enough of its investment skills
to offer a contract in real terms, say indexed on consumer prices. Reserve
schemes, private or governmental, cannot be affected by demographic
change, but they are sensitive to changes in the value of money. Pay-as-
you-go is largely proof against inflation, but has demographic troubles.

The main pressure in the United States will come after the end of the
century, with a rise of 50 percent over the years from about 2010 to 2020.
The only thing that could prevent this is a large increase of births before
the year 2000 that would raise the twenty-first century labor force, and
this seems unlikely. The weighted calculation cited by Martin Feldstein
shows the 30 retirees per 100 workers of today rising to 45 per 100 in
2030. This is the same as the 50 percent increase shown in the table from
1974 to 2025.

The Social Security scheme can be seen as a way of borrowing from
future generations, like the national debt. Besides lacking a contractual
character, it differs from the national debt in being five times as large.
Martin Feldstein shows that the scheme reduces private savings: people do
not save as much because they are implicitly promised support by the
next generation when they are old. But at the same time their smaller sav-
ings mean smaller investment than would otherwise occur, so the incomes
of the next generation will be less than with private savings for retirement
or an actuarial reserve scheme, Our children’s having to pay us larger
benefits out of incomes that are smaller than they otherwise would be be-
cause of our failure to save may seem reasonable enough to us. After all,
we paid for their education, which cost $110 billion for the year 1975
alone, or over $1.2 trillion for those with the average of 11 years of
schooling. But with the pensions plus national debt at about $2.4 trillion,
fully twice the cost of schooling, the intergenerational exchange may seem
unfair to those who come after us. '

Since unlike the national debt no legal contract exists between gener-
ations, and the Social Security scheme can be changed at any time and in
any degree by Act of Congress, one wonders whether our attempt to live
off the next generation will ultimately be successful. Whether Congress re-
duces benefits depends on its calculus of the votes of taxpayers versus the
votes of retirees, actual and impending. A scheme that depends on such a
calculus is not the most secure that can be devised.

If this is a correct diagnosis of the Social Security demographic prob-
lem, the solution is perfectly clear. To anticipate future waves in popu-
lation, a reserve is needed large enough to equalize the burden on succes-
sive generations. Suppose that f(t) is the amount of claim on each dollar
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of premium collected, and that it takes on a wave form. Suppose also that
a smooth, very slowly rising exponential f(t) is tangential to its bottom
points. Then the part of the claims constituted by f(t) could be fairly
transferred between generations, by which each would pay for the pre-
ceding. The excess of prospective claims above f(t) should be paid for by
the generation that is going to benefit from them. For this part each co-
hort would build an actuarial reserve to cover itself.

Such a scheme would combine pay-as-you-go for the demographically
stable part with an actuarial reserve for the demographically variable part.
The effect is short of the full reserve, and without more detailed calcu-
lation I cannot say whether it would be one-third of the actuarial reserve
or more or less. But it would have a major effect on the moral claim of
the large cohort to subsequent benefits, and hence on the durability of the
Social Security scheme.



The Social Security Fund
and National Capital Accumulation

Martin Feldstein®

The Social Security program is almost certain to have a major in-
fluence on the Nation’s rate of capital accumulation. For most Americans,
Social Security is the primary form of saving for retirement. As such, the
high and increasing level of Social Security benefits can markedly reduce
personal saving and private capital accumulation; the evidence reviewed
below suggests that this does in fact occur. The Social Security program
also provides the opportunity to offset this reduction in private saving by
developing a substantial Social Security capital fund. Indeed, the long-run
financial problem that Social Security faces because of the Nation’s
changing demographic structure will almost certainly require the accu-
mulation of a significant fund during the period of demographic
transition.

The primary purpose of this paper is to present estimates of the So-
cial Security fund and the associated contributions to national capital ac-
cumulation that would result from alternative tax rates. The analysis
shows that even a transitional Social Security fund, i.e., one that is in-
tended only to permit a constant level tax rate for present and future gen-
erations, makes an important temporary contribution to capital accu-
mulation. The possible permanent contributions of alternative Social
Security capital funds are also analyzed.

To put these simulations into perspective, I shall begin in section 1
with a general discussion of the effect of Social Security on private capital
accumulation. The second section summarizes the long-run financial prob-
lem of Social Security and the role that a Social Security fund could play
in its solution. Section 3 then discusses in more detail the way in which
the accumulation of such a fund might operate and reviews the objections
to a Social Security fund. The simulations of alternative Social Security
funds are presented and discussed in section 4.

*Professor of Economics, Harvard University. The author is grateful to the National
Science Foundation for financial support, to William Hsiao for providing the actuarial es-
timates of future Social Security benefits and covered earnings, and to Anthony Pellechio
for his assistance with the calculations.
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1. Social Security and Saving'

With our current pay-as-you-go method of financing Social Security,
each year’s Social Security tax receipts are paid out as concurrent benefits
and are not accumulated. There is no real investment of Social Security
tax payments, and therefore no interest as such is earned on these com-
pulsory contributions. When we, the current generation of workers, retire,
we will not receive Social Security benefits by drawing down an accu-
mulated fund. Instead, our benefits will be financed by the tax payments
of those who are at work when we retire.

Because of the growing population and rising level of real wages, the
taxes collected in the future will allow us as retirees to receive Social Se-
curity benefits greater in total value than the amount we will have paid in
taxes while we were working. On average, the level of benefits will be
equivalent to receiving a modest real rate of interest on our previous com-
pulsory contributions to Social Security. If there is no further expansion
of coverage or of benefit replacement rates,” future Social Security bene-
fits will on average reflect a real rate of return equal to the rate of growth
of total wage income (i.e., the rate of growth of the labor force plus the
rate of growth of the wage rate). With zero population growth, the im-
plicit real rate of return would be about 2 percent; although this seems
low, it should be remembered that this is a real after-tax rate of return
and therefore about as much as most low-income and middle-income
households have traditionally received from personal savings accounts or
government savings bonds.

For most Americans, the Social Security program is the major form
of saving. Consider, for example, an individual with an income of $10,000
who, in the absence of Social Security, would wish to save 10 percent of
his total income for his old age. With Social Security, such an individual
would not have to do any saving at all for his retirement. He need save
only to buy consumer durables and to have a cash balance for emer-
gencies. Similarly, an individual with an income of $20,000 who, in the
absence of Social Security, would want to save 10 percent of his income
(or $2,000), finds that Social Security now involves compulsory savings of
about $1,600. He would therefore need to save only an additional $400 in-
stead of $2,000.’

"This section draws on Feldstein (1975, 1976a).

*past increases in Social Security benefits were possible in part because new groups
were being added to the covered population. Relatively few workers are now not covered,
and the $15,300 maximum causes the tax base to include all of the earnings of 85 percent of
covered workers. )

*This may be saved directly or through a private pension. Many private pensions are
adjusted for changes in Social Security and provide very different rates of contribution on
incomes above and below the Social Security maximum. This “integration” of Social Se-
curity and private pensions is explicitly recognized in the tax treatment of pensions.
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In 1975, Social Security contributions for old age and survivors’ bene-
fits were $57 billion, or 5.3 percent of disposable personal income,. If indi-
viduals think of these contributions as equivalent to savings and reduce
their own personal savings accordingly, the effect on total savings would
be very substantial. In 1975, total private savmgs including both personal
and corporate saving, were $111 billion.* If Social Security did reduce
savings by $57 billion, the total potential private savings of $168 billion
had been reduced by about 34 percent. If such a reduction in savings oc-
curs every year, the U.S. capital stock would eventually be about 46 per-
cent less than it would otherwise have been.’

Because Social Security taxes are not actually compulsory savings,
but only an exchange of taxes for an implicit promise of future benefits, it
is also useful to look at the likely effect of Social Security on savings in a
quite different way. Instead of considering the Social Security con-
tributions, the individual might focus on his expected benefits. Being cov-
ered by Social Security is like owning an annuity — i.e., a claim on future
annual payments when the individual reaches age 65. Although the indi-
vidual is not guaranteed these benefits by contract and could in principle
be deprived of them by a legislative change, the past experience of the
program and the current legislation suggest not only that benefits will
continue to be paid, but also that they will increase with the general level
of income.® These implicit Social Security annuities are an important part
of each family’s wealth. An individual with such an annuity could reduce
his own private accumulation of wealth — whether held directly or
through private pensions — by an equal amount.

It is therefore interesting to use the total value of these Social Se-
curity annuities as an estimate of the likely effect of Social Security on the
total private stock of real wealth. The total value of these annuities re-
flects the number of workers at each age, their age-specific mortality rates
and the mortality rates of their wives, the rate at which per capita income
can be expected to grow in the future, and the appropriate rate of interest
at which to discount future benefits in evaluating the future annuity bene-
fits. A few years ago I estimated the 1971 value of this Social Security

“The private savings rate in 1975 was relatively high for the postwar period. From 1946
through 1975, the private savings averaged 6.7 percent of GNP; by comparison, in 1975 it
was 7.4 percent.

*This is based on the assumption of a Cobb-Douglas technology with a capital co-
efficient of one-third; this implies that the equilibrium capital stock is proportional to the
saving rate raised to the power 1.5.

®Even before the 1972 Social Security law, benefits were repeatedly raised by ad hoc
~ legislation, so that the ratio of the average basic benefit (i.e., the benefit received by a work-
er with no dependents) to per capita income had fluctuated around 41 percent since the be-
ginning of the Social Security program, with no noticeable trend.
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“wealth” at $2 trillion.” Since the total private wealth of households in
that year was about $3 trillion, the calculation suggests that Social Se-
curity may have reduced the stock of private wealth by about 40 percent
— Le., from $5 trillion of wealth that would exist without Social Security
to the $3 trillion that currently exists. The 40 percent reduction is re-
markably close to the estimate obtained by looking at the reduction in
personal savings that would occur if households viewed Social Security
taxes as an alternative to savings.

Two caveats must be noted at this point. First, while it is clear that
rational individuals who are fortunate enough to have had a basic course
in economics might understand the wealth implied by the Social Security
program, the typical American household might not behave as this theory
predicts. The two preceding calculations showed the extent to which the
Social Security program would reduce private capital if households did
substitute Social Security “wealth” for private savings, but they did not
show that such substitution actually occurs. Second, even if households
are perfectly rational in reducing private wealth accumulation by the value
of their Social Security “wealth,” the effect of Social Security is more
complex than the preceding discussion indicated. As I have noted earlier,
an important effect of the Social Security program (and especially of the
rule that benefits are paid only to those who are effectively retired) is to
induce a higher rate of retirement among older persons. But a higher rate
of retirement will in itself increase the rate at which people choose to
save. A man who plans to continue working until his death need only ac-
cumulate enough wealth to support himself (and any surviving de-
pendents) if he becomes unable to work before he dies. If that same man
is induced to plan to retire at 65, he will want to accumulate sufficient
wealth to provide for this lengthier retirement period. At age 65 a man
now has a life expectancy of more than 13 years. Since Social Security
benefits are substantially less than earnings, the induced retirement is like-
ly to lead to some additional private savings before retirement.

’Feldstein (1974a). This social security “wealth” is not real wealth but only an implicit
promise that the next generation will tax itself to pay the annuities currently specified in the
law. Although there are no tangible assets corresponding to this “wealth,” it is perfectly ra-
tional for households to regard the value of their future Social Security benefits as part of
their personal wealth.

The relative importance of Socia! Security “wealth” has grown very rapidly in the past
two decades. In 1950, Social Security “wealth” was 88 percent of gross national product. A
decade later it had increased to 133 percent of gross national product. Today it is more than
200 percent of gross national product. The impact on capital accumulation is thus more im-
portant than ever before.

The U.S. Treasury recently prepared an estimate of $4 trillion for the unfunded liability
of the Social Security program. Although the financial liability as such is not important, the
$4 trillion is significant as an estimate of the value of Social Security wealth as perceived by
households.
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The net effect of the Social Security program will therefore depend on
the balance between the extra savings due to induced retirement and the
reduced savings due to the replacement of private accumulation by Social
Security “wealth.”® The relative strength of these two effects will, of
course, depend on the magnitude of the increase in retirees due to the So-
cial Security program. In 1929, 45 percent of men over the age of 65 were
retired. By 1971, the retirement rate had increased to 75 percent. Al-
though the higher rate of retirement also reflects higher income, changing
life expectancies, and a different occupational mix, the Social Security
System is probably responsible for some of the increase in retirement.
Nevertheless, it is clear that even if half of the increase in retirement were
attributable to Social Security, the reduction in savings due to the re-
placement of private wealth by Social Security “wealth” is almost certain
to be much greater than the effect on savings of induced retirement,

Evidence is now beginning to accumulate to support this conclusion
about the adverse effect of Social Security on aggregate national savings.
In the first direct test, I examined savings behavior in the United States
from 1929 to 1971 (Feldstein, 1974a). The analysis employed a gener-
alization of the consumption function specification that Ando and Mo-
digliani (1963) had used to test the traditional life-cycle model. I reasoned
that the effect of Social Security was most appropriately represented by
the present actuarial value of the retirement and survivor benefits to
which the current adult population was entitled, i.e., by Social Security
wealth.

The Social Security wealth variable should play the same role in the
aggregate consumption function that is expected of the ordinary “fungible
wealth” variable: a higher level of wealth should increase current con-
sumption and decrease current saving. In addition to this direct effect, the
growth of Social Security wealth should increase retirement and thus
stimulate saving. The coefficient of the Social Security variable should
therefore reflect the net effect of these two influences.

The statistical estimates indicate that Social Security does reduce pri-
vate saving. The estimated marginal propensity to consume Social Se-
curity wealth was generally significantly positive and not significantly dif-
ferent from the coefficient of ordinary wealth. The implied magnitude of
the effect of Social Security on saving is therefore very large. The point
estimate of the coefficient of Social Security wealth indicates that personal
saving in 1971 was approximately halved by Social Security, implying a
reduction in total private saving (including corporate saving) of 38 per-
cent. When the sample was restricted to the period since 1947, the co-
efficients remained quite similar but the standard errors became so large
that the effects of both ordinary wealth and Social Security wealth were

*I have discussed these offsetting effects more formally in Feldstein (1974a, 1976a,
1977b) in the framework of what I have called the extended life-cycle model.
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nsignificant. This evidence thus provides preliminary support for the con-
clusion that Social Security substantially depresses saving, but indicates
the need for research with new bodies of data that can provide more pre-
cise estimates.

The time series data were subsequently analyzed in a number of inter-
esting ways by Munnell (1974a, b). She tested the effect of retirement ex-
plicitly by modifying the consumption function with Social Security
wealth to allow the marginal propensity to consume out of disposable in-
come to vary with the labor force participation of men over 65. Although
this provides a very imperfect measure of the expected future retirement
of current workers, the interaction variable always had the expected sign.
With this method of adjusting for the induced retirement effect of Social
Security on saving, the coefficient of Social Security wealth was closer to
an estimate of the pure wealth substitution effect; Munnell’s coefficient of
Social Security wealth was nearly 50 percent greater than my estimate was
in an equation that did not try to separate the effect of induced retire-
ment. Munnell’s decomposition also permits explicit estimates of the way
in which the Social Security wealth replacement effect and the general in-
crease in retirement have had offsetting effects on aggregate saving: in
1969, according to her estimates, Social Security wealth reduced personal
saving by $54 billion while the greater retirement since 1929 increased sav-
ing by $26 billion.” In interpreting these figures it would of course be
wrong to regard all of the impact of the increased retirement to be the in-
direct induced retirement effect of Social Security. Much of the increased
retirement would no doubt have occurred simply because of higher
incomes, urbanization, the decline of self-employment, the depression,
etc.; a simple extrapolation of the geometric rate of decline in the labor
force participation of older men from 1900 to 1929 can account for nearly
75 percent of the increase in retirement from 1929 to 1969.

A quite different type of evidence supporting the extended life-cycle
model is provided by an analysis of intercountry differences in saving
rates. Modigliani (1970) has shown that the pattern of intercountry differ-
ences in private saving rates is consistent with the predictions of the tradi-
tional life-cycle theory: higher saving rates in countries with higher rates
of economic growth and higher proportions of the population of working
age. To assess the effect of Social Security, Feldstein (1977b) added mea-
sures of retirement behavior (the labor force participation rate of men
over 65 and the life expectancy at age 65) and of the substitution effect of

This calculation is based on the first equation of Table 3, p. 562 of Munnell (1974a). It
differs from Munnell’s estimate which is based on her strange and extremely narrow concept
of “retirement saving” which she defines to include only the increase in the net assets of life
insurance companies and of private and government pension plans; by ignoring most forms
of saving, Munnell greatly underestimates the saving effects of both Social Security wealth
and changing retirement behavior. Her later work (Munnell, 1976a) uses only the more tra-
ditional definition of saving.
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Social Security (the ratio of Social Security benefits per aged person to
average income per capita). The coefficients of these variables had the
predicted signs, were statistically significant in a variety of specifications,
and accounted for a substantial portion of the variation in the saving
rates of the 15 developed countries in the sample. In particular, the co-
efficient of the Social Security variable implied that the average level of
Social Security benefits reduced the saving rate by 4.2 percentage points
or one-third of the average private saving rate; similarly, an increase in
relative Social Security benefits from one standard deviation below the
mean to one standard deviation above reduced the private saving rate by
5.4 percentage points.

This of course reflects only the partial wealth replacement effect of
Social Security since retirement is held constant statistically. However, the
evidence indicates that the wealth replacement effect is much more im-
portant than the induced retirement effect. The net effect of Social Se-
curity implies that the average level of Social Security benefits reduces the
saving rate by 3.5 percentage points, more than four-fifths of the pure
wealth replacement effect.

The use of microeconomic household data to measure the impact of
Social Security is just beginning. Munnell (1976a) analyzed data collected
by the National Longitudinal Survey of the Department of Labor and
studied saving defined as the change in net worth over a three-year peri-
od. She found strong evidence that men aged 45 to 65 substantially reduce
their own saving if they are covered by Social Security or by a private
pension. Her analysis used an extended life-cycle model that explicitly in-
cluded the expected time to retirement and life expectancy after retire-
ment, but there was no specific test of the effect of differences in expected
retirement date. Because Social Security now covers almost everyone (the
exceptions are almost all government employees or railroad workers with
their own pension programs), the estimated effect of Social Security cov-
erage is difficult to interpret. It is reassuring therefore that Munnell finds
that saving is reduced by private pension coverage and varies inversely
with crude estimates of pension benefits and Social Security benefits.

This finding is supported by a new study using different micro-
economic data and a quite different method of analysis. Feldstein and
Pellechio (1977) relate the value of household assets (rather than saving)
to Social Security wealth. The analysis, which uses the 1962 Federal Re-
serve Board Survey of Consumer Finances, finds strong evidence of the
substitution of Social Security wealth for other assets of those nearing re-
tirement age (i.e., those age 55 to 64) although more ambiguous results
for younger persons.

The effect of Social Security on private saving also explains the sur-
prising fact that the concentration of wealth as traditionally measured has
remained stable during the past 50 years in spite of strong economic pres-
sures toward greater equality. Simon Kuznets (1956) calculated that the
top 1 percent of the population received 15.6 percent of disposable income
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in the 1920s but only 7.7 percent in 1946 (the last year of his analysis). Al-
though exactly comparable figures are not available for more recent years,
there is no evidence of an increasing concentration of income and some
evidence that the share received by upper income families has continued
to decline. In contrast, Robert Lampman’s (1962) classic study concluded
that the share of wealth held by the top 2 percent of families varied only
from 32 percent in 1922 to 29 percent in 1953; more recent evidence
shows no decrease in concentration in the 1960s. It seems at first a para-
dox that the concentration of wealth has remained unchanged in spite of
the reduced concentration of income and the rapid increase in estate and
gift tax rates. The paradox is easily resolved, however, by recognizing that
the vast majority of middle-income and lower-income households have
substituted Social Security wealth for ordinary fungible wealth. I used the
1962 Federal Reserve Board Survey of Consumer Finances to compare
the distribution of fungible wealth (i.e., excluding Social Security) with
the distribution of total wealth including a detailed estimate of each fami-
Iy’s Social Security wealth (Feldstein, 1976c). The results show that the
distribution of total wealth is much less concentrated than the distribution
of fungible wealth and has therefore become much more equal during the
past half century. For example, the top 1 percent of families with a head
between 35 and 64 years old owned 28.4 percent of fungible wealth but
only 18.9 percent of total wealth,

Finally, the expected impact of Social Security is supported by the
general aggregate evidence on the long-term trend in net capital accu-
mulation. Kuznets (1961) reported that the ratio of net capital formation
to net national product averaged 12 percent during the 60 years ending in
1928.° In the 30 years since World War II, the ratio of net cap1tal for-
mation to net national product has averaged only 7.7 percent.!’ While this
fall in the net saving rate no doubt reflects a great many changes in the
Nation in the past 50 years,'” it is certainly consxstent with the view that
Social Security has reduced real capital accumulation.”

With less capital accumulation, there is a lower level of productivity
and therefore a lower national income. The parameter estimates in my

“"More specifically: 1869-1878, 12.5 percent; 1879-1888, 12.1 percent; 1889-1898, 13.2
percent; 1899-1908, 12.9 percent; 1909-1918, 10.4 percent; 1919-1928, 10.1 percent.

"See Feldstein (1977¢) for a description of these data and a more detailed analysis.
Government deficits decreased the postwar rate of net capital accumulation, but by less than
I percent of net national product.

2As Kuznets has written: “The general answer to the question as to why savings-in-
come ratios failed to rise with the secular rise in real income per capita is quite simple: be-
cause the whole pattern of economic and social life changed.” (Kuznets, 1952, p. 522)

"The fall in the gross saving rate has been much less sharp but is clearly perceptible in
the data: a fall from more than 20 percent before the depression to less than 16 percent in
the postwar period. See my discussion of this evidence and of the study by David and
Scadding (1974) in Feldstein (1977¢), part 1.
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study of U.S, time series data implied that Social Security would eventu-
ally reduce the U.S. capital stock by some 40 percent of what it would
otherwise have been. If the Nation’s capital stock is now 30 percent lower
because of Social Security, natlonal income is reduced by about 1! per-
cent or, for 1975, $165 billion.”* To put this number in perspective, note
that $165 billion was nearly one-fifth of total consumer spending and
nearly equal to all of gross private domestic investment. Viewed somewhat
differently, $165 billion is $750 per person or more than $2,000 per fami-
ly. Let me emphasize that this reflects the pay-as-you-go nature of the So-
cial Security System and not Social Security as such.

The important effect of the reduction is not however the fall in in-
come or wage rates. The reduction in national wellbeing comes from fore-
going the opportunity to invest in real capital with a rate of return to the
Nation of 12 percent and substltutmg instead a very low-yielding implicit
intergenerational contract.’

2. Social Security’s Long- Run Financial Problem

Although the effect of Social Security on the Nation’s rate of capital
accumulation mlght unwisely, be ignored, there are financial problems
that must be faced.'® In the near future, it will be necessary to correct the
“double mdexmg of benefits to inflation that was erroneously 1ntroduced
in 1972" and to raise taxes by enough to eliminate the current deficit;'®
order to discuss the future sensibly, I will assume that both of these short-
run problems are solved. It is on the remaining long-term financial prob-
lem that I will concentrate.

"The calculation assumes a Cobb-Douglas technology with a capital coefficient of one-
third.

"The nature of the welfare loss is discussed in some detail in Feldstein (1977¢c, section
11B). See also Feldstein (1977a).

*The issues discussed in this section are dealt with more fully in official reports by
Board of Trustees of the Federal Old-Age and Survivors Insurance and Disability Insurance
Trust Funds (1976), Consultant Panel on Social Security (1976) and Quadriennial Advisory
Council of Social Security (1975) and in unofficial studies by Feldstein (1975, 1977d), Ka-
plan (1976), and Munnell (1976b).

""While adjusting benefits and taxable wages for inflation is clearly a good idea, it is
generally agreed that the method used was technically wrong. It makes real benefits and
taxes hypersensitve to inflation. As far as I know, all Social Security experts believe that the
current method of indexing should. be corrected.

"®This is perhaps an appropriate point to stress that the popular concern about the pos-
sible bankruptcy of Social Security is based on a fundamental misunderstanding. It is true
that the Social Security System has a trust fund of only about $40 billion and obligations of
about $4,000 billion; by the conventional standards used to determine the actuarial sound-
ness of private pension programs, Social Security would be judged bankrupt. But this anal-
ogy of Social Security to private pension programs is totally misleading. There is no eco-
nomic reason why Social Security should ever be bankrupt. The government’s power to tax
is its power to meet the obligations of Social Security to future beneficiaries. As long as the
voters support the Social Security System, it will be able to pay the benefits that it promises.



Table 1
TAX RATES TO FINANCE CONCURRENT BENEFITS

Benefits Benefits

Based on Based on
Years Wage Indexing’ Price Indexing'
1976-1980 10.74 10.70
1981-1990 11.19 10.49
1991-2000 12.25 10.28
2001-2010 12.80 9.85
2011-2020 15.00 10.76
2021-2030 17.99 12.20
2031-2040 18.99 12.10
2041-2050 18.76 11.51

'“Wage indexing” refers to the method of inflation adjustment pro-
posed in Department of Health, Education and Welfare (1976), while
“price indexing” refers to the method of adjustment proposed by the Con-
sultant Panel (1976).

Source: Estimates of benefits and taxable wages were prepared by the So-
cial Security actuaries for the Board of Trustees 1976 Report and
for the Consultant Panel.
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The problem and its causes can be summarized very briefly. To main-
tain the current structure of benefits and the pay-as-you-go method of fi-
nance would require the Social Security tax rate to double over the next
50 years. This is a result of the changing demographic structure of the
population and the maturing of the Social Security program. A short ex-
planation of each is in order.

The birth rate has dropped dramatically since 1960 at every age level.
The total fertility rate, i.e., the average number of babies born per woman
in her lifetime, remained above 3.0 from 1947 to 1964 and then declined
sharply and continuously to less than 2.0 today. A rate of 2.1 is required
just to maintain the population at its current size over the long run. Even
if the fertility rate were to rise immediately to this zero population growth
value of 2.1, the demographic structure of the population would still
change markedly over the next 60 years because of the demographic swing
from baby boom to baby slump that has already occurred.

Today there are 30 retirees per 100 workers. The Social Security actu-
aries now estimate that even if the fertility rate were to rise rapidly to the
zero population growth rate of 2.1, there will be 45 retirees per 100 work-
ers in the year 2030. If the current pattern of benefit replacement ratios
(i.e., the ratio of benefits to previous earnings) is to be maintained, the
tax rate would also have to rise by 50 percent, from 11 percent to more
than 16 percent.”” Although this simple proportionality is only an approx-
imation of the more complex calculation that will be examined in section
4 below, it does illustrate the powerful effect of the changing demographic
structure.

The maturing of the Social Security program is important because it
implies that the high implicit “rate of return” that retirees have, until now,
received on the taxes that they paid will be very much lower for those
who retire in the future. Although it is still not understood by the general
public, readers of this paper know that the secret of Social Security’s abil-
ity to pay back more in benefits than the retirees (and their employers)
previously paid in taxes is not the productivity of capital investment but
the growth of real Social Security tax revenue. Its rapid growth for the
past 30 years has had four separate sources: the rise in average weekly
earnings, the growth of the labor force, the expansmn of Social Security
coverage and the fivefold increase in the tax rate.”’ Although real wage
rates will continue to rise, none of the other sources of tax revenue
growth can continue to expand as they have in the past. When the tax

"The 11 percent rate is the total rate required to finance the 1976 benefits for old age,
survivors and disability insurance. The 9.9 percent combined rate paid by employers and em-
ployees represents a deficit level. An additional 1.8 percent is paid for health insurance. I
shall always refer to the combined employee-employer rate.

**The tax rate has increased from 2 percent in 1937-49 to 9.9 percent today with an ad-
ditional 1.8 percent for health benefits.
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rate, the coverage and the population have stabilized, the “rate of return”
that participants earn on their Social Security contributions ‘will be lim-
ited to the growth rate of real wages, at most about 2 percent per year.

The financial consequences of the demographic change and of the ma-
turing of the system can be summarized by the changes in the tax rate re-
quired to finance each future year’s benefits on a concurrent basis. For
this purpose, I assume that the current faulty method of indexing is cor-
rected in the way proposed by the Department of Health, Education, and
Welfare (1976). The HEW proposal bases benefits on previous relative
wages and thus makes the ratio of the retiree’s benefits to his previous
earnings depend on his previous relative position in the distribution of
earnings and not directly on his previous real income. The importance of
“wage indexing” instead of price indexing is discussed below. The tax
rates required to finance future benefits are shown in the first column of
Table 1. Decade averages are presented for the entire period for which
Social Security Administration actuarial estimates have been prepared.

The projected tax rate rises from the current value of 9.9 percent to
more than 19 percent in the decade 2031-40. Even 35 years from now, the
projected rate already reaches 15 percent. By promising the current struc-
ture of benefits and by relying on pay-as-you-go financing we are trying
to impose these very high tax rates on future generations of workers and
taxpayers. There is a serious moral question of whether we have the right
to impose such a burden on future generations. There is also the im-
portant practical problem that those future generations may reject the
“obligation” to pay a higher tax rate than we ourselves are willing to pay.
The marked fall in the “rate of return” that I noted above will make So-
cial Security less of a “good deal” for participants than it was in the past
and will thereby reduce political support for a large Social Security pro-
gram. When labor and management see that they can get a much higher
return from private pension plans, their support for Social Security will
turn to pressure for a reduced program that concentrates on providing a
more minimal level of benefits. In short, planning for a sharp increase in
tax rates courts the danger that future retirees will not receive the benefits
that they had anticipated.

A second important problem with high future tax rates is that, to the
extent that they actually occur, they raise the overall marginal tax rate
(including income and sales tax) of middle-income and low-income house-
holds. The higher Social Security tax rate thus exacerbates the distortions
and disincentives already produced by our current tax system. A specific
example will illustrate this point. A family of four in Massachusetts with
earnings of $12,000 in 1976 currently pays a combined marginal tax rate
of about 36 percent on any extra earnings. This is equivalent to paying an
extra $56 in taxes for an extra $100 in after-tax consumption. A 10 per-
cent increase in the Social Security tax would raise the marginal tax rate
to about 46 percent, implying an extra $85 in taxes for each extra $100 in



44 FUNDING PENSIONS

after-tax consumption. Such high tax rates would undoubtedly have sub-
stantial dxstortmg effects on work effort, job choice, etc.’

The sharp increase in tax rates 1mphed by the HEW proposal is un-
desirable and is in fact unneceszary. There are two alternative policies that
eliminate the need for such a future increase: developing a Social Security
fund and modifying the method of inflation adjustment to make benefits
depend on real wages rather than relative wages. Both are good ideas and
both might be done together. The next section will discuss some of the al-
ternative ways of developing a Social Security fund. The current section
will now conclude by describing the method of price indexing recently
proposed by the Consultant Panel on Social Security (1976) in its report
for the U.S. Senate Committee on Finance and the U.S. House Commit-
tee on Ways and Means.

The essential feature of their proposal is to make future benefits and
replacement ratios depend on the previous real income rather than the rel-
ative income of the retirees. This is done by using earnings that are index-
ed by the price level during the earnings period for the purpose of com-
puting benefits. The mechanics of this method are less important for the
current discussion than the reason for and the effect of relating benefits to
real earnings. It has always been a principle of Social Security that indi-
viduals with higher lifetime average earnings and contributions should re-
ceive higher benefits. It has also been a principle that the replacement ra-
tio (i.e., the ratio of benefits to preretirement earnings) should decline
with income. For example, a new retiree in 1976 who has always had me-
dian earnings (now $8,500) and who has a dependent wife will get benefits
that replace 69 percent of his previous gross wage. In contrast, someone
who has always had maximum earnings (now $15,300) will get a lower re-
placement, about 45 percent including the dependent’s benefit. Thirty
years from now, a man who has had median earnings all his life will be
earning about $15,500 (measured in the prices of 1976). With this in-
creased income it would not be appropriate to continue the 69 percent re-
placement rate currently given to the median worker with a dependent.’
This would produce a benefit of nearly $11,000. It would be more appro-
priate to recognize that a lower replacement rate is appropriate at that
higher real income. With the 45 percent replacement currently paid to
someone with that real income level, tax-free benefits would be $7,000 a
year.

2IThe effect depends not merely on the tax but on the perceived link between taxes and
benefits. A greater perceived redistribution and a lower perceived rate of return increase the
adverse incentive effects of the high Social Security payroll tax; see Feldstein (1977e).

ZContinuing the current replacement rates at each level of relative income is a char-
acteristic of the HEW proposal. The choice between the two proposals can be regarded as
essentially a choice between making replacement ratios depend on relative income versus real
income.
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Using the price indexing method to relate benefits to real income
would make aggregate benefits rise much more slowly in the future than
they would with the relative income method of wage indexing. The es-
timated tax rates required to finance the concurrent year's benefits are
shown in column 2 of Table 1. They rise to a maximum of only slightly
more than 12 percent m comparnson to the 19 percent required for the
wage indexing method.” These lower tax rates obv1ously entail lower
benefit levels and therefore arouse political opposition from those who
oppose any reductions in benefits. A comparison of columns 1 and 2 sug-
gests that someone who is now 40 will save relatively little in taxes during
the next 25 working years if price indexing (column 2) is adopted instead
of wage indexing (column 1) but would receive substantially lower bene-
fits during the retirement years that follow. For those already retired in
1976, the lower tax rates permit no personal saving while the lower bene-
fits are seen as a personal cost. The political outcome may therefore force
us to think about financing the wage-indexed benefits associated with col-
umn 1 or, at best, some compromise between columns 1 and 2.

Even if column 2 type pure price indexing did become the rule, there
would still be the need for rates to increase by about one-fourth of the
current 9.9 percent to compensate for the increased ratio of retirees to
workers. Moreover, Table 1 is based on the optimistic assumption that
product1v1ty and real wages will contrlve to rise at 2 percent a year. If
that increase is limited to 1.75 percent,* the tax required with price index-
ing would rise to 13.1 percent instead of 12.2 percent and with wage
indexing to 19.9 percent instead of 19 percent. A continued reliance on
pure pay-as-you-go financing inevitably entails a substantial increase in
the tax rate at some time in the future.

3. Accumulating a Social Security Fund

To eliminate our dependence on a large tax increase self-imposed by
future voters, we should begin now to accumulate a fund in anticipation
of the demographic bulge ahead. We can do this by raising taxes our-
selves during the next decade by more than is required to finance the con-
current benefits. This would yield a surplus that could be invested to de-
velop a Social Security fund.

Although there are many possible ways of developing a Social Se-
curity fund, the basic principle in all of them would be quite simple: the
fund would invest the Social Security tax receipts in excess of benefits in

2] believe that this price indexing method also has other valuable features that are not
relevant for the issue at hand; these are discussed in Consultant Panel (1976) and Feldstein
(1977d).

2 Average real weekly earnings before tax have grown during the past 25 years at an
annual rate of 1.3 percent; if we disregard the recession of 1974 and 1975, the 23-year
growth rate was 1.7 percent.
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previously outstanding government debt by purchasing government bonds
from private investors. The net interest received by the Social Security
fund would also be reinvested by purchasing such existing privately held
government debt. When the demographic buige finally arrives, the fund
could be run down by paying benefits in excess of tax receipts.

A crucial feature of the fund proposal is that the annual surplus (i.e.,
the excess of taxes and fund income over benefits paid) should be invested
in existing government debt held by the public and not merely used as a
method of allowing the government to increase its deficit and issue new
debt. By investing only in previously outstanding debt, the Social Security
fund induces portfolio investors to substitute new private securities for the
government debt that they have sold. In this way, the accumulation of
government debt by the Social Security fund can lead to the accumulation
of an equal amount of real capital owned by private investors. The Social
Security fund therefore not only mitigates the long-term financial problem
but also offsets the adverse effect of Social Security on private capital
accumulation.”

Recognizing this role of a Social Security fund in offsetting the fall in
private saving suggests that the appropriate size of the Social Security
fund might be more ambitious than is required merely to get through the
demographic bulge without an extra increase in the tax rate. The next sec-
tion examines three alternative goals for a Social Security fund, ranging
from just financing the demographic bulge to accumulating a significant
permanent capital fund and finally to accumulating a fund that is large
enough to endow the future financing of Social Security benefits. Any of
these fund plans would be desirable as an offset to the low rate of capital
accumulation and as a way of avoiding the dependence on a sharp future
increase in taxes.”® The next section analyzes the financial and capital ac-
cumulation implications of all three alternatives.

I have already stressed the fact that although the Social Security fund
is invested in government debt, it has the indirect effect of adding to the
Nation’s real capital investment. The return that society earns on this ad-
ditional saving is substantially higher than the real interest rate paid on
government debt. Long-term government bonds now pay a nominal inter-
est rate of 7 percent. An optimistic inflation forecast of 4 percent for the
same horizon implies a real financial yield on government debt of only 3
percent. By contrast, additional investment in the corporate sector capital

*In this discussion and everywhere else in the current paper, I assume that full employ-
ment is maintained. In particular, I assume that investment will rise to absorb extra savings,
perhaps with the help of more favorable tax policies for investment income. I recognize that
a large sudden increase or decrease in saving would have unsettling short-run effects and
that any major change in the saving rate should therefore be accompanied by an appropriate
mix of monetary and tax policy during the period of transition.

I do not want to discuss here the explicit welfare economics of why a Social Security
fund would be desirable or, equivalently, why it would be desirable to increase capital accu-
mulation by a government surplus. See however, my comments in Feldstein (1977c¢, part I).
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stock yields a pretax return to the Nation of about 12 percent.”’ The So-
cial Security fund might be operated to reflect this high national yield by
a direct subsidy from general tax revenue to the fund in proportion to the
interest that the fund receives on its portfolio of government bonds. The
next section examines three of the many possible rules for imputing the
national benefits of extra investment to the Social Security fund and of
adjusting the tax rules accordingly.

Before looking at these return-reinvestment rules and their im-
plications in detail, I would like to consider briefly the objections that 1
have heard in response to the general idea of any Social Security fund. I
will discuss the five arguments that I have heard most frequently:

1. It is often alleged that accumulating a Social Security fund would
not add to real capital accumulation. Nancy Teeters, now a senior Con-
gressional Budget analyst, provides a very clear statement of this view:

A private pension plan can transfer resources over time for the
individual by currently investing in productive capital that
produces real income in the future, whereas the social security
surpluses are invested in government securities. The interest on
those government securities is a government expenditure that
must be financed from current revenues. Creating near-term
surpluses to build up large trust funds that will generate large
interest payments in the future does not reduce the burden of
supporting the dependent population in the year that it occurs.
The existence of large trust funds only determines whether the
cash-benefits program is going to be financed out of payroll
taxes or out of general revenues used to pay the interest on the
securities held by the trust fund.

There are two common and crucial errors in this paragraph. Consider
what actually happens when the Social Security program has a surplus
with which it buys outstanding government securities on the open market.
First, the future interest payments on that debt are paid to the Social Se-
curity program instead of to the private individuals who previously owned
the government bonds. Therefore, contrary to the implication of Dr. Tee-
ters’ statement, there is no need for additional taxation to make extra in-
terest payments. And the Social Security program has interest income that
permits it to lower the payroll tax and yet still provide the same level of
benefits. The burden on the future generation of taxpayers is thus lighter.
Second, the private individuals who originally sold their government
bonds to the Social Security fund will invest the proceeds in private bonds
and stocks. This additional demand for private securities will increase the

Y’See Feldstein and Summers (1977) for an analysis of the evidence on the rate of re-
turn in the postwar period. Unlike Nordhaus (1974), we find no indication of a secular de-
cline in the rate of return. See also the summary in Feldstein (1977a).
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funds available for private investment, and extra private investment in-
creases the real capital stock and raises future income. In this very real
sense, a Social Security trust fund can transfer resources over time and re-
duce the tax burden on future generations.”

2. There is still a vestige of the early Keynesian fears that a Social Se-
curity surplus would produce excess savings and serious recession.” These
concerns have inappropriately been carried from the Great Depression
into the present decade. Now our capital market would have no difficulty
in adjusting to an increasing rate of savings. With more capital available
for investment, the cost of capital would fall; firms would introduce more
capital-intensive technigues of production, and would provide more good
jobs in capital-intensive industries. There is no reason why the United
States cannot absorb savings at the same high rates that other developed
countries can,

3. Some who would otherwise favor an increase in capital accu-
mulation fear the excessive interference of a Social Security fund with the
private economy. There would be grounds for such concern if the accu-
mulation of a Social Security fund required ownership of physical capital
or equity shares in private companies; however, such investments are not
necessary. There is currently more than $500 billion of privately held gov-
ernment debt (including the debt of state and local governments) and
more than $200 billion of additional bonds issued or guaranteed by gov-
ernment agencies. Private mortgages and corporate bonds might provide
further means for channeling funds to the private capital market without
becoming involved in management or equity ownership.

4. Accumulating a surplus in the near term requires raising the Social
Security tax rate. This is seen by some as unfair or excessively bur-
densome. It must be remembered, however, that the Social Security tax is
already scheduled to increase substantially in the future in order to deal
with the changing demographic structure of the population. By raising the
tax rate now, the eventual total increase can be reduced, since the interest
income of the Social Security fund will be available to pay part of the
cost of future benefits. If we do not raise the tax rate now, we will be pla-
cing an unfair burden on the next generation — asking them to pay a
much higher tax rate to support us than the rate we charged ourselves.
And if they refuse to shoulder this burden, and to tax themselves more
heavily than we are now taxing ourselves, the benefits that we receive will
be very much smaller than we now expect.

If some portion of these extra private funds is invested abroad or replaces foreign in-
vestment in the United States, the social rate of return on them may be lower than other-
wise. This occurs when a foreign government collects part of the return in its business in-
come tax, or when the United States loses corporate tax receipts on displaced foreign
investment. But the additional investment still transfers resources over time in a productive
way and thus alleviates the burden on future generations.

?In 1941, Seymour Harris, one of the pioneer Keynesians in America, praised the abili-
ty of the Social Security program to reduce total saving.
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5. Finally, there are some critics who object to lodging such a fund in
the Social Security agency rather than in the Treasury or in some other
government department. I recognize that there is no compelling economic
logic for assigning this responsiblity to Social Security. But historically
and politically, the Social Security System has been viewed as a substitute
for private savings and private pensions. The Social Security agency is
therefore the natural place in the government structure in which to locate
a public savings or pension fund. Adding to the already existing Social
Security fund should raise none of the ideological or political objections
that might be aroused by the creation of a new government investment
agency. It is not just coincidence that in other countries the ownership of
a large public capital fund has been specifically vested in the Social Se-
curity agency.

4. Simulating the Development of Alternative Social Security Funds

When 1 first started writing about this subject, I thought of a sub-
stantial Social Security fund as an economically wise but politically un-
likely goal. In contrast, 1 now believe that some such Social Security fund
will become a reality because of the financial pressures on the Social Se-
curity program and that its political support will probably be quite un-
related to its economic wisdom. A fund will permit dealing with the de-
mographic bulge without a sudden shift in the tax rate. Our sense of
fairness requires that the next generation not be asked to pay a higher tax
to support us than we have been prepared to pay to finance the same re-
placement rates. Our sense of prudence should reinforce this decision not
to depend on the willingness of others to raise their own taxes. If these
considerations lead to a level tax rate, they will in turn entail the develop-
ment of a Social Security fund.’’

This section presents summary descriptions of simulations of the
development of alternative Social Security funds. The simulations indicate
the level tax rates required to achieve each of the three alternative fund
goals that I mentioned above. In discussing the simulation results, I shall
emphasize the contribution of the fund to the capital stock and to nation-
al saving. It is useful to begin by describing the features that are common
to all of the simulations; the nature of the differences among the sim-
ulations will then be outlined.

“The Consultant Panel suggests coupling its price indexing proposal with a constant

level tax rate of 10.3 percent. Although this involves a deficit in the short run, there is a sur-
plus starting in the year 1996 which causes the Social Security fund to grow until the decade
beginning 2010. The fund is then depleted by the demographic bulge and is actually ex-
hausted before the year 2030. The HEW proposal calls for a level 10.5 percent tax rate until
the year 2010 followed by a level 12.5 percent rate; such financing is at best hypothetical
since the fund would in fact be exhausted before 1990.
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All of the simulations are based on forecasts of benefits and of tax-
able Payroll prepared by the actuaries of the Social Security Administra-
tion.” These forecasts entail a whole range of specific assumptions about
the size of the future population, the rise in real wages, the rates of future
labor force participation and retirement, etc. Projecting such variables for
75 years into the future provides ample scope for error. Perhaps the most
that can be said is that these figures provide a convenient framework and
are regarded by the Federal Government as the best that can be done with
available information. Because the proposals that are examined here ad-
just for changes in the price level (or nominal wage level), the results are
not affected by errors in the forecast of future inflation rates; only the
growth of real wages really matters. The simulations assumed that real
wages rise at 2 percent.”” The age specific fertility rates are projected to
rise rather rapidly to a total fertility rate of 2.1, the rate required for zero
population growth; the detailed forecasts of population growth of course
reflect the existing demographic structure. Separate analyses are presented
for the “wage indexed benefits” proposal of HEW and the “price indexed
benefits” proposal of the Consultant Panel. The same taxable wages are
projected for both proposals on the assumption that the maximum tax-
able wage will increase through time to maintain the current standard that
85 percent of workers earn less than the maximum.

The growth of a Social Security fund and its effect on national sav-
ings depend on the rate of return earned by the fund and on the tax pol-
icy pursued in achieving the development of the fund. As I indicated
above, there is a wide range of alternative possibilities and the three that
are examined here should be regarded as illustrative of this wide range. In
each of the examples I assume that the real return to society on additional
capital accumulation is 12 percent. 1 also assume that government bonds
pay a nominal interest rate of 7 percent and that there is a constant 4 per-
cent rate of inflation. The three examples differ in the rules that determine
how much of the 12 percent real national return accrues to the fund and
therefore in how much of the 12 percent return is reinvested in additional
net capital accumulation.

Consider first what I will refer to as the “Low Return-Reinvestment
Rule.” This rule has two basic features: (1) the fund gets only the 3 per-
cent real return on government debt and (2) the remainder of the extra
national return is used to finance private and public consumption. The
second “reinvestment” part of the rule is really a separate assumption and
does not follow from the first. In principle, the reinvestment could be
greater if some of the remainder were also invested. I shall assume, as a

"'These forecasts were used by the Trustees of the Federal Old-Age and Survivors In-
surance and Disability Insurance Trust Funds and by the Consultant Panel in its report.

*The actual calculations are based on money wage increases of 6 percent and price
level increases of 4 percent.
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reasonable but conservative approximation, that reinvestment is limited to
the return paid to the fund. It may be helpful to explain how the low re-
turn-reinvestment rule might work in practice. This is important primarily
as a basis for comparison with other rules.

It begins when a $1 excess of Social Security tax receipts over bene-
fits is received by the Social Security fund and invested in previously out-
standing government debt. The $1 that the private investor receives for his
government bond is then mvested in new private securities and finances
an extra $1 of private investment.” The national return on this additional
investment at 12 percent is equivalent to 12 cents a year, If all extra pri-
vate investment income is consumed and all extra income tax receipts are
used to finance either public consumption or tax cuts that yield equal pri-
vate consumption, only 3 cents of the 9 cents will be reinvested as re-
quired by the “low reinvestment rule.” This result will obviously be inde-
pendent of the division between taxes and net private investor income.
For example, if the relevant marginal personal and corporate income tax
rates are 30 percent and 48 percent and if half of net corporate profits are
retained and escape all further tax, an additional 12 cents of corporate in-
come pays 6.7 cents of additional tax. Transferring the government bond
with its 7 percent nominal yield from the private investor to the fund re-
duces tax revenue by 30 percent of 7 cents or 2.1 cents. Net tax col-
lections therefore rise by 4.6 cents. The private investor now has 12 cents
of corporate income before tax or 5.3 cents after tax in place of the 0.9
cent real net income that he prevxously received on, hiS dollar of gov-
ernment debt. His net income is higher by 4.4 cents.® The total net re-
ceipts of the tax collector and the investor have therefore increased 9.0
cents and by assumption are used to finance consumption. Only the re-
maining 3 percent that the fund receives is reinvested by an additional
purchase of debt by the fund.

The development of the Social Security fund with the low return and
reinvestment rule is given by:

(4-1) F =L — By + T +0.03[E 1 +0.5(T; - By)]

In words, the value of the fund at the end of period s (Fy) is equal to its
value at the end of the previous year (Fg1) minus the benefits paid during
the year (Bg) plus the taxes collected during the year (Tg) and the 3 per-
cent “interest” received on the sum of the previous fund and the average
surplus accumulated during the year.

*The analysis would require little modification if the government invested directly in
private bonds or mortgages.

*Note that this is an increase in real income as conventionally measured but not neces-
sarily in well-being because the investor now owns an asset with greater perceived riskiness.
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This laborious description of the simple “low rule” case should make
it easier to understand the “high return-reinvestment rule” case. The basic
principle of this rule is that the fund should get the full national return on
the extra investment that it generates. This is again combined with the as-
sumption that all incremental private and public funds are used to finance
consumption. The result is that the fund earns 12 percent on its in-
vestments and all of this represents reinvestment. To achieve this the gov-
ernment matches the real interest earned by the fund in a ratio of 3 to 1
with the matching dollars coming from general revenue. In the previous
“low return and reinvestment rule” case, private investors receive an addi-
tional 4.4 cents of real income when the fund accumulates $1. If the gov-
ernment taxes this away and adds it to the 4.6 cents of extra revenue that
it receives with fixed tax rates, it has the 9 cents of general revenue re-
quired for the three-to-one matching ratio. By such a proportional match-
ing method of subsidy, the fund gets the entire 12 percent national return.
The fund therefore evolves according to (4-2)

(4-2) Fg=E | — B+ T +0.12[F | +0.5(T — B)] .

The low and high rules represent possible extremes. Both are difficult
to defend in practice. The high rule is unfair to private investors who vol-
untarily exchange government bonds for higher yielding but riskier corpo-
rate securities and then have all of the “risk premium” taxed away. Sim-
ilarly, the low rule is unfair to Social Security taxpayers because all of the
extra income taxes generated because of the Social Security fund accrue
as general tax relief or general public consumption. One compromise sug-
gested by these considerations is to leave private investors with the extra
yield that they receive as compensation for substituting private assets for
government debt while using all of the automatic extra tax revenue to
subsidize the fund interest. This would add 4.4 cents to make the fund’s
total real yield 7.4 percent. This is only one of several possible ways of
compromising between the extreme of the low and high options. The third
set of simulations assumes instead a 6 percent real rate of return (half of
the national real return on investment) and an equal reinvestment rate.

Each simulation considers the consequences of a particular Social Se-
curity payroll tax rate on the development of the Social Security fund and
on the annual rates of national saving. Tax receipts (Ts) are the product
of the assumed level tax rate (t) and the taxable wage base (Ws) projected
by the Social Security actuaries. The benefits are all taken to be the
values prOJected by the Social Security actuaries for the HEW, wage
indexing plan (Bs) or the Consultant Panel price indexing plan (Bs\ Al-
though an immediate change to a new permanent and higher rate is less
likely than a gradual adjustment over several years, the level tax rate as-
sumption captures the essential feature of the change without requiring an
arbitrary specification of the path of adjustment. The use of a single level
rate in the simulation also serves to emphasize the notion of a common
tax rate imposed on successive generations of taxpayers.
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As I noted in section 3, a Social Security fund can be developed to
make a permanent contribution to capital accumulation or merely to de-
velop enough capital temporarily to permit the financing of the de-
mographic bulge without a future increase in the tax rate. Table 2
presents results for the second rather modest goal, defined here as accu-
mulating enough reserves so that their depletion by the population bulge
still leaves a fund approximately equal to one year's benefits in 2050, the
terminal year of the simulation. This is referred to in the title of the table

a “terminal fund for transactions only.” Table 2 presents the relevant
analysis for the HEW wage indexing proposal and Table 3 for the cor-
responding price indexing proposal.

A detailed examination of the 6 percent “medium reinvestment and
return rule” of Table 2 is interesting in itself and will indicate how this
and subsequent tables are to be interpreted. Recall first that with this
“wage indexing” proposal the tax rate would have to rise to 19 percent if
projected benefits are to be financed on a pay-as-you-go basis. In con-
trast, the current simulation shows that a level tax rate of 12.7 starting in
1977 is sufficient to finance future benefits if the fund earns a moderate 6
percent real yield. Column 1| shows that the fund in the final simulation
year (2050) is 84 percent of benefits in that year. The fund starts at its
current value of about half of annual benefits and grows to 3.14 times
benefits by 1990 and to 6.15 times benefits in 2020 before being reduced
to its terminal value. Column 2 shows that in 2020 the fund is equxvalent
to 44 percent of the currently projected value of gross national product;’
the Social Security fund would therefore increase the capital stock by
about 15 percent.

The implications for the flow of net national saving are shown in col-
umns 3 and 4. Column 3 compares the annual current surplus of Social
Security taxes minus benefits to the projected GNP.*® In 1990, tax receipts
would exceed benefits by 0.4 percent of GNP. Column 4 adds the savings
out of the “interest” that the Social Security fund earns to the “current ac-
count” surplus of column 3; the total addition to national saving in 1990
is a very significant 1.3 percent.’’ By the year 2020, taxes are substantially
less than benefits; the current account deficit is 1.6 percent of GNP (col-
umn 3). But the earnings of the fund are so large that the overall con-
tribution to national saving is still positive and nearly 1 percent of GNP.
Only in the final decades of the program is the fund being depleted and
national saving being depressed; the net dissaving rate is 2.2 percent of
GNP in 2050.

**The comparison is to the GNP that could be expected without the extra capital pro-
vided by the fund itself. The ratio to actual GNP would therefore be somewhat smaller.

**See the previous footnote.

The corresponding net saving rate has averaged less than 8 percent during the postwar
period.
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Note that even with a low yield of only 3 percent it is still possibie to
finance the next 75 years' benefits with a level tax rate of 14.4 percent. If
instead the Social Security fund can capture the entire 12 percent real
national yield, the level tax rate need only be 11.1 percent. In any case,
the very high tax rates of 18 and 19 percent that would be required with
pay-as-you-go financing can be avoided during the next 75 years with a
Social Security fund accumulated with a relatively modest level rate of
tax.

Table 3 presents a parallel analysis for the price indexing proposal of
the Consultant Panel instead of the HEW wage indexing proposal. Be-
cause real future benefits rise more slowly with price indexing, the level
tax rate required to finance future benefits is smaller. For example, sim-
ulations of the “medium reinvestment and return rule” with a 6 percent
yield indicate that a level tax rate of only 10.45 percent is sufficient with
price indexing while 12.7 percent was required for the wage indexing pro-
posal. The transitional fund is also smaller, less than three times benefits
in 2020 in comparison to 6.15 times benefits with the wage indexing plan.
It also follows that the contribution to net savings is relatively small.

The simulations of Tables 2 and 3 involve the modest goal of fi-
nancing the next 75 years’ benefits with a level tax rate and ending the pe-
riod with a fund equal to about one year’s benefits. In general, this means
that the fund is being depleted rapldly in its termmal year, implying that a
tax increase will be required sometime after 2020.”*® Moreoever, the “trans-
actions level” terminal fund makes a rather limited temporary con-
tribution to offsetting the adverse effect of Social Security on capital for-
mation. Tables 4 and 5 analyze the more ambitious proposal to develop a
growing Social Security capital fund that, b 2050, will be equal in size to
the GNP currently projected for that year.” The choice of a “fund equal
to GNP” goal is clearly an arbltrary standard for a capital fund but it is
both “large enough to matter” thhout being so large that it would pose
serious problems of implementation.”” A capital fund of this size by the
year 2050 would also have the substantial virtue that the tax rate could be
maintained at a constant level mdefmltely

**For example, the “medium rule” in Table 3 shows dissaving equal to 0.1 percent of
GNP in 2050. Since the fund is 5 percent of GNP, the rate of depletion is proceeding slowly.
This rate accelerates because as the fund is reduced its own earnings make a smaller con-
tribution to offsetting the current year “tax minus benefits” deficit. In contrast, the “medium
rule” simulation in Table 2 shows dissaving of 2.2 percent of GNP in 2050 and a fund of 7
percent of GNP, implying almost immediate exhaustion of the fund after 2050.

*This would increase the capital stock by about 30 percent and would therefore raise
GNP by about 10 percent above its currently projected value. To avoid circularity in defini-
tion, I will compare the fund and saving to the smaller currently projected value. For 2050
this is $7,975 billion at 1975 prices.

““Note also that the “Social Security wealth” that provides a potential offset to private
wealth accumulation is now more than twice GNP.
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Consider first the more costly HEW “wage indexing” proposal anal-
yzed in Table 4. With the “medium reinvestment and return rule,” a level
tax rate of 13.15 percent is sufficient to yield a fund that is equal to GNP
in 2050. Note that benefits in 2050 are substantially greater than the tax
receipts; the “current surplus” is actually a deficit equal to 2.4 percent of
GNP. But the earnings on the fund are sufficient to cover this deficit and
provide an overall surplus equal to 3.3 percent of GNP. The fund there-
fore grows in year 2050 by 3.3 percent. The figures in column 4 show that
a capital fund financed by a level tax rate of 13 percent can make a very
substantial contribution to the Nation’s net saving rate.

A capital fund equal to GNP in 2050 could be achieved with a lower
tax rate under the price indexing plan. Table 5 shows that a rate of 10.90
is sufficient with a 6 percent return and reinvestment (in comparison to
the corresponding 13.5 percent with wage indexing). The capital fund is
large enough to finance the small gap between benefits and taxes and to
provide a surplus for saving equal to 5.4 percent of GNP. Since the fund
in 2050 equals GNP, this implies that the fund would be growing at 5.4
percent, faster than the rate of growth of real GNP. Eventually it would
be necessary to reduce this rate of fund growth, either by limiting the
share of the total return that the fund receives (i.e., changing the matching
rule) or by reducing the rate of Social Security tax.

Table 6 considers a particular plan for reducing the rate of Social Se-
curity tax. In these simulations, a fund is accumulated by the year 2010
that is large enough to “endow” all future Social Security benefits."' More
specifically, the Social Security tax is eliminated for all years after 2010
and the benefits are financed with the income of the fund. The fund must
be large enough in 2010 so that its income can not only finance benefits
but also can provide for reinvestment so that the fund grows enough to
permit continued financing of benefits in the future. With a 6 percent me-
dium return and reinvestment rule, such an endowment fund can be
achieved with a tax rate of 14.3 percent. The fund is then equal to 1.3
times GNP in 2020 and remains at approximately that relative level even
though benefits are equivalent to about 5 percent of GNP.

5. Summary and Conclusion

I began this paper by reviewing the adverse effect of Social Security
on national saving and the substantial long-run financial problem that the
Social Security program now faces. Both problems can be alleviated if a
Social Security fund is accumulated by raising the tax rate in the near fu-
ture to provide more revenue than is needed to pay concurrent benefits.
Although the resulting fund would be invested in government bonds, it

"The welfare economics of such an endowment fund is discussed in Feldstein (1974b).
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would provide an indirect way of increasing real national capital accu-
mulation. Achieving a reasonable rate of return on the fund itself may re-
quire a subsidy to the Social Security fund from general revenue in the
form of matching the fund’s interest income. The general revenue used to
provide such matching funds would actually be extra income tax receipts
arising from the real net income on the additional capital accumulation. A
Social Security fund that earns such a reasonable rate of return would
make it unnecessary to depend on a substantial jump in the future tax
rate. This avoids both the distortions that such a high rate could bring
and the risk that benefits expectations would instead be frustrated because
future taxpayers refuse to raise the tax rates to very much above the level
of today.

This paper presented for the first time the results of simulations of al-
ternative Social Security fund developments. Each simulation is char-
acterized by a different level tax rate that achieves a fund with a particu-
lar desired terminal goal. In general, relatively modest increases in the tax
rate can make important contributions to capital accumulation if the tax
rate is raised soon and if a matching-subsidy is used to provide the Social
Security fund with a real rate of return of 6 percent or more.

It is important to bear in mind the limitations of the current analysis.
The simulations are based on a whole series of assumptions that may be
far from correct. There has been no attempt to test the sensitivity of these
results to changes in the assumptions. Moreover, there is a range of im-
portant policy choices about the future development of Social Security
that have not been examined: the appropriate evolution of Social Security
benefits relative to preretirement income, the progressivity of the tax
structure, the treatment of two-earner families, etc. Each of these issues is
important in itself and as a factor influencing both the financial future of
Social Security and its impact on capital accumulation. If this paper were
concerned with determining the optimal Social Security fund, it would be
necessary to consider all of these other policy choices as well. But my aim
for the current paper has been much more modest: to stimulate discussion
about the desirability of developing a substantial Social Security fund. I
hope that the important financial and economic effects of the Social Se-
curity funds that would result from even relatively small tax rate increases
do indeed arouse the interest of my readers as they have my own.
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Discussion

Joseph A. Pechman*

I shall confine my discussion to the major aim of Martin Feldstein’s
paper as he puts it: “to stimulate discussion about the desirability of
developing a substantial social security trust fund.” As always, Feldstein
has given us some new and imaginative data to digest, this time a series of
arithmetic calculations demonstrating the obvious point that there are
constant payroll tax rates that would generate a sizable Social Security
trust fund in the years 2,020 - 2,050. But, as he himself admits, the de-
sirability of accumulating such a fund does not hinge on these calcu-
lations. It hinges on whether it would be good public policy to increase
national saving, and with it the size of the private capital stock, by sub-
stantial magnitudes. Moreover, even if the answer to this question is
“yes,” there is no reason why the saving should be done through the pay-
roll tax for Social Security, other than the possibility that Feldstein be-
lieves he can more easily persuade politicians to raise Federal Government
saving if the saving is called “Social Security” rather than a “budget sur-
plus.” This subterfuge would be innocent if the payroll tax happened to
be a good tax and if a build-up of such huge surpluses in the Federal
budget were a good idea. But the fact is that the payroll tax is the most
regressive tax in the Federal tax system, and it is virtually certain that the
huge surpluses contemplated by Feldstein would have serious adverse con-
sequences for the growth and stability of the economy.

I will organize my comments around the following points which are
essential to Feldstein’s arguments: the evidence on the effect of Social Se-
curity on the saving rate; the rate of return on a higher stock of private
capital; the use of Social Security as a vehicle for accumulating large gov-
ernmental surpluses; and the problems of economic management that
would be generated by the large surpluses.

[. Feldstein repeats his previous finding, which has been seriously
challenged by others, that Social Security has reduced private saving by
50 percent. Munnell has examined similar data and has concluded that,
while the “benefit” effect of Social Security reduces private saving, earlier

*Director of Economic Studies, The Brookings Institution. In preparing these remarks,
I have benefited from comments by Henry J. Aaron, Alicia Munnell's manuscript, “The Fu-
ture of Social Security,” and the discussion of this manuscript at a Brookings conference
held in June 1976. Dr. Munnell’s study along with her summary of the conference discussion
is being prepared as a Brookings book, which will appear in the spring of 1977.
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retirement of workers tends to increase saving., Furthermore, she has ex-
amined the survey data for OASDI beneficiaries collected for the past 35
years by the Social Security Administration and has found that today’s re-
tirees have saved about the same proportion of their income as those reti-
ring 30 years ago, indicating that so far at least Social Security has not re-
duced saving a great deal.

In any event, it seems to me that Feldstein’s finding cannot be any-
where near the right ball park. If Feldstein is right, the private saving rate
before Social Security was adopted should have been much higher than
what it appears to have been. In fact, everybody who has looked at the
data, has concluded that the private saving rate has exhibited an unusual
degree of stability over very long periods of time.'

I am persuaded by Alicia Munnell’s more moderate conclusion that
the retirement effect has more or less offset the effect of Social Security
benefits so far. Since the retirement effect has just about run its course
(because the tendency toward earlier retirement has slowed down greatly),
it may be that the “benefit” effect of Social Security will predominate in
the future. But all this is beside the point. The real issues are whether the
Nation should save more and, if so, whether surpluses generated by higher
payroll taxes are the way to do it.

2. Feldstein continues to urge higher saving on the ground that the
rate of return on this saving, if invested in private capital, will be about
12 percent a year. At this rate of return, higher saving through Social Se-
curity would be a “good deal” for the worker. Feldstein promises us some
new data on the return to ptivate saving, but I should like to caution him
that use of data for the return on corporate investment alone is by no
means indicative of the yield on all private capital. Corporate capital ac-
counts for less than 50 percent of the private capital stock (the remainder
consists of dwelling units and farm and nonfarm capital of the non-
corporate sector). The rate of return on the entire private capital stock
has averaged substantially less than 12 percent in recent years, even if re-
cession years are omitted.

Furthermore, in emphasizing the 12 percent rate of return, Feldstein
ignores the elementary economic point that a large increase in the private
capital stock is likely to encounter diminishing returns before too long.
The careful estimates by Bosworth and his colleagues suggest that the
shortfall of saving below private capital needs in the next several years is
likely to be of the order of .5 to 1 percent of the GNP, or 3-5 percent of
gross private saving. Even the most pessimistic estimates indicate that the

'See, in particular, Edward F. Dennison, “A Note on Private Saving,” Survey of Cur-
rent Business, August 1958, pp. 261-267; and Paul David and John Scadding, “Private Sav-
ing: Ultrarationality, Aggregation, and Denison’s Law,” Journal of Political Economy,
March/April 1974, pp. 225-249. The behavior of private savings cannot be inferred directly
from figures on net capital formation, as Feldstein suggests.

Barry Bosworth, James S. Duesenberry, and Andres S. Carron, Capital Needs in the
Seventies (Washington, D.C.: The Brookings Institution, 1975).
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shortfall will not be any higher than 2 or 3 percent of the GNP, or of the
order of 10-15 percent of gross private saving. Under the circumstances, it
would be unwise to assume that new investment can continue to earn a {2
percent return regardless of how much saving is pushed into the corporate
sector.

3. Feldstein acknowledges that “there is no compelling economic logic
for assigning this (the saving) responsibility to Social Security,” but justi-
fies such action on pragmatic grounds. It seems that we can’t fool the
people or its elected representatives to support large government surpluses
unless they are to be associated with Social Security. Whether or not this
political judgment is correct, Feldstein should tell us whether he thinks
that such increased reliance on payroll taxes is desirable from an econom-
ic and social point of view.

Henry Aaron has shown that the poor do not get a good deal out of
Social Security as the benefit formula suggests, because their life ex-
pectancy is lower than average, they enter the labor force earlier than av-
erage, their earnings peak is earher in the life cycle, and their discount
rate is much higher than average. * Others have explored possibilities for
making the payroll tax progressive, or for using general revenues to fi-
nance the Social Security System. Feldstein is careful to say that the pro-
gressivity of the tax structure is an important policy issue that needs to be
examined in connection with the future development of Social Security,
but 1 find no evidence in anything he has written on this subject — and it
is a great deal — that the regressivity of the payroll tax worries him. An
across-the-board increase in individual income tax rates of about 1.1 per-
centage points would raise as much revenue as a percentage point of the
payroll tax. I am puzzled that Feldstein refers to the payroll tax as a
method of financing when this progressive alternative is available.

4. Feldstein is most cavalier in his assumption that a vast increase in
the supply of saving can easily be absorbed without unhappy economic re-
precussions. He dismisses that pos31b111ty by assuming that the demand-
depressing effect of the higher saving can be offset by a reduction in the
rate of interest. I am not so certain, and I doubt that he can persuade
many economists, let alone the public and its political leaders.

The record since the end of World War II is by no means reassuring.
The economy operated at or near full employment for only brief periods
when the Nation was not at war (I can recollect 1947-48, 1955-57, 1965
and 1973). The rest of the time there was a shortage of demand, not a
shortage of saving; in present and immediately foreseeable circumstances,
we are having the same problem. A precipitate increase in the full employ-
ment budget surplus is likely to plunge the Nation into a real depression.

*Henry J. Aaron, “Demographic Effects on the Equity of Social Security Benefits,” The
Economics of Public Service, edited by M.S. Feldstein and R.P. Inman (Halsted, 1976); and
Statement by John A. Brittain, Financing the Social Security System, Hearings before the
House Committee on Ways and Means, May-June, 1975, p. 136.
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Consequently, we need a detailed explanation of how the transition to
higher saving can be managed, a subject that Feldstein also has ignored.
He would be a lot more persuasive if he dealt with the questions of full
employment and distribution of tax burdens with the same diligence he
devotes to the inefficiencies generated by an allegedly inadequate capital
stock starving for lack of saving in an economy that is, more often than
not, plagued by oversaving.



Response to Pechman

Martin Feldstein*

I am sorry that Joe Pechman decided not to comment on the central
focus of my paper. The current conference was organized to discuss how
the funding of private and public pensions will affect national capital ac-
cumulation and the financial markets. I presented detailed estimates of the
additional national savings that would result from alternative Social Se-
curity tax rates and reinvestment rules. Unfortunately, Pechman has
chosen to ignore all of this. Instead, he uses this occasion to reiterate his
aversion to the Social Security payroll tax and to restate his pessimistic
and totally unsupported position that the United States cannot significant-

_ly increase its rate of capital accumulation.

When 1 began studying the capital accumulation effects of Social Se-
curity, I thought that the development of a Social Security fund was eco-
nomically desirable but politically unlikely. I have come to believe the op-
posite, that we will in fact have a sizable Social Security fund but for
political rather than economic reasons. The long-run financial problems of
the Social Security program and the public’s desire to protect its Social
Security benefits will combine to provide political support for a Social Se-
curity fund. With the current pressures to change the financing of Social
Security, it is important to consider the likely effects that different Social
Security funding arrangements would have on the flow of funds into fi-
nancial markets. I hope that other readers will regard this prospect more
openly and seriously than Pechman has.

It would take too long to reply adequately to the points that
Pechman does raise. 1 will comment primarily on the issue of the effect of
Social Security on national saving and more briefly on four other points,

Pechman disagrees with the finding of my previous research that So-
cial Security depresses private saving but he does not comment on any of
the evidence that has been presented (studies of U.S. aggregate data since
1929, international comparisons of savings rates, and the analysis of
household survey data). Instead he refers to a conclusion that he attri-
butes to Munnell that the retirement effect has, in his words, “more or
less offset the effect of Social Security benefits.” In fact, Munnell sum-
marizes her own most recent scientific research with the final sentence,
“These results indicate that Social Security does have a significant nega-
tive impact on saving which confirms the findings of two earlier studies of
aggregate saving and Social Security by Munnell and Feldstein.”'

*Because the program provided little time for rebuttals, Professor Feldstein spoke only
briefly. After the conclusion of the conference, he therefore rewrote and expanded his com-
ments, which are published here.
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Pechman mistakes my estimate of the likely magnitude of the savings
reduction and then disputes it with two fallacious arguments. The ev-
idence in my 1974 paper implied that Social Security halved personal sav-
ing and therefore reduced private saving by 38 percent, not the 50 percent
referred to by Pechman. Pechman reasons that Social Security cannot
have depressed the private saving rate because, as he sees it, that rate has
not declined since the time before Social Security began. The inference
would be false even if the premise were correct. What matters is not the
comparison of the current saving rate with its historical value but with the
rate that would have prevailed today in the absence of Social Security.
The greater affluence of the American people and the much greater frac-
tion which retires by age 65 would, without Social Security, have
produced a much higher saving rate than has actually prevailed.

Moreover, the premise is false. It is not true that “everybody who has
looked at the data has concluded that the private saving rate has ex-
hibited an unusual degree of stability over very long periods of time.” As
I pointed out in section 1, Simon Kuznets, who received the Nobel prize
in part for his studies of the long-run trends in capital accumulation, re-
ported a substantial decline in the net rate of capital accumulation. The
net national capital formation rate fell from 11.9 percent in 1868-1928 to
7.7 percent in the postwar period; since the government deficit in the post-
war period only reduced the national saving rate by less than 1 percentage
point, the private saving rate has clearly fallen substantially.”

Finally, it is incorrect to reason as Pechman does that all of the posi-
tive impact on saving of earlier retirement should be regarded as an effect
of Social Security. Much of the increased retirement in the past 50 years
would no doubt have occurred simply because of higher incomes, urban-
ization, decline of self-employment, the depression, etc.; a simple ex-
trapolation of the geometric rate of decline in labor force participation
from 1900 to 1929 can account for nearly 75 percent of the increase in re-
tirement since 1929.

In short, there is nothing in Pechman’s comment that would make me
reconsider the implication of my econometric research that Social Security
has a substantial depressing effect on the private saving rate. Let me con-
clude my reply to Pechman with four very brief remarks on other issues
that he has raised:

'A. Munnell, “Private Pensions and Saving: New Evidence,” Journal of Political Econ-
omy, October 1976, p. 1031.

*Pechman tries to dismiss this evidence by commenting that the behavior of private sav-
ings cannot be inferred directly from figures on net capital formation. Since private saving
minus the government deficit equals capital formation, it is easy enough to make the correct
comparison. All of this is explained in my “National Saving in the United States” (Feldstein,
1977¢) referred to in the paper.
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(1) I am certainly aware that a large increase in the private capital
stock would reduce the national return on capital. But the widely accepted
approximation of a Cobb-Douglas technology implies that increasing the
national capital stock by 20 percent (approximately $1 trillion dollars)
would only reduce the rate of return from 12 percent to 10.6 percent.

(2) Pechman’s statement that “careful estimates by Bosworth and his
colleagues suggest that the shortfall of saving below private capital needs
is likely to be of the order of one-half to one percent of GNP...” is mean-
ingless. What are those “capital needs? The economy can benefit from
greater capital accumulation just as it can survive with less.

(3) Although Pechman does not like the payroll tax, it still has a very
wide political support and is likely to remain the source of finance for So-
cial Security. The issue of whether or not to accumulate a fund is, in this
regard, a question of when the payroll tax should be paid and the extent
to which earlier payments can reduce substantially the tax revenues re-
quired later. As I have argued elsewhere,’ the progressivity of the Social
Security tax should not be regarded as a separate issue but as part of the
overall progressivity of the tax system. In setting income tax rates (in-
cluding the refundable earned income credit), Congress can and presum-
ably does offset any undesired lack of progressivity in the payroll tax.

(4) T am amazed that Pechman concludes his comments with the old-
fashioned Keynesian warning that our economy is “plagued by over-
saving.” I cannot understand why Pechman believes that the U.S. saving
rate must remain lower than the rate in almost every other industrial
nation. While 1 have not presented a detailed simulation of the monetary
and tax policies that would be needed to accommodate a higher rate of
capital accumulation, I have no doubt that such accommodation is possi-
ble. Whatever the problems were in the 1930s, there should be no dif-
ficulty now in reducing the relative cost of capital to firms by enough to
induce them to absorb an extra few percent of GNP in additional capital
accumulation.’

*See Feldstein (1975 and 1976f). These are based on testimony to the Ways and Means
Committee (May 1975) and the Joint Economic Committee (May 1976).

*When this question was discussed at the conference, none of the economists disputed
this conclusion,



Funding Government Pensions:
State-Local, Civil Service
and Military

Alicia H. Munnell and Ann M. Connolly*

The fiscal operations of government pension plans affect the growth
of the economy as well as the welfare of its citizens. Economic theory im-
plies and recent empirical evidence indicates that individuals reduce their
private saving in anticipation of pension benefits.'" The net impact on
national saving, however, depends on whether the reduction in private
saving is offset by pension fund asset accumulation. In the case of private
pensions, the funding provisions serve to offset any reduction in indi-
vidual saving.? In contrast, Social Security is financed on a pay-as-you-go
basis and contributions are immediately paid out in benefits rather than
accumulated in a fund; therefore a reduction in individual private saving

*Alicia H. Munnell is an Assistant Vice President and Economist, and Ann M. Con-
nolly is a Research Assistant, both at the Federal Reserve Bank of Boston. The authors
would like to thank Luci Rexroad and Alan Klickstein for extensive programming assis-
tance. Thomas Levy of the Martin Segal Company, Milton Glanz of the Social Security Ad-
ministration, and Edwin Hustead of Civil Service patiently answered endless actuarial ques-
tions. Lieutenant Colonel John Gasper and K.B. Desai were instrumental in providing data
for the military retirement system. The work would never have been completed without the
valiant efforts of Donald Kenney. Donald Rindler and Elizabeth Berman performed rescue
operations in an emergency. William Munday performed calculations by hand when the
computer failed. Finally, they would like to thank Anna Estle for typing and retyping this
paper.

'See Martin Feldstein, “Social Security, Induced Retirement and Aggregate Capital Ac-
cumulation,” Journal of Political Economy, Vol. 82, No. 5 (September/October 1974) and
“Social Security and Saving: The Extended Life Cycle Theory,” American Economic Re-
view, Vol. 66, No. 2 (May 1976) pp. 77-86; Alicia H. Munnell, The Effect of Social Security
on Personal Saving (Ballinger Publishing Company, 1974) and “Private Pensions and Sav-
ing: New Evidence,” Journal of Political Economy, Vol. 84, No. 5 (September/October
1976).

Munnell, “Private Pensions and Saving: New Evidence,” Journal of Political
Economy.
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implies a reduction in total national capital accumulation.’ Similarly,
other large government pensions such as civil service, military or state-lo-
cal retirement systems which are financed either on a pay-as-you-go or
only a partially funded basis will also, to the extent that they are under-
funded, reduce national saving. This paper attempts to estimate the degree
to which these other public pension systems are underfunded and to cal-
culate the impact on national saving and capital accumulation of fi-
nancing these programs on a fully funded basis.

In order to determine the impact of funding, 25-year forecasts of the
financial operations of the state-local, civil service and military retirement
systems are provided under two alternative sets of assumptions. The first
estimates are based on extrapolations of current trends in benefit growth
and contributions, while the second projections are based on the assump-
tion that the state-local, civil service and military pension systems all at-
tempt to cover normal costs and to amortize their unfunded liabilities
over the next 40 years.

To derive a funding schedule it was necessary to calculate an un-
funded liability for civil service, military and aggregate state-local systems
and to calculate the normal cost for each program. Three different meth-
ods were employed in this gargantuan undertaking and the results for civil
service and the military were compared with agency published estimates.
Naturally, the least verifiable calculation was the estimate of aggregate
state-local liability since almost no comparable data are available in this
area.

These unfunded liabilities were then amortized over a 40-year period
and this payment together with the normal cost payment yielded the re-
quired annual contribution for a fully funded system. These payments
were then compared with projections made under the current financing
scheme to determine the impact on fiscal flows of shifting to full funding.

The empirical results were interesting, although there is always the
danger that they may be interpreted with more precision than deserved.
The estimates of unfunded liability for the three systems amounted to
$629 billion — approximately $270 billion for state-local; $164 billion for

$Feldstein, “Social Security, Induced Retirement and Aggregate Capital Accumulation”
and Munnell, The Effect of Social Security on Personal Saving. Although both of these
studies point overwhelmingly to the conclusion that guaranteed retirement benefits dis-
courage saving, the net impact of the Social Security program on capital accumulation re-
mains unclear because of the existence of the “retirement effect.” The Munnell study indi-
cates that the negative effect of guaranteed benefits has been mostly offset in the past by a
declining retirement age which compelled workers to save over a shorter working life for a
longer retirement. Estimates of the net impact of Social Security now range from near zero
(Munnell 1974) with the benefit and retirement effects virtually offsetting one another, to a
halving of the individual saving rate with individuals reducing their saving by more than
their OASDI taxes (Feldstein, 1974).
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civil service and $195 billion for the military.® Amortizing these liabilities
over 40 years and covering normal costs would require significantly higher
contributions, almost all of which would serve to reduce consumption and
increase saving, Comparing the contributions required for funding with
those required under the current financial arrangements indicates addi-
tional annual contributions amounting to about 1.2 percent of GNP or
1.6 percent of disposable income. If the assumptions underlying the base-
line projections are realistic, the additional contributions to fund these
public pension systems would result in a significant increase in asset accu-
mulation over the next 25 years.

I. The Growth of Government Pensions

Public pensions have experienced explosive growth in the last 15
years. This growth reflects the enormous increase in government employ-
ment, rising government salaries and the emergence at the state-local level
of strong public employee unions. In 1975, 14.7 million individuals work-
ed for Federal, state or local governments accounting for 19 percent of
total wage and salary workers. In addition, another 2.2 million individuals
were members of the armed forces. (See Table 1.) Today, approximately
14 million workers are covered by 'state-local, military or civil service re-
tirement plans, compared to 80 million covered by Social Security or 30
million covered by private pensions. (See Table 2.)

In 1975, state-local systems, Federal civil service and the military each
dispensed about $7 billion, or a total of $21 billion, in benefits to approx-
imately four million beneficiaries. (See Table 3.) These figures compare to
$67 billion in benefits and 32 million beneficiaries under OASDI in 1975°
and $613 billion and 6 million beneficiaries from private pension plans in
1974.

The increase in benefits and beneficiaries is summarized in Table 4.
Total benefit payments for each system have increased at least seven-fold
between 1960 and 1975, while the number of beneficiaries for state-local
and civil service pensions increased two and a half times and the number
of military beneficiaries was four times the 1960 level.

Table 5, which presents the growth in asset holdings of various pen-
sion plans, provides considerable information about the financing and
funding of the three public plans. First, the military pension involves no

“These estimates are based on a 6 percent interest rate and 5 percent wage growth; a
higher rate of interest would yield lower figures and a lower rate higher values.

‘U.S. Department of Health, Education, and Welfare, Social Security Administration,
Social Security Bulletin, Vol. 39, No. 6 (June 1976) Tables M-1 and M-3, p. 32 and p. 34.

®Alfred M. Skolnik, “Private Pension Plans, 1950-74,” Social Security Bulletin, Vol. 39,
No. 6 (June 1976), p. 4.
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Table 2

NUMBER OF WORKERS COVERED
UNDER PUBLIC AND PRIVATE
PENSION PLANS, 1975

System Number of Workers
(millions)
Private Pension Plans 30.0°

Public Pensions

OASDI 79.7

State-Local 9.0°
Civil Service 2.7°
Military 2.2°

“Data for 1974
®1975 Employment

Source: Alfred M. Skolnik, *“Private Pension Plans, 1950-1974,”
Social Security Bulletin, Vol. 39, No. 6 (June 1976) p. 4;
Economic Report of the President, 1976, Table B-27, p. 202
and Table B-22, p. 196; U.S. Department of Health, Edu-
cation and Welfare, Social Security Administration, Office
of the Actuary; Institute of Life Insurance, Pension Facts
1975, pp. 32-33.
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Table 3

BENEFITS AND BENEFICIARIES
UNDER PUBLIC EMPLOYEE RETIREMENT SYSTEMS
CALENDAR YEAR 1975

Total Benefit Beneficiaries

Retirement System Payments as of June 30

(millions) (thousands)
State and Local Systems $7,000.0 1,730.0
Federal Contributory Systems 7,615.9 1,381.2
Federal Civil Service 7,531.5 1,372.1
Foreign Service 62.4 4.2
Tennessee Valley Authority 18.6 4.4
Federal Reserve Board 2.3 3
Federal Judiciary Survivors 1.1 2
Federal Noncontributory Systems 6,979.3 1,098.5
Military 6,808.0 1,073.0
Coast Guard 115.2 16.5
Federal Reserve Banks 233 6.7
Public Health Service 22.7 1.5
Federal Judiciary 7.2 2
Environmental Science Services 2.1 1
Canal Zone Construction 3 4

Tax Court 4 *

*Less than 500,000.

Source: U.S. Social Security Administration, Research and Statistics Note
No. 16, August 20, 1976.
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80 FUNDING PENSIONS

asset accumulation and is funded entirely on a pay-as-you-go basis. Sec-
ond, while the state and local systems and the civil service may be sub-
stantially underfunded, the assets held by these two systems total over
$145 billion — approximately two-thirds the total assets held by all pri-
vate pension plans. Furthermore, the assets of these two plans are more
than double those held in the Social Security Trust Fund. In view of their
size, these often neglected government pension plans could have a signifi-
cant impact on capital markets — especially if the funding targets were in-
creased. The next sections will present a brief summary of the major fea-
tures of each of the three public pensions. Then estimates will be
developed of the impact of moving to fully funded systems.

State- Local Pension Plans

State and local pensions have grown rapidly in the last 15 years. This
growth reflects the enormous increase in state and local employment and
the influence of strong public employee unions. Over the period 1960-
1975, membership in state-local pension plans increased from four and a
half million to over nine million and the proportion of full-time employ-
ees covered by such plans now stands at 97 percent. (See Table 6.)

As of the last (1972) Census of Governments there were over 2,300
independent state-local pension plans of varying size, each with its own el-
igibility, vesting, financing and benefit provisions. (See Table 7.) While
the characteristics of these plans are diverse and complex, it is possible to
describe features of what might be considered a “typical” plan. Robert Ti-
love, in a recent study of state-local retirement systems, surveyed a large
number of plans and summarized the following characteristics for such a
plan

Benefit formula. Each employee’s annual pension is calculated on the
basis of 1.67 percent of his final salary for each year of employment.
Therefore, after 30 years of service, the benefit would be equivalent to 50
percent of final salary. Final salary is defined as the average of the five
highest paid years in the last ten years of service.

Postretirement adjustment. Pension benefits are increased annually,
up to 3 percent, in line with changes in the consumer price index.

Retirement age. Employees may retire with full benefits at age 60 with
ten years of service and actuarially reduced benefits are available at age
55. Retirement is compulsory at age 70.

Vesting. If an employee leaves after ten years of service and does not
withdraw his contributions, he is entitled to benefits at the appropriate
age.

"Robert Tilove, Public Employee Pension Funds, A Twentieth Century Fund Report
(Columbia University Press, 1976), pp. 9-11.



‘ce-7€ *dd 7€ S[qRL ‘CL6T S191 UOISUF] ‘IUBINSUT SJIT JO IMILISUT "SINSST I9IIES
pue (9.61) 1 "ON dD ‘S/61 ur wapwdojdusy dyqng ‘snsus)y Syl jo neaing “soxowwio)) Jo jusunyeds(q ") :90IN0Sg

ViL ¢t I8¢ 194 €T 87 0s6l
1'6L £y L99 s Ve 8¢ §c6l
0°¢8 1Y I'CL 9 vy I’ 0961
$98 99 1L 0’8 LS 99 §961
0°06 08 il 101 L ¥'8 0.L61
L96 6 V'SL 811 6'8 01 PL6T
(suorpyrur) (suorrw) (suorfyru)
washg IaquInp WIISAS nRqumny $10INQLIIU0YD) [eI0L

JUSTIAINSY JUSWAITY pLicistilg)

U1 Jud0Ig Ul JuddIsg
soskojdwg own I -[ng saokordwrg 18310 L SUIOISAS JUSWIAINSY

ut digs1oquisiy

SUVHA TVOSIA IIDA TS ‘vL61-0S61
‘SWALSAS INFWHIILTY Ad AEdHA0D
STAAOTINE TVOOT ANV A1LVIS 40 HOVINIDYAd ANV YFdWAN

9 SIqEL

81



v6l
65E°¢

(spuesnoyl)
diysIaquisy
[E10L

‘p 9[qEL ‘T 'ON ‘9 "[OA . ‘SIUSUILISAOL) [BIO ] PUE 9)B}S JO SUISISAS juswaInsy sakoyd
~WH,, ‘7/6] ‘L96] LS6] SiuswUIeA0H fo snsuz) SNSUS)D Sy} JO neaing ‘edrswnio]y jo jusunieds( "ST] 190INOS

001 001 001
[42 66 Lg
! 86 g1
Il L6 £l
S [4 9

¥ 68 S

001 001
66 L
86 81
L6 ¢l
P6 9
06 L4

{101 JO JU20Isd SAnE[nWN))

$0T'T 890°L $91'T
96%'1 6¢ LSET
PLE £6 LOY
001 08 €1l
174! 323 8P

8¢ LET 9¢

£8 6009 P01

SWIdISAQ (spuesnomyy) SUISISAS
IO JequuInN diysIoquisy Jo IsquinN
[BI0L
LS6l L961

680°6 Y0E'T
6¢ LEV'T
v6 [R%4

L8 9tl
9¢e €61
143 Ly
S0T°'8 011

(spuesnoyl) SWIRISAS

drysioquispy JO JoquuinN

[el0]
zL61

TL6T “L961 ‘LS61 SAVAX TVISIA
WALSAS 40 9ZIS A4
‘SIWHLSAS NOISNAd TvDO0T ANV ALVLS J0 dIHSHIdWIW ANV JddN AN

L 91qeL

001 uey) ssa]
ar0W 10 (0

a10W 10 ()OS
10w 10 QOO
SI0W 10 (00°S

a10u I0 (BO°0T

SWIAISAS IV
001 ueyl ssa]

66y — 001
666 — 00§
666'v — 000°1
6666 — 000°S

azouI 10 OO0l

wolsAS JO 9ZIS

82



FUNDING GOV'T PENSIONS MUNNELL—CONNOLLY 83

Disability. Disability benefits of not less than 25 percent of final aver-
age salary are provided to workers with ten years of service, The service
requirement is waived if the disability is job-connected.

Survivor’s benefit. A retiring employee can elect a reduced benefit for
himself in exchange for a survivor’s benefit for his spouse.

Employee contributions. The employee contributes 5 percent of his
pay; if he terminates employment, he can get a refund with interest.

Social Security. The employee is covered by Social Security and his
state-local benefit is not reduced to account for Social Security coverage.

In short, the typical employee of state or local government after 30
years of service can retire at age 60 on a pension of 50 percent (and some-
times higher) of his average pay for the last five years. In addition, the
employee can draw full Social Security benefits at age 65, which increases
his pension income to about 80 percent of his final salary.

Table 8 presents the benefits, receipts and financial assets for all state-
local government retirement systems from 1952-1975. Table 9, which alio-
cates receipts by source of income, reveals that government contributions
have consistently amounted to slightly less than one-half of revenues,
while the employees’ contribution has been declining as earnings on in-
vestment have increased in importance. As of 1975, assets of state-local
retirement systems stood at almost $100 billion. Table 10 presents the
breakdown of the state-local reserves by type of asset for 1966 and 1975,
This breakdown indicates a significant shift away from U.S. Government
securities into common and preferred stocks during the last ten years.

Civil Service Retirement Fund

Virtually all civilian Federal workers are covered under the Civil Ser-
vice Retirement System, which was established in 1920. As of 1975, the
Civil Service System numbered 2.7 million contributors and paid out $7
billion in benefits. The system is financed by contributions from employ-
ees and the employing agency combined with an appropriation from gen-
eral revenues. The following sections will summarize the main features of
the system’s benefits, financing and reserve position.®

Benefits. The Civil Service Retirement System provides retirement,
disability and survivors’ pensions and also lump-sum refunds for those
separating from service. Full retirement benefits are payable under several
combinations of age and service, namely, age 55 with 30 years of service,
age 60 with 20 years (10 years for members of Congress), and age 62 with
15 years. Full disability benefits are payable after five years service and
the definition of disability is considerably more liberal than that under
Social Security since benefits are awarded if the individual is incapacitated

*For a more detailed description of the Civil Service Retirement System see Robert J.
Myers, Social Security (Richard D. Irwin, 1975), pp. 572-80.
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Table 9

STATE AND LOCAL PENSION SYSTEM RECEIPTS
BY SOURCE 1952-1975, SELECTED FISCAL YEARS
(millions of dollars)

Employee Government Earnings on
Year Total Contribution  Contribution Investment
1975 $18,898 $4,488 $9,116 $5,294
1970 9,848 2,788 4,600 2,460
1965 5,260 1,626 2,418 1,216
1960 3,393 1,140 1,652 601
1957 2,455 899 1,200 357
1952 922 350 387 185

Receipts as a Percent of Total

1975 237 48.2 28.0
1970 28.3 46.7 25.0
1965 30.9 46.0 23.1
1960 33.6 48.7 17.7
1957 36.6 48.9 14.5
1952 38.0 42.0 20.1

Source: U.S. Department of Commerce, Bureau of the Census: Finances
of Employee Retirement Systems of State and Local Gov-
ernments 1960 p. 3, 1964-5, 1969-70, 1974-5, Table 2; Robert Ti-
love: Public Employee Pension Funds (New York: Columbia Uni-
versity Press, 1976) Table 8.2, pp. 170-71.
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Table 10

ASSETS OF STATE AND LOCAL GOVERNMENT

RETIREMENT PLANS, 1966 and 1975

(Book Value, End of Year)

Percent of Total Assets

1966

Cash and Deposits 1.1
U.S. Government Securities 214
State & Local Government Securities 6.8
Corporate and Other Bonds 51.1
Common and Preferred Stocks 5.7
Mortgages 12.2
Other 1.9
Total Assets 100.0°

*Totals may not add due to rounding.

1975

6
6.5
1.8

61.2
23.2
6.9

100.0°

Source: Securities and Exchange Commission, Statistical Bulletin, Vol. 35
No. 4 (April 1976); Louis M. Kohlmeier, Conflicts of Interests: State
and Local Pension Fund Asset Management. (Twentieth Century

Fund, 1976), Table 3, p. 28.
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from performing the duties for his usual occupation rather than unable to
engage in any reasonable gainful employment. Child survivors of employ-
ees are also entitled to benefits and a retiree can provide for his other de-
pendent survivors by accepting a reduced annuity.

The amount of the basic employee pension is based on the number of
years service and the average salary during the highest three consecutive
years. The benefit formula is 1 1/2 percent per year for the first five years,
1 3/4 percent per year for the next five years, and 2 percent per year
thereafter up to a maximum pension of 80 percent (attained after 42 years
of service). Automatic cost-of-living adjustments are made whenever the
CPI increases more than 3.0 percent monthly for three consecutive
months. Until recently, benefits were increased by the amount of the CPI
increase plus 1 “bonus” percentage point. This additional I percent was
originally defended as compensation for the lag in the adjustment process.
However, such an offset would be required only on a one-time basis for
each employee rather than each time benefits were increased. When it was
recognized that this provision overcompensated beneficiaries for cost-of-
living increases, the procedure was then justified on the grounds that
beneficiaries should share in the increased productivity after retirement.
Finally, the additional 1 percent was eliminated in September 1976.

Disability pensions are calculated in the same manner as retirement
pensions, except that a special minimum of 40 percent of the high year
average salary is provided for those with short service (but with at least
the five years required for eligibility purposes). The minimum provisions
are applicable for disability cases with less than 22 years of service.

Pensions are available for widows and widowers if the employee elects
a reduced benefit. The survivor benefit is equal to 55 percent of the full
pension for which the retired member was eligible (i.e., before the reduc-
tion to take account of the survivor protection). Actually the reduction re-
quired is minimal compared to the true actuarial cost of purchasing such
additional protection.'’ The first $300 of monthly pension is reduced by
only 2 1/2 percent and all pension above this amount is reduced by 10
percent — this compares favorably with the true actuarial cost which
probably averages 15 percent.

Financing. Each employee contributes 7 percent of his total compen-
sation and each employing agency makes a matching contribution to the
Civil Service Retirement Fund. In 1971, the general Treasury began to

"When the | percent “bonus™ was eliminated, the timing of cost-of-living increases was
also changed. In the future benefits will be adjusted in March by the percentage increase in
the CPI occurring between June and December of the prior year and again in October based
on the CPl movement between December of the prior year and June of the current year.

"Myers, Social Security, p. 575.
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make additional payments to meet the remainder of the overall cost of the
program. As a result of the 1971 reforms, the Treasury began to transfer
amounts equivalent to an increasing proportion of the interest on the un-
funded liability (10 percent in fiscal 1971, 20 percent in 1972, etc.) and by
1980 will be paying all of the interest on the accrued unfunded liability. In
addition, the Treasury also makes annual payments to amortize in level
instalments over a 30-year period any increase in the unfunded liability re-
sulting from any statute enacted after October 20, 1969 which authorizes
new or liberalized benefits, extension of coverage or increase in salaries on
which benefits are based.

In fiscal 1975, total contributions to the Civil Service Fund amounted
to $9.2 billion or 26 percent of payrolls. (See Table 11.) By 1980, after the
phase-in of the interest payment on the unfunded liability is completed,
costs as a percent of payroll will amount to almost 33 percent. Table 12
summarizes the benefits, revenues and assets for the Civil Service Retire-
ment Fund for the last 25 years. As of 1975, the Fund held assets of $38
billion.

Military

Members of the military services are covered by a noncontributory
pension plan, which is operated on a completely pay-as-you-go basis. Pen-
sion benefits are awarded after 20 years of service regardless of age (with
the readily obtainable consent of Congress) or unilaterally with 30 years
of service. Retirement before 20 years of service is possible only in cases
of disability. The retirement benefit is calculated on the basis of 2 1/2 per-
cent of final basic pay for each year of service up to a maximum of 75
percent. However, since basic pay excludes allowances for subsistence and
housing as well as special pay, a person retlrmg with 30 years of service at
a benefit rate of 75 percent receives a pension equivalent to about 50 per-
cent of his previous total compensation.

Survivors’ benefits of 55 percent of retired pay are provided on an
elective basis as under civil service. However, unlike civil service, sur-
vivors’ benefits are integrated with Social Security. The military service
benefit is reduced by the portion of the spouse’s OASDI benefit which is
attributable solely to military coverage under OASDI.

Benefits are automatically adjusted for changes in the cost-of-living.
As for civil service, the additional 1 percent “bonus” for military bene-
ficiaries was eliminated in September 1976.

Benefit payments under the military retirement system are sum-
marized in Table 4. Since the program is financed on a pay-as-you-go ba-
sis, there is no interest income or asset accumulation,

Summary

The main characteristics of the three major pension plans are sum-
marized in Table 13. For state-local and civil service, retirement is around
age 60, while the military requires only 20 years of service which lowers
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the retirement age to the early forties. The calculation of benefits in all
three cases is quite similar: a designated percent for each year of service
applied to (more or less) final salary. However, the cost-of-living adjust-
ment under the military and civil service is more generous than the typical
state-local plan where cost-of-living increases are generally limited to 3
percent.

The financing of the three systems varies significantly. State-local sys-
tems are generally contributory with the employee paying approximately 5
percent and civil service requires a contribution of 7 percent. This con-
trasts sharply with the financing of the Military Retirement Plan which is
noncontributory. Furthermore, the military is financed on a pay-as-you-go
basis and has no assets, while both state-local and civil service make some
contribution towards funding their system.

The next section will establish baseline projections for benefits, reve-
nues and asset accumulation for each system on the assumption that they
maintain their current financial arrangements. The following section will
develop flows based on the assumption that the system moves to full
funding.

I1. Baseline Projections

Forecasts of the performance of state-local, civil service and military
pension plans were made for the year 2000. These estimates were based on
the extrapolation of trends and on the assumption of no change in fun-
ding policy. Contributions and benefits were estimated independently,
while interest income was calculated on the basis of the resulting asset
position. Contributions in any year are the product of the number of
workers, average earnings and the contribution rate.

Ce=New (B/N) 1975 (1+)t - ay
when Ny = number of workers in year t
(P/N)1975 = average earnings in 1975
g = rate of growth of average earnings
at = contribution rate in year t
The benefit calculation was quite similar.
B;=BN;" (P/N)1g75 (1)t - B¢
when BNy = number of beneficiaries in year t

B¢ = ratio of benefit to average earnings
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The estimates presented in Tables 14-16 are based on a 5 percent wage
growth assumption, 2 percent productivity and 3 percent inflation. An in-
terest rate of 6 percent is used to calculate the earnings on investment.
The specific assumptions for the individual system estimates are sum-
marized below, while the data underlying the projections are presented in
Appendix Table A-1.

State-Local

The contribution projections required an estimate of future employ-
ment and annual contribution rates. Employment was based on the Bu-
reau of the Census population projections and was estimated for two
groups — education and noneducation. State-local workers employed in
education were projected on the basis of the increasing ratio of teachers to
population aged 5-24, while noneducation employment was based on the
rising ratio of state-local workers to the adult population. The projects
and underlying assumptions are presented in-Appendix Table A-2. Es-
sentially, state-local employment is projected to grow 2 to 3 percent annu-
ally between now and the year 2000, increasing from 12 million persons in
1975 to 23 million by 2000.

Two alternative sets of assumptions were made for the contribution
rates. First, total employee and government contributions were assumed
to remain at the 1975 level of 11.8 percent of payrolls, With this con-
tribution rate, the assets on state-local trust funds would continue to grow
until 1994 after which time the funds would be rapidly depleted and
would be exhausted early in the twenty-first century. A second set of as-
sumptions provided for a slight increase in the contribution rate averaging
0.7 percent every five years — reaching 15.4 percent by the year 2000.
Even with this higher rate, the trust funds would start to decline after
1999. An increasing contribution rate, even with current funding objec-
tives, is probably the more realistic assumption since there has been a sec-
nlar increase in the ratio of contributions to payrolls since 1960.

The benefit projection required an estimate of the number of bene-
ficiaries in each year and the ratio of benefits to average earnings. Bene-
ficiaries were assumed to increase by 6.1 percent each year. This figure re-
flected a continuation of the annual increase in beneficiaries experienced
between 1960 and 1975.

The ratio of benefits to average earnings has increased from 40 to 45
percent between 1970 and 1975. For the projections, this proxy for re-
placement rate was assumed to rise to 53 percent in 1980 and then in-
crease to 60 percent by 1990, where it was assumed to remain constant
until the year 2000. This projected increase was designed to reflect the lib-
eralization of benefits legislated in the last ten years., Furthermore, a 60
percent ratio of benefits to average earnings seemed consistent with the
provisions of the “typical” state-local plan which calculates benefits as 50
percent of the five years of highest earnings in the ten years prior to
retirement,



1975
1976
1977
1978
1979
1980
1981
1982
1983
1984
1985
1986
1987
1988
1989
1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000

Table

14

PROJECTIONS OF BENEFITS, RECEIPTS AND ASSETS

FOR STATE-LOCAL RETIREMENT SYSTEMS

UNDER CURRENT FINANCIAL ARRANGEMENTS,
FISCAL YEARS 1975-2000

Benefits

$ 7,490
8,629
9,942

11,454
13,197
15,204
17,241
19,552
22,172
25,142
28,549
32,032
35,940
40,324
45,244
50,684
56,462
62,899
70,069
78,057
86,971
96,886
107,931
120,235
133,942
149,251

(millions of dollars)

Total

$ 18,898
20,882
23,156
25,645
28,366
31,337
34,233
37,349
40,696
44,283
48,162
52,234
56,592
61,246
66,210
71,473
77,042
82,966
89,257
95,928

103,047
110,284
117,876
125,818
134,100
142,833

Receipts

Contri-
butions

$

1
1

Source: Authors’ Estimates, See Text.
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13,604
14,999
16,537
18,233
20,103
22,164
24,092
26,188
28,467
30,943
33,673
36,569
39,714
43,129
46,838
50,843
55,165
59,854
64,941
70,461
76,507
82,780
89,568
96,913
04,860
13,584

Earnings on
Investment

$ 5,294
5,883
6,619
7,412
8,263
9,173

10,141
11,161
12,229
13,340
14,489
15,665
16,878
18,117
19,372
20,630
21,877
23,112
24,316
25,467
26,540
27,504
28,308
28,905
29,240
29,249

Financial
Assets

$ 98,064
110,317
123,531
137,722
152,891
169,024
186,016
203,813
222,337
241,478
261,091
281,293
301,945
322,867
343,833
364,622
385,202
405,269
424457
442,328
458,404
471,802
481,747
487,330
487,488
481,070



Table 15

PROJECTIONS OF BENEFITS, RECEIPTS AND ASSETS
FOR THE CIVIL SERVICE RETIREMENT SYSTEM
UNDER CURRENT FINANCIAL ARRANGEMENTS,

FISCAL YEARS 1975-2000
(millions of dollars)

Receipts
Contri- Earnings on  Financial
Benefits Total butions Investment Assets

1975 $ 7,207 $11,377 $ 9,241 $ 2,136 $ 38,351
1976 7,948 12,613 10,312 2,301 43,016
1977 8,765 14,088 11,507 2,581 48,339
1978 9,666 15,740 12,840 2,900 54,413
1979 10,660 17,594 14,329 3,265 61,347
1980 11,756 19,670 15,989 3,681 69,261
1981 12,827 21,168 17,012 4,156 77,602
1982 13,995 22,757 18,101 4,656 86,364
1983 15,270 24,442 19,260 5,182 95,536
1984 16,661 26,224 20,492 5,732 105,099
1985 18,179 28,111 21,805 6,306 115,031
1986 19,456 29,993 23,091 6,902 125,568
1987 20,824 31,988 24,454 7,534 136,732
1988 22,287 34,101 25,897 8,204 148,546
1989 23,853 36,337 27,424 8,913 161,030
1990 25,529 38,670 29,008 9,662 174,171
1991 27,119 41,140 30,690 10,450 188,192
1992 28,807 43,762 32,470 11,292 203,147
1993 30,601 46,543 34,354 12,189 219,089
1994 32,506 49,491 36,346 13,145 236,074
1995 34,530 52,732 38,568 14,164 254,276
1996 36,524 56,139 40,882 15,257 273,891
1997 38,632 59,768 43,335 16,433 295,027
1998 40,863 63,637 45,935 17,702 317,801
1999 43,222 67,759 48,691 19,068 342,338
2000 45,717 72,079 51,539 20,540 368,700

Source: Authors’ Estimates. See Text.
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Table 16

PROJECTIONS OF BENEFITS, RECEIPTS AND ASSETS
FOR THE MILITARY RETIREMENT SYSTEMS
UNDER CURRENT FINANCIAL ARRANGEMENTS,
FISCAL YEARS 1975-2000
(millions of dollars)

Receipts
Contri-  Earnings on
Year Benefits Total butions Investment Assets
1975 $ 6,149 $ 6,149 $ 6,149 —_ —
1976 6,708 6,708 6,708 - —
1977 7,317 7,317 7,317 — —_
1978 7,982 7,982 7,982 — —
1979 8,708 8,708 8,708 — —
1980 9,499 9,499 9,499 — —
1981 10,196 10,196 10,196 — —
1982 10,944 10,944 10,944 — —_
1983 11,747 11,747 11,747 — —_—
1984 12,609 12,609 12,609 — —
1985 13,534 13,534 13,534 — —
1986 14,396 14,396 14,396 — —
1987 15,314 15,314 15,314 — —
1988 16,289 16,289 16,289 — —
1989 17,327 17,327 17,327 — —
1990 18,431 18,431 18,431 — —
1991 19,501 19,501 19,501 — —
1992 20,633 20,633 20,633 — —
1993 21,831 21,831 21,831 — —
1994 23,099 23,099 23,099 — —
1995 24,440 24,440 24,440 — —
1996 25,669 25,669 25,669 — —
1997 26,959 26,959 26,959 — —
1998 28,314 28,314 28,314 — —
1999 29,737 29,737 29,737 — —
2000 31,232 31,232 31,232 — —

Source: Authors’ Estimates. See Text.
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The results of employing these various contribution and benefit as-
sumptions are shown in Table 14. In this scenario, contributions from em-
ployees and state-local governments exceed benefit payments through
1989 and the assets in the trust fund grow as a result of increasing interest
income and the excess of contributions over benefits. After 1989, an in-
creasing proportion of interest income is used to meet benefit commit-
ments, but the fund continues to grow although at a declining rate. Fi-
nally, in 2000 benefit commitments exceed all sources of income and some
of the accumulated assets must be used for benefit payments resulting in
an actual decline in the trust funds. In the next section, these flows and
asset positions will be compared to those required for a fully funded
system.

Civil Service

While the assumptions underlying the state-local projections are, by
necessity, quite speculative, the projections for the Civil Service Retire-
ment System are based on considerably better information. Employment
growth has been more stable, beneficiary data are available and future
contribution rates have been established.

Civil service employment grew unevenly from 1950 to 1975 reflecting
the onset of two wars and interest in space technology as well as their ter-
mination. Over the period, the annualized growth rate was 1.3 percent. In
keeping with the expectation that civil service employment has leveled off
and that growth over the next quarter century will be slower reflecting
tightened government budgets and demographic shifts, growth for 1975-
2000 is assumed to average about one-half that of the 1950-1975 period or
0.6 percent per year. With this assumption, the Federal Government will
employ approximately 3.3 million workers in the year 2000.

As shown in Table 11, contributions to the Civil Service Retirement
Fund amounted to 25.81 percent of payrolls in fiscal 1975. By 1980, when
the phase-in for the interest payment on the unfunded liability is com-
pleted, the total contribution rate should amount to 32.72 percent. There-
after, the contribution rate was assumed to increase by 0.55 percent every
five years to reflect financing of additional increases in unfunded liability
occurring after 1969,

Civil service data on beneficiaries showed a significant increase from
[.4 to 1.9 million between 1975 and 1985 reflecting the high levels of gov-
ernment employment during World War II. After 1985, beneficiary
growth slows substantially, reaching 2.2 million by the year 2000.

The ratio of benefits to average earnings amounted to about 35 per-
cent in 1975. This ratio is assumed to increase to 39 percent by 1985 re-
flecting the large influx of new beneficiaries and then to grow slowly
thereafter, reaching 42 percent by the year 2000.

As shown in Table 15, with these assumptions contributions to the
Civil Service Retirement Fund will exceed benefit payments for the next
25 years, thereby allowing the fund to retain the interest income as well as
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adding excess contributions. By the year 2000, assets will be approxi-
mately seven times benefit payments compared to the present five-to-one
ratio. Nevertheless, the present unfunded liability of about $165 billion
will not have been reduced and Section III will show the impact of amor-
tizing this liability in addition to making the scheduled contributions.

Military

Since military pensions are noncontributory and financed on a pay-
as-you-go basis, contributions will always equal benefits under the current
financing scheme. Benefit projections were made on the basis of projected
beneficiaries and ratio of benefits to earnings. Beneficiaries were projected
to 1980 by the mlhtary and projections to the year 2000 were calculated
by extrapolating the declining growth rate of the 1975-85 period to zero in
1995 after which time the number of beneficiaries was held constant.

Before 1970, the ratio of average benefit to average payroll was con-
siderably in excess of one. However, in 1970 military salary scales were
adjusted upward and the ratio of benefit to average earnings has been
close to 0.80 since that time. This ratio was incorporated in the benefit
calculations which are presented in Table 16.

Summary

These projections for the civil service, state-local and military retire-
ment systems will provide a basis of comparison for the financial flows re-
sulting from full funding of the three programs and therefore it is useful
to evaluate their reliability. These baseline projections require many judg-
mental assumptions about the future number of beneficiaries and con-
tributors as well as the ratio of contributions and benefits to average earn-
ings. Contributors were estimated on the basis of future employment,
which is relatively predictable for civil service and the military (provided
there are no major wars) but quite speculative for state and local gov-
ernments. Contributions as a percent of payrolls have been established in
law for civil service and for the military, which is financed on a pay-as-
you-go basis, contributions will equal benefit payments. However, for
state-local governments it was assumed that the ratio of contributions to
payrolls would continue to increase as in the past, which may or may not
be correct. Beneficiary data for the civil service and military are reason-
ably certain, but the beneficiary projections for state-local governments,
which are based on an assumed continuation of the historical rate of in-
crease, are considerably less reliable. The other key assumption is the ra-
tio of benefits to average earnings. Here again, the estimates for the mil-
itary are the most solid since the ratio has been steady. For civil service

""Pay and Allowances of the Uniformed Services and Supplementary Material, pre-
pared for the Committee on Armed Services, U.S. House of Representatives (Washington,
D.C. 1975), Table 5a.
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and state-local governments, the ratio has been increasing and con-
siderable arbitrariness was involved in deciding how fast this ratio would
continue to rise and where it would level off.

It is important to emphasize that these baseline projections are spec-
ulative because they play a crucial role in determining the impact of fun-
ding. For instance, if the forecasts of contributions are overestimated,
then a comparison with contributions of fully funded programs will
understate the impact of funding. On the other hand, if these contribution
schedules are too low, the additional saving resulting from full funding
will be exaggerated.

II1. Funding the Systems

This section is devoted to determining the amount of contributions re-
quired to meet the ultimate cost of fully funding the civil service, military,
and state and local retirement systems. Comparing these costs to the base-
line projections will reveal the increase in saving and capital accumulation
from changing the financing schemes. Full funding of these systems
should not necessarily be viewed as a policy goal since other financial ar-
rangements would also be fiscally responsible but rather as the maximum
increase in capital accumulation to be derived from this form of financing.

The contributions required to fully fund each of these systems must
cover two components: an amortization payment to eliminate the existing
unfunded liability and a payment to cover the normal cost. The accrued
liability is equivalent to the present value of all future benefit payments
based solely on prior years of service and is calculated taking into account
life expectancies and withdrawal rates for all current employees and
retirees. The accrued unfunded liability is simply the amount by which the
liability exceeds current assets. The amortization payment is the annual
cost of eliminating the unfunded liability over a number of years and can
be calculated either as a level dollar amount or as an amount that will be
a level percent of covered payroll. Finally, the normal cost is the amount
which must be contributed in a given year to cover the cost of benefits
earned in that year.

Three independent estimation techniques were employed to determine
the costs of fully funding each system. These methods include 1) trend ex-
trapolation to calculate the present value of benefits (accrued to date and
future accruals) to current system members less the present value of con-
tributions from current members calculated at normal cost, 2) estimation
of unfunded liability based on a hypothetical mature trust fund, and 3)
quasi-actuarial analysis to estimate directly the unfunded liability and nor-
mal cost.

1. Trend Extrapolation

This method consists of estimating the present value of future benefit
payments to all members of the system and current retirees as well as the
present value of the contributions of current members calculated at a rate
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which covers normal cost (calculated under method 3). The difference be-
tween these two calculations will yield a value of the accrued liability
which less current assets will equal the unfunded liability.

The methodology is very similar to that used for the baseline projec-
tions except 1) beneficiaries include only those individuals who were mem-
bers of the system in 1975, 2) contributors include only current covered
workers, and 3) the contribution rate is set at a level which will cover the
cost of additional benefits earned in each year.

Future benefits were projected to the year 2025 by estimating the ra-
tio of benefits to average earnings and the total number of beneficiaries,
then the total benefit figure for each year was discounted back to the
present. Therefore, the present value of benefits was equal to

p
50 BN'; (N)1975 (140t 6

t=1 (1+d)t

PVB'

where PVB' = present value of future benefits to current
members of the system and current retirees

BN't = number of beneficiaries in year t who were
members of the system in 1975

P
(”l‘\]‘) 1975 = average earnings in 1975

B¢ = ratio of benefits to average earnings

d = interest rate by which future benefits are
discounted

g = rate of growth of average earnings

Members of the system in 1975 were presumed to comprise a de-
clining portion of total beneficiaries in each year. In the near future,
present members continue to make up most of the beneficiary group;
however, after 1985 the proportion of beneficiaries represented by current
members declines more rapidly due to mortality and the typically high
withdrawal rates of younger workers.”> (See Appendix Table A-3.)

"?Beneficiaries were fit to a third order polynomial: Construction of the specific curve
was quite arbitrary since only two of the required four points were known, i.e., the number
in 1975 and 0 in 2025. The intermediate points were estimated from recent retirement trends
and rate of decrement.
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Future contributions from current members of the three systems were
projected to the year 2015 by the following equation.

Ni - & 19751+ 6)t . oy

: 40
PVC = 2
t=1 (1+ )

where N{ = number of workers in year t who were employed
in 1975

pvc' = present value of future contributions from
current members of the system

at = contribution rate set to cover normal cost

A very crude approximation was made of the annual decline in con-
tributors from the current group due to death, disability and retirement."
By 2010, only a small number of contributors from the original group re-
mained and these individuals were assumed to retire or die in the next five
years leaving no contributors in the year 2015.

The contribution rate was set at the normal cost so that contributions
in any future year exactly cover the value of benefits accruing in that year
which prevents any accumulation of additional unfunded liability. There-
fore, once it is assumed all future contributions will cover normal cost, it
is possible to calculate the value of the liability (L) accrued to date by
subtracting the present value of future contributions from the present
value of future benefits.

L = PVB' — PVC'

The unfunded liability (UFL) is then found by simply subtracting the
value of current assets (CA) from the accrued liability.

UFL = L — CA

The results of the trend extrapolation are presented in Table 17. This
methodology is extremely sensitive to the rate of decline of beneficiaries
and contributors, indicating that a more detailed type of actuarial analysis
is required to derive the future flow of benefits and contributions.

The number of contributors were assumed to decline at a constant rate of approxi-
mately 7 percent.



Table 17

ESTIMATES OF UNFUNDED LIABILITY
BY TREND EXTRAPOLATION METHOD
FOR STATE-LOCAL, CIVIL SERVICE AND
MILITARY RETIREMENT SYSTEMS, 1975
(billions of dollars)

State-Local Civil Service ~ Military

Present Value

Benefits $437 $280 $277
Contributions 162 75 42
Assets 98 38 0
Unfunded Liability 177 167 235

Source: Authors’ estimates.
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2. Mature Trust Fund Model

This model was developed by J. Richard Aronson' to estimate the
unfunded liability and amortization costs for state and local pension
plans. The assets required for full funding of a retirement system are es-
timated by placing static constraints on the system which assures that the
trust fund reaches a calculable maximum. A system is defined as mature if
the following conditions hold:

number of employees hired = number retiring
number of employees dying = number retiring
total payroll is constant

For such a system there exists a hypothetical maximum trust fund
(called Mature Trust Fund) which would be sufficient to meet all the
plan’s obligations even if membership in the system declined or no new
members were accepted. The mature system is fully funded when the value
of the mature trust fund is equal to the present value of the pension pay-
ments to all members of the system until the last member has died less the
present value of contributions until the last employee retires.

d Bn R Cn
MTF =5 (1+D)" — = (1+i)?
n=1 n=1

where Bn = benefits in year n

Cn = contributions in year n

i = interest rate

d = vyear last retiree dies

R = year last employee retires

"“J. Richard Aronson, “Projections of State and Local Trust Fund Financing,” with
David J. Ott and others, State-Local Finances in the Last Half of the 1970s (American En-
terprise Institute for Public Policy Research, 1975), pp. 63-90,
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Since contributions can be expressed as a percent of covered payroll

C, =aPR,

n
where a = constant percent of covered payroll
'PRn = covered payroll in year n

The expression for MTF may then be rewritten as

d R
MTF = X By - 2 aPRn_
n=1 (1+n n=1 (1 +)

As long as the system is mature, MTF remains unchanged since mem-
bership, payroll and annual benefits and contributions are constant. Dur-
ing this period, the interest on the MTF does not accumulate but rather is
used to pay that portion of benefits not met by current contributions.
Therefore,

iMTF + aP =B,
solving for the contribution rate
a = B/P — iMTF/P
However, since both B. and P are constant, B,/P = b and
a=b — iIMTF
P

Substituting this into the MTF equation gives

d g R (b — iMTF
- n —
MTF =3 — 1 _ 3 PR,

n=1 (1+{)" n=1 P
(1+ DN
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and rearranging gives a solution for MTF.

d B, R b PRn
MIF =2 ———ouuv—o — Z :
n=1 (1 + i)ll n=1 (1 + l)n
i R
I-- . 3 PR
P n=1 I

(m“)n

Since the mature trust fund is the value of assets which must be accu-
mulated if the system is to be fully funded, the accumulation of these as-
sets requires the elimination of the unfunded balance. According to
Aronson, the unfunded balance may be calculated as

UB = MTF — CA (1 +1i)Y

where CA = current assets

1l

y amortization period

However, this calculation will underestimate the value of UB because
MTF is treated as earning no interest while CA accumulates interest for y
years, Thus, UB shrinks over time rather than growing annually by the
amount of foregone interest. In order to calculate the correct value for
UB, all factors must be treated as present values. Thus

UB = MTF — CA

Calculating the mature trust fund and unfunded balance for each sys-
tem required estimates for P, By, d, b, PRy, R and i. The model was run
with i = 6 and i = 7 and the values of the remaining variables were set as
follows:

The maximum covered payroll P was determined by allowing the ac-
tual 1975 payrolls to grow at a constant rate for a number of years until
the system is assumed to have matured. These growth rates were set at 5
percent for the military, 5.6 percent for civil service and 7.7 percent for
state and local reflecting the expected growth from the baseline projec-
tions. Payrolls were allowed to grow for either 10 or 15 years and resuits
for both assumptions will be presented below.
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To estimate B, the stream of future pension benefits after the plan
stops accepting new members, an estimate must be made for d, the
number of years until the last member dies. For civil service and state-lo-
cal, d was set equal to 50 which consisted of a working life of 37 years
and 13 years of retirement. For the military, the value of d was increased
to 54 since these workers were assumed to enter the system at age 21.

B
The constant b= _¢ is the maximum annual pension payment as a

P

percent of the maximum payroll. This constant is equivalent to the ex-
pected ratio of beneficiaries to workers multiplied by the ratio of average
benefit to average payroll. Using the baseline projections, b was set equal
to 0.600 for the military, 0.282 for civil service and 0.202 for state-local
systems.

The annual covered payroll (PR.) starts to decline as soon as the plan
stops accepting new members. The number of years over which the de-
cline occurs depends on the estimated working life. For civil service and
state-local systems, working life was assumed to extend from age 25 to
age 62 or 37 years. For the military, the working life was calculated from
age 21 to age 40 which amounted to 19 years. The model assumes that the
covered payroll diminishes in equal decrements over the designated time
period.

Estimates for the value of the mature trust fund (MTF) and unfunded
balance (UB) are presented in Table 18. The value of UB for civil service
and military are consistent with the value of unfunded liability calculated
by the quasi-actuarial analysis in the next section. The results for the
state-local systems are much too high. The unfunded liability for Massa-
chusetts amounted to approximately $7-8 billion in 1974"° and probably
was close to $10 billion by the end of 1975. Assuming that all other states
also ran their systems on a pay-as-you-go basis, that employees of other
state-local governments were also not covered by Social Security and that
their plans were as large and generous as Massachusetts would yield a
maximum value for all state-local systems of $500 billion. However, since
all other states at least partially fund their retirement systems, employees
of most other state and local plans are also covered by Social Security
and few plans are as large and generous as Massachusetts, a more reason-
able expectation for the value of aggregate state-local liability is about
$200-300 billion.

This model seems to yield good results for systems that are, in effect,
mature. Both civil service and the military anticipate a reasonably steady
level of employment and expect a stabilization of the ratio of beneficiaries
to workers. In contrast, the state-local systems will experience a signifi-
cant increase in the ratio of beneficiaries to workers due to a slowing of

"Massachusetts Retirement Law Commission, Actuarial Valuation Report of the Con-
tributory Retirement Systems of Massachusetts (January 5, 1976).
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108 FUNDING PENSIONS

the rapid growth in employment during the sixties. The next section will
develop a more direct method of estimating the unfunded liability for
state-local systems.

3. Quasi-actuarial

This estimation technique provides a crude actuarial valuation for
each system. The present value of future benefits (accrued to date and fu-
ture accruals) for current employees and retirees is calculated on the basis
of detailed age, sex, and earnings data. Normal cost is estimated by di-
viding the present value of benefits by the present value of simulated life-
time earnings for all current employees. The normal cost rate is then ap-
plied to the present value of future earnings of current employees to arrive
at the present value of contributions. The present value of benefits less the
present value of future contributions calculated to cover normal cost less
current assets yields the unfunded liability for each system. Amortizing
the unfunded liability as a level percent of pay provides the contribution
rate required to eliminate the liability which together with the normal cost
rate yields the total contribution as the percent of pay necessary to fully
fund each system. The projections to the year 2000 are reestimated using
these full funding contributions to yield new asset accumulation for each
year and these funded projections are tompared with the baseline projec-
tions estimated in Section II to determine the impact of funding the retire-
ment programs.

Present Value of Benefits

The present value of current employees’ benefits is simply the sum of
the discounted benefits for each employee. For any employee, the value of
the retirement benefit expected in the first year of retirement is some frac-
tion of average salary multiplied by the probability that the employee will
remain in the system until retirement age.

PV B = [6- W (1+g"12.p | / (1+q) (1a)
a
W = employee’s current salary

(1+ g)(r-l-a) = the growth of the employee’s salary through his
last working year. If benefits are based on high
three years, salary is grown to two years prior to
retirement and similarly salary is grown to three
years prior to retirement for systems with benefits
based on high five.
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Pra = probability employee will remain in the system
to retirement (r) given he is in the system at
age a. This probability is constructed from
multiple decrements of mortality, disability,

and withdrawal.
(1+d)T1-8) = discount factor to discount the benefit back
to the present
g = ratio of benefit to preretirement earnings

The present value of an employee’s total benefits until death must
take into account life expectancy after retirement and cost-of-living ad-
justments to his benefit. '

- LAY 1o 1p P e\ "
PVB, = [p- w<m> rlal 20 | Py o+ Pany <1T&>
where PVBD = total value of benefits until death
discounted to the present
Pt = Probability of living to age n+1, given
n that the employee lived to age n
(1+ T = Factor to adjust benefits after retirement
‘ for increases in the cost of living
(1+dnt = Factor to discount benefits after retiremer

back to value at retirement age

Given an age, sex, salary distribution of employees in each system
and data on life expectancies, disability and retirement rates, an estimate
for each age-sex group can be found by multiplying the benefits in each
year by the number of individuals expected to receive them. Therefore,
the present value of benefits for a particular age-sex group is as follows:
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110
L+g\ rla 1+°>
= W — N, - P, + ZN P
PVBg Irﬁ s <1 +d> ] [ ] T e ntly <l+d

where PVBg = present value of benefits for a particular
age-sex group

Ws

average earnings for age-sex group

i

number of employees originally in age-sex group

Summing the values of PVB; for each age-sex group gives the total ex-
pected benefits for employees of a given system. To obtain the present
value of total expected benefits, the future benefits for each age group of
current retirees must also be estimated.

110 l+c) 0nT
PVB = B N + Z NP +1 —
R R[TR T pZrer 000 {44

where B = the existing average benefit for a particular
age group of retirees
Nr = number of beneficiaries originally in age-sex group

The total present value of future benefits to current employees and re-
tirees is the sum of all the age group values.

b f
PVBT = 3 PVBg + I PVBg
s=1 R=1

Normal Cost

The accrued liability for a system can be calculated by subtracting
from the present value of future benefits the present value of future con-
tributions calculated at a rate which covers normal cost. An entry age
normal cost can be calculated as the ratio of the present value of future
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benefits for current employees to the present value of total covered pay-
roll for those employees. Total covered payroll can be calculated by sim-
ulating an earnings history from age of entry into the system to retirement
for all current employees.

Since the entry age for each employee is not known, age 30 is as-
sumed to be the entry age for all persons 30 and over while for those
under 30 the current age is taken as age of entry."® For persons over 30,
entry age salary is calculated by reducing the worker’s current salary by
the assumed growth in wages for each year from his current age back to
age 30. To calculate the present value of lifetime payroll for a given age-
sex group, the shrunken salaries are multiplied by the number of indi-
viduals in the age group until the summation reaches the actual age, after
which point the number of individuals is reduced by the decrement factor
for withdrawal, disability or death. Therefore,

PVP, =W, [N +3  (Lige(1+q)an S FUARS
§ eps n=e( g o (1+d) 'Ns] * W Ng +n£a+1 1+d> 'Pn+1n Nn]

where W, = earnings at entry age calculated by reducing current salary
for the age-sex group by the growth rate of wages, i.e.,
W, = W/(1+g)a€

Earnings histories are simulated for each age-sex group and summed to
achieve the total payroll from entry age to retirement for each system.

PVP+= X PVP

T s=1 S

Since a normal cost contribution exactly covers the cost of benefits
earned

PVBT= PVPT « X

where x = normal cost

Rearranging to solve for normal cost

PVB
X =
PVPp

"For the military, an entry age of 19 was assumed for enlisted men and age 23 for
officers.
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Unfunded Liability

Once the normal cost is estimated, the accrued liability is calculated
by subtracting the present value of normal cost contributions from the
present value of total future benefits for current members of the system
and present retirees. The present value of future earnings of current work-
ers is as follows:

r-1 l+g n-a : B b
PVES = WS NS +n§a+l <1+d> . Pn+1n "N, and PVET = 521 PVES

Future contributions of these workers calculated on the basis of entry
age normal cost equal

PVCp = x-PVEq

The accrued liability is then equal to

L=PVB - PVCp

As before, the unfunded liability is found by subtracting the value of cur-
rent assets (CA) from the accrued liability (L).

UFL=L-CA

The unfunded liability is amortized, both as a level dollar amount and
as a percent of pay, to determine the rates of contribution required to
eliminate the liability over a period of 40 years. The amortization pay-
ment as a level dollar amount is

UFL (1 —1/1+4d)

Ap - 1 y
1+d

where y = the period over which UFL is amortized
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As a level percent of pay, the amortization payment is calculated using an
alternative formula.

UFL 1 - (—L)
- 1 +d'
An -
y
T .
1+d'

, 1+d
where d = —1
I+g

The amortization rate and the normal cost accrual rate together represent
the percent of payroll that must be contributed to fund the system.

Applying the Model

The quasi-actuarial model was tested using data for civil service for
1972. These results were then compared with those published in the Re-
port of the Board of Actuaries of the Civil Service Retirement System.
The comparison is presented in Table 19 under two sets of assumptions
for inflation, interest rate, and wage growth. Although the model is con-
siderably cruder than the techniques used by the civil service actuaries, the
results are quite close. On the basis of these results, the model was used to
estimate the unfunded lability for 1974 for the military, civil service and
aggregate state-local systems. The 1975 liability was calculated by adding
the difference between the sum of foregone interest and normal cost for
1975 and actual 1975 contributions.

For the civil service valuation, the following data were provided by
the system’s actuaries: age-sex earnings distribution for current employees,
withdrawal and disability rates which combined with mortality rates from
a group annuity table were used to construct a multiple decrement table,
and finally an age-sex benefit distribution for disability, age-service and
survivor beneficiaries. For simplicity, it was assumed that all survivors
were widows.

The Department of Defense provided age-service-earnings data for
military personnel all of whom were assumed to be male. Also supplied
was the multiple decrement table for withdrawal, disability and death used
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in the official valuations of the military retirement system.!” In addition,
the Department of Defense provided an age-sex-benefit distribution of
disability, service and survivor beneficiaries.

For state-local systems, no comparable data were readily available.
Dale Jorgenson, professor at Harvard University, supplied an age-sex
earnings distribution for state-local employees whxch he has constructed
on the basis of employment totals from the BLS.'"® State-local bene-
ficiaries were assumed to be distributed in the same manner as civil ser-
vice beneficiaries. Withdrawal, disability and mortality rates were also
based on civil service data.

The normal costs and unfunded liabilities for each system under three
sets of assumptions are presented in Table 20. In addition, the table in-
cludes the costs of amortizing the unfunded liability over 40 years both as
a level percent of pay and a level dollar amount. The magnitudes of the
unfunded liabilities seem reasonable and are consistent with pubhshed es-
timates for 1972 from civil service and for 1975 from the military.”” The
state-local figure is also close to the predicted value, although there are no
published estimates with which to compare. The relationship between the
three calculations seems reasonable. Comparing the first two sets of es-
timates for civil service and the military reveals the substantial impact on
unfunded liability and normal cost of eliminating the additional 1 percent
“bonus” for cost-of-living increases after retirement. A comparison of the
second and third sets of estimates indicates the sensitivity of the calcu-
lations to a | percentage point increase in the interest rate.

Since the earlier baseline projections were calculated on an assumed
wage growth of 5 percent and interest rate of 6 percent, the first set of es-
timates in Table 20 were used to derive the impact of funding. These nor-
mal costs and amortization rates (as level percents of pay) were applied to
projected payrolls and the flow of benefits, contributions and earnings on
investment were recalculated for each system (see Tables 21-23). The

"The decrement table used for official valuations of the military retirement system is a
1965 multiple decrement table with Department of Defense composites adjusted to June 30,
1973 force structure.

"% Jorgensen’s methodology for allocating workers by age, sex and earnings is described
in F. Gollop and D. W, Jorgensen, “U.S. Total Factor Productivity by Industry, 1947-1973,”
paper delivered at Conference on New Developments in Productivity Measurement, Will-
iamsburg, Va., Nov. 13-14, 1975.

“The estimate for the military is in line with the General Accounting Office estimate of
an unfunded liability of $194 billion based on 5.5 percent wage growth, 7 percent interest
rate and 5 percent cost-of-living adjustment. The higher interest rate assumption for the
GAO estimate offsets most of the higher wage growth and cost-of-living assumption. More-
over, the published valuation was based on considerably higher post-retirement mortality
rates (1937 Standard Annuity Table versus 1971 Group Annuity Table) which explains the
balance of the difference. For further detail see A Contributory Retirement System for the
Military Personnel, Report to the Chairman of the Task Force on National Defense, Senate
Budget Committee by Comptroller General of the United States, (Washington, D.C., March
4, 1976).
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122 : FUNDING PENSIONS

funding projections were then compared with the projections based on
current financial arrangements (Tables 14-16) to determine the impact of
funding on annual contributions and net assets.

Table 24 summarizes the asset accumulation of the system under the
present financing and full funding. Table 25 presents the annual con-
tributions for selected years under the two financing schemes. The addi-
tional contributions to fully fund these retirement systems would amount
to approximately 1.2 percent of GNP or 1.6 percent of disposable income.

1V. Conclusions

Of the three methods employed to derive the unfunded liability and
normal cost for the state-local, civil service and military retirement sys-
tems, only the quasi-actuarial analysis produced consistently reasonable
results. On the basis of these results, the benefits, contributions, and inter-
est income for a fully funded system were projected to the year 2000.

The projections indicate that if the state-local systems, the military
and civil service were to change their current financing plans to full fun-
ding, there would be a substantial increase in contributions and accu-
mulation of assets. The greatest proportional increase in contributions
would occur in the state-local systems; a smaller percentage increase
would be required for funding the military program, and civil service con-
tributions would have to increase only slightly. The relative required in-
creases reflect the differences in the current financing plans of the three
systems. The civil service system is in transition to a financing scheme
close to full funding and, therefore, the baseline projections reflect a rapid
increase in the contribution rate between 1975 and 1980 and a high con-
tribution rate thereafter. With these rates, civil service more than meets
benefit payments in each year and can use the surplus revenues for asset
accumulation. In short, since civil service is the closest of the three sys-
tems to full funding, the required additional contributions are the
smallest.

Paradoxically, it is not true that the partially funded state-local sys-
tems require a proportionally smaller increase in contributions than the
military plan which is financed completely on a pay-as-you-go basis. This
paradox can be explained by the nature of the two systems, The state-lo-
cal systems are relatively immature and therefore the ratio of beneficiaries
to workers is presently quite low. This low ratio means that a low con-
tribution rate yields sufficient revenues for benefit payments as well as
some accumulation of assets. However, the ratio of beneficiaries to work-
ers will rise significantly in coming years due to a tapering of the rapid
growth in state-local employment experienced during the sixties. The full
impact of the increasing rate however was not reflected in the baseline
contribution rates since interest income and accumulated assets were as-
sumed to meet a portion of the benefit payments after 1990. Therefore,
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the contribution rates incorporated in the baseline projection are signifi-
cantly below the normal cost rate (in 1975 11.8 percent versus 16.4 per-
cent) and a substantial increase in contributions is required to cover nor-
mal costs as well as to amortize the existing liability. In contrast, the
more mature military retirement system has already experienced a rapid
increase in the beneficiary-worker ratio and has a significantly higher ratio
which requires a large percent of payroll simply to meet annual benefit
payments. Therefore, the scheduled tax rates under the military are high
relative to the normal costs of the program. In short, although the state-
local systems are closer to full funding than the military, the increase in
contributions for the military is less relative to the high rates required to
finance annual benefits.

The net impact on asset accumulation from funding the three systems
will depend on the source of the increased contributions. For the civil ser-
vice and state-local systems, the additional contributions would probably
come from the appropriate government which in turn would be derived
from higher taxes — most probably higher personal taxes.”” The impact
on total saving will depend on whether the taxes come from income that
would have been used for consumption or from income that would have
been saved. The most reasonable assumption is that increased taxes to
fund a pension system are very similar to increased taxes to finance any
other government expenditure and therefore the reduction in disposable
income would come partly from saving and partly from consumption.
Since the fraction of disposable income saved is relatively small (less than
10 percent), most of the increased revenues for funding would come from
consumption and represent a net increase in saving.

For the military, a portion of the increased receipts would probably
be financed by some contribution from employees and the remainder
through tax revenues. Since there would be no change in benefits, the in-
creased contributions from employees would most likely be viewed simply
as a reduction in disposable income and therefore would come mostly
from consumption. Assuming the increased government contributions

“To really furid the retirement programs, it is essential that total government taxes be
increased or expenditures reduced by the amount required for the funding payment; other-
wise, the funding scheme will involve nothing more than a paper transaction (at the Federal
level) between the Treasury and the Civil Service or Military Retirement Fund. For instance,
if an annual contribution of $10 billion were required to fund civil service, the CSR account
could be credited every year with $10 billion and the Treasury account debited for the same
amount. This intragovernmental transfer would not show up in the budget which is com-
pletely appropriate since no accumulation of government funds has occurred. After 40 years,
the CSR fund would appear to have accumulated $400 billion. Assume a decision is made at
that time to pay off all accrued benefits. An expenditure of $400 billion would appear in the
budget which would then have to be financed either by increased taxes or increased debt
since no government fund had actually been accumulated (CSR assets are offset by Treasury
liabilities). In other words, it is not sufficient to run a surplus in the CSR account; funding
requires a larger surplus or smaller deficit in the total Federal budget.
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were derived primarily from personal taxes, these revenues would also
come mainly from consumption. As in the case of civil service and state-
local systems, the increased contributions to fund the military system will
serve to increase aggregate saving.

- Some caveats are required for the results presented above. First, any
estimate of unfunded liability is extremely sensitive to the ratio of as-
sumed growth in wages to the rate of interest. This analysis has been
based upon a 6 percent interest rate and § percent wage growth; other
combinations of rates might be applied. Second, the impact of funding
was measured against a baseline projection which incorporates many judg-
mental factors and therefore the baseline itseif may not be correct. Fi-
nally, since all the models are sensitive to the assumed replacement rates,
retirement ages and rate of contributor and beneficiary growth, other re-
searchers might derive different estimates.

Nevertheless, the conclusion that funding the state-local, military and
civil service retirement system would significantly increase the rate of sav-
ings seems inescapable.



Appendix Table A-1
DATA FOR BASELINE PROJECTIONS
STATE-LOCAL

I. Contributions Contributions
. Annual Average Total as Percent
Employment Payroll Earnings Contributions of Payrolis
(thousands) (millions) (millions)
1950 4,285 $ 10,980 $ 2,562 N.A. N.A.
1952 4,522 13,484 2,982 $ 737 5.5
1955 5,054 17,026 3,369 N.A. N.A.
1960 6,387 26,580 4,162 2,792 10.5
1965 8,001 40,804 5,100 4,044 929
1970 10,147 70,877 6,985 7,388 10.4
1971 10,444 76,586 7,333 8,400 11.0
1972 10,964 86,880 8,039 8,850 10.2
1973 11,352 96,179 8,472 10,815 1.2
1974 11,794 105,988 8,975 12,027 11.3
1975 12,097 115907 9,581 13,604 11.8
1980 13,985 171,009 12,228 22,164 12.9
1985 15,913 247,589 15,606 33,673 13.6
1990 18,030 359,122 19,918 50,843 142
1995 20,396 518,487 25,421 76,507 14.8
2000 22,801 739,756 32,444 113,584 15.4
. Ratio of
1L Benefits Average Benefit to
Beneficiaries Total Benefit Average Benefit Average Earnings
(thousands) (millions)
1950 294 $ 320 $ 1,088 42
1952 N.A, 530 N.A. N.A.
1955 427 722 1,691 .50
1960 660 1,265 1,917 46
1965 886 2,008 2,266 44
1970 1,291 3,638 2,816 40
1971 1,379 4,155 3,013 41
1972 1,463 4,768 3,259 41
1973 1,550 5812 3,750 44
1974 1,635 6,639 4,061 45
1975 1,730 7,490 4,329 45
1980 2,346 15,204 6,481 .53
1985 3,154 28,549 9,052 .58
1990 4,241 50,684 11,951 .60
1995 5,702 86,971 15,253 .60
2000 7,667 149,251 19,467 .60
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Appendix Table A-1 (Cont'd)
DATA FOR BASELINE PROJECTIONS

MILITARY
L. Contributions' Contributions
Annual Average Total as Percent
Employment Payroll® Earnings Contributions of Payrolls
(thousands) (millions) (millions)
1950 1,451 $ 2,869 $ 19717 $ 331 115
1955 2,923 6,821 2,334 442 6.5
1960 2,466 6,207 2,517 693 11.2
1965 2,644 7,702 2,913 1,386 18.0
1970 3,053 13,809 4,523 2,853 20.7
1971 2,701 13,718 5,079 3,389 24.7
1972 2,311 14,230 6,158 3,889 27.3
1973 2,242 14,758 6,583 4,392 29.8
1974 2,152 15,116 7,024 5,137 34.0
1975 2,117 15,497 7,320 6,239 403
1980 2,088 19,508 . 9,342 9,499 48.7
1985 2,088 24,898 11,923 13,534 54.4
1990 2,088 31,776 15,217 18,431 58.0
1995 2,088 40,555 19,421 24,440 60.3
2000 2,088 51,760 24,787 31,232 60.3
) Ratio of
1L Benefits Average Benefit to
Beneficiaries Total Benefit Average Benefit Average Earnings
(thousands) (millions)
1952 138 § 331 $ 2,399 N.A.
1955 174 442 2,540 1.09
1960 243 693 2,852 1.13
1965 462 1,386 3,000 1.03
1970 750 2,853 3,804 .84
1971 806 3,389 4,205 .83
1972 867 3,889 4,486 .73
1973 924 4,392 4,753 72
1974 984 5,137 5,221 .74
1975 1,050 6,239 5,942 .81
1980 1,271 9,499 7474 .80
1985 1,419 13,534 9,538 .80
1990 1,514 18,431 12,174 .80
1995 1,573 24,440 15,537 .80
2000 1,575 31,232 19,830 .80

‘Contributions were simply set equal to benefit payments; the following data are presented merely to show the
implications as a percent of payroll of this type of financing.
Basic pay only.
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Appendix Table A-1 (Cont'd)
DATA FOR BASELINE PROJECTIONS
CIVIL SER.VICE

Contributions

[ Contributions Annual Average Total as Percent
Employment Payroll Earnings Contributions of Payrolls®
(thousands) (miilions) (miilions)

1950 2,147 § 7,361 § 3477 § 66l 9.0
1955 2,378 10,148 4,268 473° 4.7
1960 2,421 13,414 5,541 1,509 1.2
1965 2,588 17,804 : 6,880 2,182 123
1970 2,881 29,135 10,113 3,692 12.7°
1971 2,872 30,344 10,566 4,583 15.1°
1972 2,795 32,515 11,633 5,279 16.2°
1973 2,786 36,144 12,973 6,042 16.7°
1974 2,874 39,532 13,755 7,150 18.1°
1975 2,890 43,006 14,881 9,241 21.5°
1980 2,978 56,558 18,992 15,989 28.3°
1985 3,130 75,871 24,240 21,805 28.7
1990 3,209 99,277 30,937 29,008 292
1995 3,290 129,902 39,484 38,568 29.7
2000 3,339 168,262 50,393 51,539 306

' Ratio
Il Benefits Average Benefit to

Beneficiaries Tatal Benefit Average Benefit Average Earnings
{thousands) (millions)

1950 172 g 266 $ 1,547 44
1955 297 428 1,441 .34
1960 515 893 1,734 3
1965 729 1,438 1,973 29
1970 959 2,752 2,867 .28
1971 1,027 3,23) 3,145 28
1972 1,091 3,748 3435 30
1973 1,193 4,588 3,846 30
1974 1,307 5,785 4,426 32
1975 1,372 7,207 5,253 .35
1980 1,673 11,756 7,027 37
1985 1,923 18,179 9,454 .39
1990 2,063 25,529 12,375 40
1995 2,133 34,530 16,188 41
2000 2,160 45,7117 21,165 42

*Based on Census fiscal year payroll rather than civil service payroll data used in Table U1 of text.
Congress failed to make full appropriations in 1955,
€1970-1980 is a period of transition to fuller funding.
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Appendix Table A-3

ESTIMATES OF BENEFICIARIES AND CONTRIBUTORS 1975-2000
USED IN CALCULATION OF UNFUNDED LIABILITY
BY TREND EXTRAPOLATION METHOD

STATE-LOCAL

Beneficiaries Contributors
1975 1,745 12,097
1980 2,680 7,258
1985 3,119 4,355
1990 3,157 2,613
1995 2,885 1,568
2000 2,399 941
2005 1,788 564
2010 1,150 339
2015 575 0
2020 160 0
2025 0 0

CIVIL SERVICE

Beneficiaries Contributors
1975 1,372 2,890
1980 1,604 1,734
1985 1,702 1,040
1990 1,681 624
1995 1,565 . 3713
2000 1,380 225
2005 1,125 135
2010 841 81
2015 541 0
2020 245 0
2025 0 0

MILITARY

Beneficiaries Contributors
1975 1,050 2,117
1980 1,317 1,164
1985 1,490 640
1990 1,574 352
1995 1,573 194
2000 1,491 107
2005 1,331 0
2010 1,098 0
2015 795 0
2020 428 0
2025 0 0

Source: Authors’ estimates.
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SOURCES: Appendix A-1
STATE-LOCAL
1. Contributions

Employment and Payrolls from Bureau of the Census 1950-1972
1972 Census of Governments, Public Employment (Vol. 3 No. 2), p. 13.
1973-197S from Public Employment 1973, 1974, 1975, 1980-2000, Authors’
estimates. Contributions 1950-1975, Finances of Employee Retirement
Systems of State & Local Governments 1960, 1961, 1963-64, 1964-65,
1965-66, 1967-68, 1968-69, 1970-71, 1972-73, 1973-74, 1974-75, Table 2
and in 1960, p. 3.

I1. Beneficiaries

Beneficiaries: 1950-1974, Social Security Administration, Social Se-
curity Bulletin, Annual Statistical Supplement 1974, p. 47, 1975 figure
from 1975 Research and Statistics Note No. 17 (August 20, 1976) p. 4,
1980-2000, Authors’ estimates; Total Benefits: 1950-1975 Bureau of the
Census, Finances of Employee Retirement Systems of State and Local
Governments 1960, 1961, 1963-64, 1964-65, 1965-66, 1967-68, 1968-69,
1970-71, 1972-73, 1973-74, 1974-75. 1980-2000, Authors’ estimates.

CIVIL SERVICE
1. Contributions

Employment and Payrolls from Bureau of the Census 1950-1972
from 1972 Census of Governments, Public Employment (Vol. 3 No. 2), p.
13. 1973-1975 from Public Employment 1973, 1974 and 1975; 1980-2000,
Authors’ estimates. Contributions: U.S. Civil Service Commission, Bu-
reau of Retirement, Insurance and Occupational Health, 1950-55 Annual
Report of Financial and Statistical Data, Fiscal Year Ended June 30,
1962, 1960-1975 Annual Report 1975; 1980-2000, Authors’ estimates.

I1. Beneficiaries

Beneficiaries: 1950-1974, Social Security Administration, Social Se-
curity Bulletin, Annual Statistical Supplement, 1974, p. 47, 1975, Re-
search and Statistics Note No. 17 (August 20, 1976) p. 4; 1980-2000,
Office of the Actuary, U.S. Civil Service Commission. Total Benefits:
U.S. Civil Service Commission, Bureau of Retirement Insurance and Oc-
cupational Health, 1950-55, Annual Report of Financial and Statistical
Data, Fiscal Year Ended June 30, 1962, 1960-1975, Annual Report 1975,
1980-2000, Authors’ estimates.
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MILITARY
1. Contributions

Employment. 1950-1975 Department of Defense, Directorate for
Information Operations and Control, Selected Manpower Statistics
(Washington, June 1976), pp. 25-26; 1980-2000, General Accounting
Office, Report to the Chairman of the Task Force on National Defense,
Senate Budget Committee: A Contributory Retirement System for Mil-
itary Personnel (Washington, March, 1976), p. 39; Annual Payroll 1950-
1975. Department of Defense, unpublished. 1980-2000, Authors’ estimates.

11. Beneficiaries

Beneficiaries: 1952-1980, Committee on Armed Services of the U.S.
House of Representatives, Pay and Allowances of the Uniformed Services
(H.A.S.C. No. 94-5, Washington, 1975) Table 5a. 1985-2000, Authors’ es-
timates. Total Benefits 1950-1975 Department of Defense, Office of the
Actuary, Table No. 131914, 1952, 1955, 1960, 1965, 1970, 1971, 1972,
1973, 1974, 1975.
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Discussion

James M. Stone*

The paper presented by Munnell and Connolly lends strength to the
contention that nonfunding or underfunding of pension liabilities
depresses private savings. More importantly, it seeks to estimate the ex-
tent of the underfunding in a particularly significant pension area: the
governmental plans established for state, local, civil service and military
employees. My comments on Munnell and Connolly’s estimating methods
will be brief. I would like to devote most of my time today to a more gen-
eral line of thought on a closely related subject.

Three estimating methods were used in this paper to quantify the un-
funded liabilities of the pension plans considered. That only one of the
three produced consistently sensible results should come as no surprise.

Any attempt to measure unfunded liabilities requires knowledge about
the age distribution of both the working and retired participants in the
system. The first two approaches tried by Munnell and Connolly assume
stability in the age distributions, an attribute not present in plans covering
rapidly changing work forces. Only the third method, called the quasi-ac-
tuarial method by the authors, does not make that assumption. My only
criticism of the Munnell-Connolly paper is that it takes the reader
through too much empirical material employing the two doomed meth-
ods. They should have been dismissed on logical grounds rather than used
and then dismissed for their unsatisfactory results.

The quasi-actuarial method is a good one. While the authors correctly
note that its treatment of the age distribution issue could be improved
with more complete data, I frankly doubt that further precision is worth-
while. Given massive uncertainties about future benefit adjustments and
work force changes, it is of questionable value to seek a high degree of
exactitude in liability measurement. I can accept the Munnell-Connolly
estimates of unfunded liabilities as the best available and the best that
need be generated for any practical purpose.

My stronger interest lies with a related subject which lurks between
the lines of this paper. I am firmly convinced that the issues surrounding
control of pension fund assets are destined to generate one of the major

*Commissioner of Insurance, Commonwealth of Massachusetts.
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economic policy debates of the next decade. Let us assume that we are
about to see increasing participant pressure for the funding of public pen-
sion liabilities. Add to that pressure the power of the economists’ lobby,
which seems to be lending its support to the concept of funding for en-
tirely different reasons. The result will most certainly be an increase in
funding, at least at the state level. It is curious, therefore, that no one is
yet asking how the money is going to be used. The question will not be an
easy one to answer. Munnell and Connolly project that fully funded state
and local pension funds would hold $2 trillion by the year 2000. That is
an immense number for state and local governments to deal with. The un-
spoken assumption of all the economists here today seems to be in-
vestments of the funds will be essentially passive commitments to gov-
ernment obligations or traditional institutional choices in a diversified
portfolio. Let me go on record as saying unambiguously that the assump-
tion will prove false. It will be simply irresistible for state governments to
influence the shape of capital formation. First may come an en-
couragement of mortgage investments, then perhaps a capital market
break for domestic businesses. Anyone who doubts what 1 am saying
should look at how easily the municipal crises of 1975 led to the con-
clusions that city and state pension funds should invest in their own se-
curities. Last year my office had to issue an order preventing a Massa-
chusetts municipality from overcommitting its assets in its own bonds.

There is a good economic argument for thinking that government in-
tervention in the direction of investment assets might be a positive force
when viewed in its most abstract terms. 1 spoke loosely when 1 described
investments in bills or institutional market baskets of securities as passive
investments. Neither is truly passive or neutral in economic impact. As
soon as one acknowledges the institutional barriers to the social efficiency
of all large fund investments, the concept of passivity becomes elusive.
There are strong arguments that at least two such barriers exist. Certain
economists have contended for many years that there is an inherent mar-
ket bias in the United States which causes funds to be overcommitted to
private purposes and undercommitted to public purposes. It is certainly
not demonstrable that our society is allocating a proper share of its in-
vestment capital to such public goods as education, scientific research,
transportation, or housing. If the returns to those investments are difficuit
for an investor to measure or capture, there is likely to be a distortion in
our pattern of capital formation. A second bias results from the fact that
large investment institutions are prone to confine their asset purchases to
the largest issues of the largest issuers. This malady follows directly from
the tight concentration of investable assets in the United States. A large
private or public investor may well think it efficient to study only a small
number of situations. Only the most substantial investment opportunities
attract large investors’ attention. Moreover, if they wish to remain fairly
liquid, their opportunities are narrowed still further to large investment
opportunities which are small fractions of even larger investment
opportunities.
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1 am inclined to believe that both of the biases just described are real.
Investments by government pension funds in Treasury bills or in tradi-
tional institutional market baskets will merely perpetuate the biases. It is
for this reason that a truly passive investment strategy is hard to find.
Commitments to the mix of public and private purposes in an investment
portfolio and the mix of large and small issues should be viewed as con-
scious decisions. As the public role in controlling investment flow ex-
pands, so will the realization that this is the case.

My conclusions at this point are twofold. Firstly, the now theoretical
debate over the social efficiency of private investment will become a heat-
ed practical debate as the accumulation of government pension assets
grows. Until now, government involvement in capital formation could
only have come through mandatory controls. Controls over private capi-
tal would be so difficult to bring about in the current political en-
vironment that their proponents have been paid little heed. But the bal-
ance of force quickly changes as we begin to fund government pension
liabilities, When governments hold the funds, governments must make the
investment decisions themselves. It is far easier for government to exert
control over money in someone else’s possession.

Secondly, 1 would point out that the issue of pension fund investment
policy forms the tip of the iceberg of a still larger issue. One can not ad-
dress the control of public pension funds without simultaneously touching
on the issue of central planning. Government control of billions of in-
vestment dollars is central planning. Should the Social Security system,
with liabilities in the trillions of dollars, ever be funded it could exert a
near monopoly on capital formation planning. It is simply unrealistic to
talk of pension liability funding without talking about it in these terms.

Should the pressures for funding continue to grow, public pension
systems will provide the catalyst for the paramount economic debate of
the next decade. To whatever extent this conference leads to the ce-
menting of an economists’ lobby in support of funding, it is simulta-
neously foreordaining the convening of a future conference on the in-
vestment of the funded assets. The magnitude of the issue is almost
universally underestimated.
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The Employee Retirement Income Security Act of 1974 (ERISA) has
brought enormous changes to the environment within which pension plans
are created and operated. The new law attempts to reduce the uncertainty
which workers face in assessing the value of their pension plans. By reg-
ulating the vesting and participation requirements with which pensions
may be offered to workers, ERISA guarantees workers who meet spec-
ified minimum age and seniority requirements, and whose employers have
pension plans, that they will definitely be able to receive a pension if they
survive until the plan’s early retirement age. (The law does not mandate a
minimum pension benefit, however, nor does it require firms which lack a
pension plan to establish one.) To guarantee the security of vested bene-
fits, pension fund trustees are required to act prudently and to diversify
their investments, and firms must pay premiums to a new federally char-
tered corporation which insures the unfunded liabilities of defined benefit
pension plans. Finally, changes in tax laws have made available to work-
ers not covered under employers’ pension plans the tax advantages of
qualified plans.

This paper assesses the implications of this new pension environment
for the growth of pension funds, and concludes that the effect of ERISA
will be small. Thus, any pre-ERISA projections of pension fund growth
need not be revised solely because of the new law.

The first part of the paper discusses in general terms the economic
considerations which lead to the establishment of pension plans by em-
ployers and the features of the different types of plans. The second section
reviews ERISA’s provisions and how they change the costs of providing
pensions and the relative costs of plan types, and, thus, the incentives
which vitally affect the rate of accumulation of reserves in pension funds.
Part 111 summarizes the arguments about the impact of ERISA on future
pension fund growth.
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1. Basic Economics of Pension Plans
A. Incentives for Employer Provision of Retirement Income

Why is it that workers seek to have their retirement income provided
by employer-sponsored pension plans rather than accumulating their own
resources from their wages? There are at least three important reasons:
tax advantages, efficiencies of group administration of annuities, and
firms® greater ability to achieve a high rate of return on savings.

For many years, substantial tax advantages have been granted to pen-
sion and profit-sharing plans “qualified” by the Internal Revenue Service,
and almost all existing plans are qualified. As long as the plans meet cer-
tain stipulations, firms can deduct their contributions to the plans, work-
ers can defer paying taxes on these employer contributions until they are
received as retirement benefits, and pension fund earnings are exempt
from taxes.

Until ERISA allowed workers to establish Individual Retirement
Accounts, no such advantage was available to the employee whose em-
ployer did not have a pension plan, (The implications of IRAs will be dis-
cussed below.) Thus, workers who wanted a private source of retirement
income were motivated to find an employer who had a pension plan, even
if that employer offered lower wages. And, as the average worker’s mar-
ginal tax rate has increased in the last 30 years, this tax advantage has be-
come progressively more important, with the increase undoubtedly adding
to the pressure for employer-sponsored pension plans. The proportion of
the private wage and salary labor force covered by pension or deferred
profit-sharing plans grew from 22 percent in 1950 to 45 percent in 1974.'

Group efficiencies in the administration of annuities also help to ex-
plain why it makes economic sense for employees to seek out employer-
provided pension plans. In the absence of such plans, most retired people
would probably want to convert a portion of their assets into annuities,
but since they would have to do this on an individual basis, they would
undoubtedly be forced to pay high, individual rates to insurance com-
panies. However, when a pension plan provides the annuities, the plan
can either obtain lower group rates or the plan, itself, can administer the
annuities, especially if it is large enough so that its members’ mortality ex-
perience can be accurately predicted.

The third important basis for the provision of pension plans by em-
ployers is the fact that employers can, in many cases, obtain a higher rate
of return on their pension funds than the average worker can. Because of
the fund’s ability to pool investment risks, it can earn a higher rate of re-
turn than can the average worker,

As we will see below, ERISA has reduced the advantage for employer
provision of pension plans by reducing their cost advantage in all three
areas.

'Alfred M. Skolnik, “Private Pension Plans, 1950-74,” Social Security Bulletin, June
1976, pp. 3-17.
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B. Types of Pension Plans

In order to analyze the effects of ERISA on retirement plans, we
must first distinguish between defined benefit and defined contribution
plans (the two main types offered) since some sections of the new law ap-
ply only to defined benefit plans.

(1) Defined benefit plans

Defined benefit plans promise workers a specified amount of retire-
ment benefits generally based on their years of service and earnings. In re-
cent years it has become increasingly common to use final, rather than
career average, earnings in the determination of benefits. (Use of the aver-
age of the last five years’ earmngs is now the most common base in for-
mulas which contain earmngs) This trend has increased employees’ pro-
tection against inflation, since they can predict with near certainty the
ratio of their immediate pre-retirement earnings to their retirement bene-
fit. Even when the benefit formula does not explicitly contain earnings,
there is a tendency for periodic upgrading, especially in collective bar-
gaining situations. Of course, the inflation protection for workers is at the
expense of the firm. Unexpected inflation (which is not reflected in the
nominal yields available to the fund’s investment managers) can sharply
increase a firm’s pension liabilities, since final pay is multiplied by alf
years of service in determining retirement benefits,

Because of the pension plan’s commitment to pay each worker a read-
ily defined benefit, these plans typically give rise to unfunded liabilities.
For example, when a defined benefit plan is established, at least several
years of workers’ service prior to this initiation are almost always included
when the benefit is computed. Creation of “past service liability” is hardly
ever accompanied by a corresponding lump-sum payment into the pension
fund, so that the plan begins with expected labilities greater than its as-
sets. Unfunded liabilities are also created when pension plans are amend-
ed, since the changes are almost always retroactive.

If a pension plan is tax-qualified, its establishment and amendment
are the only circumstances under which its managers are allowed to create
unfunded liabilities, Even under pre-ERISA Internal Revenue regulations,
plans not amended always had to receive employer payments sufficient to
insure that unfunded liability always remained below the sum of those
created from the initiation and amendment of the plan.

Thus firms desiring to put as little money as possible into the fund
had to pay currently accruing liabilities (“normal cost”) plus interest on
unfunded liabilities into the pension fund each year. Still, firms had con-
siderable flexibility in making their payments into the pension fund, since

"Harry E. Davis and Arnold Strasser, “Private Pension Plans, 1960-1969 — an Over-
view,” Monthly Labor Review, July 1970, pp. 45-56.
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they could go for several years without payments if previous payments
had been greater than the minimum. The maximum amount deductible in
any year was normal cost plus one-tenth of unfunded liability, so there
was considerable spread between the minimum and maximum. It was
quite common for firms to make high payments into the fund in years of
unusually good profits and no payments in unprofitable years.

Interestingly, a large number of pension funds did not take advantage
of the entire tax deduction allowed them; this behavior has two principal
explanations. First, firms may have decided that the after-tax return on
assets retained in the business was higher than the (tax-free) return of the
pension fund. Second, firms may have believed that their plans would be
terminated before the liabilities were funded. Before ERISA, none of a
pension plan’s unfunded liability was the company’s liability. Almost all
pension plans contained a provision allowing the company to terminate
the plan under any conditions; in fact, business difficulty and merger were
the two most common causes. When terminated plans had unfunded li-
abilities, at least some workers did not receive all the benefits they had
been led to expect. A company which anticipated termination of its plan
would be understandably reluctant to put more than the minimum re-
quired payment into the pension fund.

(2) Defined Contribution Plans

The other major category of plans is the defined contribution plan,
under which the firm places a specific number of dollars (usually related
to a worker’s salary) into a pension account. The funds are used to pur-
chase annuities from an insurance company or are simply pooled in an in-
vestment fund, the worker’s share of which is converted into an annuity at
retirement. In this arrangement, the worker’s benefit is determined by the
amount contributed and by performance of the fund, not by any explicit
relationship with final pay. Workers, not firms, bear the risk of un-
expected inflation, which can lower the ratio of their retirement benefit to
their pre-retirement salary. Furthermore, firms do not have any unfunded
liability, since their entire liability under the plan is discharged each year
by making a specific payment into the pension fund.

Most defined contribution plans are deferred profit-sharing plans,
under which the company’s annual contribution to the fund depends on
profits in each year. Each worker’s share of the firm’s total contribution
depends on a fixed formula, which usually contains years of service and
wage level. The flexibility of the annual cost of profit-sharing plans makes
them much more popular with employers than “money-purchase” plans,
under which the defined contribution to each worker’s account is inde-
pendent of profits.

11. The Provisions of ERISA

ERISA changes the pension environment in five areas: (1) by im-
posing requirements on the provisions of pension plans, such as the rules
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for vesting and participation, (2) by requiring firms to gradually eliminate
unfunded liabilities over a specified period, (3) by requiring firms with de-
fined benefit plans to participate in a plan to insure workers against the
loss of unfunded liabilities if the plan should terminate, (4) by imposing
standards on the conduct of the fiduciaries who control the pension fund,
including limitations on the investments in which these funds can partake,
and (5) by lowering the tax incentive for the creation and growth of em-
ployer-sponsored pension plans by allowing workers to establish Indi-
vidual Retirement Accounts.

This section discusses the principal changes which ERISA effects and
its likely influence on the development of pension funds. It should be em-
phasized that this survey of ERISA is by no means comprehensive. Many
details of the law (such as the imposition of a maximum retirement bene-
fit for qualified plans) affect only a small number of individuals, are likely
to have a negligible impact on the growth of pension funds, and therefore
have not been considered.

A. Vesting and Participation Requirements

ERISA imposes detailed regulations on eligibility requirements and
vesting conditions for all private pension plans. Firms must comply with
one of three vesting options; together, these options imply that all workers
will be at least 50 percent vested after ten years or less and 100 percent
vested after 15 years or less. Many of the largest plans had already
instituted vesting conditions at least as liberal as those mandated by
ERISA, but many others have been forced to rewrite their plans to give
irrevocable pension rights to short-service workers who previously would
have obtained nothing from the company’s plan if they had left the com-
pany. In addition, the new law mandates that workers be given credited
service for any years in which they work at least 1000 hours and that
under certain conditions breaks in service not result in the forfeit of pre-
viously accumulated credits. For the purposes of computing benefits,
ERISA dictates that the formula count all service after age 25, except the
first year, (or the first three years if full and immediate vesting is offered).
Thus, many workers who may have obtained nothing under their com-
panies’ pre-ERISA plans will receive at least small benefits, and many
others will see their benefits increase.

How will these rules affect the total funds going into pension plans?
Hardly at all, according to traditional labor market perspectives, which
imply that the size of total compensation is determined independently of
its division into wages and fringe benefits.

The basis of these perspectives deserves a short explanation. Suppose
the labor market were perfectly competitive, so that each employer could
pay no less than what the market indicated without losing all his employ-
ees. Further assume that because of the factors discussed in Section I, em-
ployers can save more efficiently than workers, that $1 spent by employers
ultimately provides more resources to the retiring worker than $1 saved
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by the workers themselves, Assuming that individual workers desire to
save something for their retirement, employers will soon discover that by
putting some of their personnel budget into pension plans, they outbid
any firm which offers all compensation as wages, since workers will value
at least some of the dollars put into the pension more than the same
money put into wages. The right mix of pensions and wages depends on
the consumption-saving preferences of each employer’s labor force; we
would expect to observe a variety of combinations, corresponding to the
variety of preferences workers might have. As part of this equilibriom,
however, there is one important condition — that all employers spend the
same amount on total compensation. If this were not true, then the high-
paying employers, seeking to keep their labor costs to a minimum, would
simply imitate the compensation arrangements of their competitors. As a
result, any employers who offered higher than average pension benefits
would offer lower than average wages, and, again, each employer would
pay the same rate of total compensation to workers of given quality.

This logic seems convincing for a perfectly competitive labor market,
but, of course, the real world is not perfectly competitive. Numerous sta-
tistica!l studies have confirmed that some employers pay more than others
to given quality workers. Many of these differences, however, appear to
be associated with well-defined institutional features of labor markets,
such as the presence and strength of labor unions, the size of the estab-
lishment, and the location of employment. To the extent that these factors
influence wages, however, they should influence other aspects of compen-
sation. Thus two unions of equal strength should be able to secure the
same total compensation, other things being equal. If one union decides
to seek larger pensions than the other, then it should be forced to give up
some wages or other benefits. Often this situation is made explicit in col-
lective bargaining situations, in which negotiators first bargain for in-
creases in total compensation and then for the division of that increase
among the various forms of compensation. Thus, even when we recognize
the existence of noncompetitive forces in the labor market, it still seems
reasonable that, holding worker quality and institutional influences con-
stant, firms which have more liberal pension plans should be observed to
have lower wage rates.

ERISA changes neither worker quality nor the institutional influences
which allow unionized workers or those in certain industries to receive
more in total compensation than equal quality workers in lower-wage or
nonunionized firms. Thus, the arguments above imply that ERISA should
not change any workers’ rate of total compensation. Any increases in pen-
sion benefit costs due to the prescribed vesting and credited service provi-
sions in ERISA should cause reductions in either pension benefits or
wages relative to what they would have been in the absence of the law.

The few empirical studies relevant to this question indicate that this
theoretical viewpoint is not inconsistent with reality. In a paper I wrote
with Schiller, data on the wages and pensions of a sample of workers in
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33 firms suggest that, other things being equal, workers in firms with rela-
tively good pensions receive relatively low wages. Other research suggests
that workers who are exposed to low risk of injury, who receive high
fringe benefits and who are satisfied with their jobs receive relatively low
wages, holding constant all other influences.’

The proportion of this increased cost which will be met by reductions
in pension benefits rather than reductions in wages will probably be quite
high. Firms which had stringent or no vesting provisions before ERISA
implicitly allocated very little of their pension budgets to their least senior
workers, many of whom were probably quite satisfied to receive almost all
of their compensation as wages. ERISA will now force these firms to give
these workers irrevocable rights to pension benefits in which they will
place very little value. The firms will therefore be under considerable pres-
sure to maintain their wage levels, and the above arguments imply that
they will accomplish this by reducing pension benefits relative to what
they would have been in the absence of the law. At first, this may upset
the workers who retire from the firm but eventually, many of them will
have accumulated vested pension benefits from their previous employers
and will not demand as high a benefit from their last one.

Even if the above arguments were entirely incorrect, the increase in
overall pension costs resulting from ERISA’s vesting provisions would
probably be quite small. It has been estimated that perhaps as much as 20
percent of the total reserves of private insured and noninsured retirement
plans belong to profit-sharing plans. Because of previous IRS rulings, al-
most all of these already conformed with ERISA’s dictates. A study by
the Bureau of Labor Statistics estimated that in 1969, the plans of 26 per-
cent of the workers covered under pension plans (as opposed to profit-
sharing plans) provided for vesting in ten years or less with no age re-
quirement.' If we assume that this figure is a good estimate of the pro-
portion of pension assets not affected by ERISA, we conclude that 41
percent {20% + (.26 x 80%)] of all funds belonged to plans totally un-
affected by the new vesting provisions. The cost increases for the re-
mainder depend on the plan population’s turnover rates, the pre-ERISA
vesting provisions and the other provisions of the plan. Two con-
gressionally sponsored studies compute, under a variety of assumptions,
the increased costs resulting from ERISA’s provisions.” My very subjec-
tive combination of these computations and the BLS data on existing

‘Randall D. Weiss and Bradley R. Schiller, “The Value of Defined Benefit Pension
Plans: A Test of the Equalizing Differences Hypothesis,” 1976; Richard Thaler and Sherwin
Rosen, “The Value of Saving a Life: Evidence from the Labor Market,” 1973; Charles
Brown, “Equalizing Differences in the Labor Market,” 1975,

“Davis and Strasser, op. cit.

*Donald S. Grubbs, Jr., Study of the Cost of Mandatory Vesting Provisions Proposed
Jfor Private Pension Plans, Subcommittee on Labor, Senate Committee on Labor and Public
Welfare, 1973; Howard E. Winklevoss, Estimates of the Cost of Vesting in Pension Plans,
Subcommittee on Labor, House Committee on Education and Labor, 1973.
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vesting provisions yield a guess of an average 5 percent cost increase for
the 63 percent of funds less liberal than ERISA, These figures imply a 3
percent increase in the level of contributions to pension funds, which is
rather small in relation to the 15.6 percent average annual growth in con-
tributions during 1970 to 1974.

In summary, the vesting standards will cause very little future increase
in pension costs. First, theoretical arguments imply that the workers who
did not want vested pensions as soon as provided under the ERISA op-
tions will not accept the new, vested pension rights as a perfect substitute
for wages. But since the sum of pension and wage costs will not rise, pen-
sion benefit levels will have to be reduced to allow these workers to come
close to maintaining their previous wage levels. Second, even if this theory
is completely incorrect, the vesting provisions of ERISA would increase
pension costs very little. Similar considerations apply to the effect of the
new participation standards, but with a much smaller possible impact.

B. Funding Standards

Before ERISA, tax-qualified defined benefit pension plans were sub-
ject to the requirement that unfunded liability could never go above the
sum of the initial level, plus any amounts that were added when plans
were liberalized. Thus, firms desiring to put as little as possible into their
pension plans over a period of years would simply contribute the cur-
rently accruing liability (actuarially estimated “normal cost”) plus interest
on the unfunded liability (calculated using the interest rate assumed in the
actuarial framework of the plan). Firms which had put in more than the
minimum in previous years could skip contributions, just as long as total
unfunded liability did not exceed the maximum permissible level. IRS reg-
ulations had little to say about recognition of differences between the as-
sumptions about rate of return, mortality, turnover, and wage increases
and the actual experience of the plan in these areas. Thus, for example,
several decreasing years in the stock market would make it unlikely that a
plan whose assets were heavily invested in common stock would achieve
the return assumed in the actuary’s calculation of unfunded liability and
normal cost; since IRS allowed assets to be valued at cost, however, these
circumstances did not require any change in the minimum contribution.
Even when losses were recognized, they could simply be added to un-
funded liabilities. Conversely, experience gains (such as actual return or
actual mortality higher than assumed) could be recognized frequently and
be credited in full, immediately, against the unfunded liability. In general,
these rules allowed firms considerable leeway to adjust their contributions
to the condition of their cash flow. _

ERISA dictates a higher minimum contribution for plans which have
an unfunded liability. The new minimum schedule of payments for plans
which already existed when ERISA was enacted is the sum of normal cost
and a level payment sufficient to amortize the unfunded liability over 40
years. Unfunded liabilities established either through plan initiation or
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amendment after the effective date of ERISA will have to be amortized
over either 30 years (single employer plans) or 40 years (multi-employer
plans). Even more important is the change that ERISA mandates in the
recognition of experience gains and losses. Gains and losses must be
recognized at least every three years; losses must be amortized over no
more than 15 years, while gains can be recognized no more quickly than
in even credits over 15 years. (These periods are 20 years for multi-em-
ployer plans.) As before, plans which contribute more than the minimum
in one year can contribute correspondingly less in future years.

Of these two changes — amortization of unfunded liability and recog-
nition of experience gains and losses — the former will probably be much
less significant. There is considerable evidence, mostly from the 1966 sur-
vey of Griffin and Trowbridge, that many pension plans were funding
their unfunded liabilities at least as fast as ERISA now mandates.’ These
data do not even reflect the impetus provided by Opinion Number 8 of
the Accounting Principles Board in 1966, which required that for the pur-
poses of profit-and-loss statements, firms show as a cost that amount nec-
essary to fund vested liabilities over a 40-year period. Although this did
not require firms to actually make such outlays, it probably encouraged
such a practice.

Thus a majority of workers in pension plans probably belong to plans
whose funding practices will not be changed by ERISA. Even for the re-
mainder of firms, however, these funding rules will not cause a large
change in the minimum contribution, which consisted of two components
— normal cost and interest on unfunded liability. For a typical employee
group, the interest is likely to be about 50 to 60 percent of this minimum
contribution.” But at a 6 percent interest rate, (this is the median rate used
in a sample of large plans recently surveyed by Bankers Trust), the annual
payment necessary to amortize the princ%pal in 30 years is only 14 percent
more than the interest payment alone.” The increases in the minimum
contribution, therefore, would be about 8 percent for new liabilities and
even less for old liabilities, which can be amortized over 40 years.

A rough estimate of the percentage of fund contributions affected by
the new standards can be derived. Data on insured plans indicate that 38
percent of 1973 contributions into these plans went into deferred group
annuities, individual policy pension trusts, HR 10 plans, and tax-sheltered

SFrank L. Griffin, Jr. and Charles L. Trowbridge, Status of Funding Under Private
Pension Plans (Homewood, Ili.: Richard D, Irwin Co., 1969).

"This figure is consistent with the actuarial cost illustration presented in Dan M.
McGill, Fundamentals of Private Pensions, 3rd ed. (Homewood, Ill.: Richard D. Irwin Co.,
1975).

*Bankers Trust Company, ERISA Related Changes in Corporate Pension Plans, 1976,
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annuities, all of which are essentially undisturbed by this section of
ERISA.” Multiplying this figure by the proportion of all pension con-
tributions going into insured plans (29 percent) and adding the estimated
proportion of funds in profit-sharing plans, we find 31 percent of con-
tributions unaffected. Of the remaining funds probably no more than a
third were not following ERISA’s dictates; this represents about 23 per-
cent of all contributions. Even if this group had previously been making
only the minimum payment into their pension funds, their 8 percent in-
crease in contributions would imply only a maximum 2 percent change
for retirement plans as a whole.

The effect of the new rules regarding recognition and amortization of
experience gains and losses will depend on the experience of particular
plans, of course, but the rules are likely to cause a liberalization in actu-
arial assumptions. Because experience gains can now be credited much
more slowly, employers will probably insist that any actuarial assumptions
so conservative as to have consistently given rise to experience gains in
the past, be revised to be more accurate. (And, of course, actuaries tend
to be conservative in their assumptions.) This revision of actuarial as-
sumptions will probably cancel out most of the increase which would be
mandated by more liberal vesting and increased funding. A 1/2 percent
increase in the assumed interest rate will, on the average, lower normal
cost by 12 percent.'

These rule changes will also have other effects. First, the experience
gain and loss rules will probably cause a decrease in the proportion of
pension fund assets invested in the stock market; plans will favor bonds
because they can be valued at cost during their lifetime, while stocks must
be valued at market value. Thus, a pension fund containing only bonds
will have quite predictable outlays, since changes in interest rates will not
generate changes in the minimum contribution. Three years of a declining
stock market, however, could cause a large increase in the mandatory
minimum contribution of a fund whose assets were entirely in stock; this,
of course, could be very badly timed from the company’s point of view if
its profit experience has been correlated with the market. The second im-
portant effect of these provisions of ERISA will be to increase the cost of
defined benefit plans relative to defined contribution plans, especially for
firms that chose a previous funding policy which did not conform to
ERISA, since defined benefit plans are the only ones affected by these
funding provisions, as well as by the insurance provisions discussed below.
ERISA will therefore promote the relative expansion of defined con-
tribution plans; these can be used as supplementary plans and are there-
fore likely to be the vehicle for a large part of the future growth in pen-
sions. Since defined contribution plans rarely give credit for past service,
the rate of growth of total pension liabilities will be slowed by this
substitution.

*Institute of Life Insurance, Pension Facts, 1975.

PMcGill, op. cit., p. 324.
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In summary, then, the new provisions of ERISA affecting the min-
imum contribution to pension funds are likely to have very little, if any,
effect on the flow of funds into pension funds. Plans covering at least half
of the workers covered by pensions will not be affected, either because
they are not defined benefit plans or because they had already been fol-
lowing the rules ERISA dictates. Among the remainder, liberalizations in
actuarial assumptions in response to the experience recognition rules will
probably cancel out the effect of quicker funding. Even if this does not
happen, though, 30- or 40-year amortization of the unfunded liability will
add very little to pension fund contributions. (For those who like long-run
projections, 1 feel reasonably confident that any increase which does occur
will be offset, in the long run, by a reduction 40 years from now.)

C. Insurance of Unfunded Liability

Another ERISA section which affects only defined benefit plans is
that which establishes the Pension Benefit Guaranty Corporation. This
institution will gradually insure the unfunded liabilities of plans, so that
workers can collect what they have been expecting even when their plans
terminate because of a merger or financial difficulty of their employer.

Although the initial (mandatory) premiums for this insurance will not
add significantly to cost, the experience of the corporation may show that
premium rates may have to be raised substantially. Perhaps more im-
portant, however, is the fact that for the first time, a company’s unfunded
liabilities, up to 30 percent of its net worth, are a liability of the company.
This occurs because PBGC has recourse to the company for up to this
amount in case of plan termination. Although this contingent liability will
be insurable beginning in 1979, the provision definitely adds to the cost of
providing defined benefit pensions, since it eliminates the possibility thata
healthy corporation can escape its pension liabilities by merging with
another company and terminating its plan,

D. Fiduciary Responsibility and Reporting Requirements

ERISA imposes Federal standards on the reporting of retirement plan
information to participants and on the conduct of the fiduciaries who
control the plans’ assets. These provisions apply to all pension plans and
will moderately increase the cost of providing a pension to a firm’s work-
ers. Under previous law, fiduciaries were prohibited from engaging in ac-
tivities which led to a conflict of interest and in certain other prohibited
transactions, but the penalties were administered either by the states,
whose enforcement activities were uneven, or by the Internal Revenue
Service, whose only available penalty was the removal of the plan’s tax-
qualified status. The IRS was reluctant to use this power, since it could
have harmed the plans’ participants more than the company. ERISA im-
poses even stronger standards of conduct on plan fiduciaries and makes
them personally responsible for any losses which occur as a result of their
not adhering to these standards. The law now requires that assets must be
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invested with prudence and diversified to avoid risks of large losses. Al-
though companies can insure fiduciaries against this liability, a recent poll
of pension fund managers indicates that overall investment strategy has
become more conservative as a result of this provision.'" Defined benefit
plans are also subject to an additional restriction — no more than 10 per-
cent of their assets may be invested in the stock of a contributing employ-
er. ERISA also imposes reporting requirements on employers; annual fi-
nancial and actuarial reports, as well as individual statements of vested
rights, must be given to employees.

Thus, these provisions of ERISA increase the cost of pension plans in
several ways. The fiduciary responsibility rules will increase the conser-
vatism of plan investments and thus lower their overall return. The neces-
sity of insuring fiduciaries and of providing various annual reports will in-
crease the administrative cost. And the limitations on investment in
employers’ stock will increase the relative cost of defined benefit plans.

E. Individual Retirement Accounts

Before ERISA, the only way that an employee could engage in fully
tax-sheltered saving for retirement was through an employer-sponsored
pension plan. It seems to me, in fact, that this monopoly of tax savings by
employers was largely responsible for the passage of pension reform leg-
islation, since it was very costly for individual employees to guard against
the risk of pre-vesting separation from their employers by doing their own
saving. [ronically, ERISA ends this monopoly. It allows workers who are
covered by a contributory pension plan but who choose not to join and
workers whose employers have no pension plan to establish Individual
Retirement Accounts. Each year a worker may contribute up to 15 per-
cent of his ‘salary, but no more than $1,500, to an IRA in a bank, credit
union, savings and loan association, insurance company, or to the pur-
chase of special U.S. Government retirement bonds. The new tax law also
allows couples to establish an IRA for nonworking spouses. This con-
tribution is deductible from U.S. income taxes in the year in which it is
made, and its subsequent earnings are exempt from taxes until the funds
are withdrawn (which can be done after age 59 without penalty.) Only So-
cial Security and some states’ income taxes have to be paid on IRAs, so
that they enjoy almost all of the tax benefits of tax-qualified plans. Work-
ers who leave a job are also allowed to establish an IRA into which they
can place their previous contributions to their former employer’s plan.

This change removes one of the major sources of growth in pension
plans discussed in Section 1. For some workers, it may be more ad-
vantageous than a traditional pension plan, since all contributions are
fully and immediately vested. Although the annual limitation of $1,500

"«Pension-Fund Managers Made Wary by 1974 Law,” Wall Street Journal, August 4,
1976, p. 13.
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may appear too low to make the IRA a universal alternative to the em-
ployer pension plan, recent surveys have indicated that firms which have
pension plans contribute an average of 4 to 5 percent of payroll to their
funds.'” Thus, an individual with a $30,000 income who contributed
$1,500 a year to his IRA would be able to provide himself with the equiv-
alent of a respectable contribution pension plan. On the other hand, IR As
do not provide group rates for annuities and may earn less than the aver-
age pension fund (although the 8.17 percent annual yield currently being
offered on 6-year savings certificates probably compares favorably with
current pension fund returns.)

1t is quite likely that the existence of IRAs will cut sharply into mem-
bership among younger workers in contributory plans in which workers
have an option to join and will increase withdrawal of contributions bry
workers who leave a job in which the pension plan was contributory.”
This will happen because a worker’s pension contributions are usually a
constant percentage of his salary over his entire career, while the present
value of the pension benefit he buys with this contribution rises sharply
with age and service. For young, recent entrants the contribution is
greater than the value of their accrued benefit. They have an incentive,
therefore, not to join the plan or to withdraw their contribution when
they leave. Although this is already common among contributory plans, it
will become an even more common practice.

It is thus conceivable that IRAs could provide stiff competition for
employer pension plans, especially defined contribution plans, The ad-
vantage of full and immediate vesting could be quite important to many
workers, since average job tenure, even among older workers, is low
enough so that many workers in companies with plans will not be vested
even under the new ERISA standards.'® Although defined benefit plans
with the final-pay benefit formulas still provide the worker with ad-
vantages which cannot be matched by the IRA, the existence of this op-
tion will probably reduce the pressure for growth in coverage of workers
whose employers do not now have a plan. Still another possibility is an
increasing pressure for defined benefit plans to be contributory so that the
large number of unvested workers could contribute to IRAs. If a large
number of low seniority workers contributed to IR As, the cost of the plan
to the firm would be reduced, which would allow firms which had strict
vesting conditions before ERISA to make up for the reductions in bene-
fits that ERISA may initially cause.

"Skolnik, op. cit.

Somewhat less than one-third of covered workers have plans in which employee con-
tributions are either required or optional. See Skolnik, op. cit.

"Of all covered workers in 1972, 56 percent had less than ten years of service on their
current job. (Coverage and Vesting of Full-Time Employees Under Private Retirement
Plans: Findings from the April 1972 Survey, U.S. Bureau of Labor Statistics, Report No.
423).
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111, The Impact of ERISA on the Growth of Pension Funds

The implication of the above analysis of ERISA’s main provisions is
that the new law will make little, if any, difference in pension fund con-
tributions, This section summarizes the law’s effect on two potential
sources of growth: extension of pension plans to workers not currently
covered, and expansion of already existing funds.

In all these areas discussed in Section I, ERISA reduces an employer-
sponsored retirement plan’s advantages as a vehicle for a worker’s savings.
The new IRA option reduces the tax advantage, the fiduciary conduct
rules reduce the rate of return advantage, and the various reporting re-
quirements the administrative cost advantage.

It should be noted that many of the establishments which have no
plans are relatively small, and that these are the firms which will react
most strongly to the costs of reporting and of insuring fiduciaries."” Com-
panies will be discouraged from establishing defined benefit plans by the
additional burdens imposed by the insurance plan, by the creation of a
contingent liability if the plan commences with an unfunded liability, and
by the reduced flexibility in the timing of contributions. IRAs will be a
good substitute for defined contribution plans, especially because the fi-
duciary conduct rules may lower the return which plan managers are able
to achieve and because they offer full and immediate vesting.

It is unlikely, however, that IRAs will generate a large volume of new
retirement savings. The establishment of pension plans before ERISA was
not difficult; workers who desired to commit savings which could not be
tapped until retirement could find an employer willing to establish a plan.
Thus, the workers not covered under a private plan, many of whom were
young or had relatively low wages, did not want to divert any of their
current income into assets so illiquid that they could not be touched until
old age. The IRA option, therefore, will probably not induce much new
retirement savings among these workers,

ERISA will probably have only a small, positive effect on the growth
of pension funds which already exist, especially if the above argument
about the impact of vesting changes is correct. The new vesting rules will
increase slightly the unfunded liability of some plans, and the new funding
rules will speed up the funding of this liability by some plans, but the
total effect, as I have indicated above, will be quite small. Even a little lib-
eralization of actuarial assumptions will eliminate any net impact. The in-
surance and funding provisions will encourage some shift from defined
benefit to defined contribution plans, especially among single employer
plans. It is quite possible that future growth in pension benefits will take
place almost entirely in the form of supplementary defined contribution
plans; workers will be guaranteed a basic defined benefit, but will derive
much of their retirement income from a defined contribution scheme.

“Emerson Beier, “Incidence of Private Retirement Plans,” Monthly Labor Review, July
1971,
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Since past service is rarely recognized in defined contribution plans, this
trend will discourage the creation of past service liabilities from plan
amendments, which has been a major source of growth in pension funds
in the past.



Discussion

Roger Murray*

Given the flexibility of what might be described as generally accepted
actuarial principles, there are many variables about which we lack ex-
perience. That is to say, we lack experience in the new environment that
has been created by the Employee Retirement Income Security Act of
1974. Working with these uncertainties, I think Professor Weiss has made
a very careful and valid analysis of the impact of the Act on private pen-
sion funding. His conclusion that the effects on the growth rate for de-
fined benefit plans are likely to be partially offsetting and not material in
the aggregate is well supported by what we know now.

He correctly points to the fundamental change in the thrust of pen-
sion regulation. Formerly, we lived in a world in which the Internal Reve-
nue Service objected to low interest rate assumptions and tried to find any
form of reserve account or device to accelerate the funding of pension li-
abilities. The IRS, of course, saw every contribution to a plan as a tax de-
duction which in their view eroded the revenue base. They were quite hap-
py with minimum levels of funding. It remains to be seen how this very
basic change in the regulatory climate will affect future funding decisions.
Professor Weiss has made, it seems to me, an excellent analysis of the fac-
tors at work,

Let me speak briefly on just a few points that he raised. Since the In-
dividual Retirement Account is, as far as I can tell, my brainchild, you
can rest assured that I regard it as a major breakthrough. But I have
some reasons beside pride of authorship. As long as the private pension
system covered only about one-half of the eligible work force, the case for
replacing much of it with a public OASDI system designed to be “ade-
quate” could be persuasively argued. If the coverage of IRA plans goes as
far as it may, it will remedy a basic and fundamental weakness in the nar-
row coverage of the private system.

A second point, it seems to me, about retirement saving generated
through IR As is that they will be considerably less than a complete substi-
tute for other forms of saving. They will represent therefore, some net ad-
dition — possibly a substantial amount — to the accumulation of capital
in contractual saving form. I don’t know how to predict the volume of

*S. Sloan Colt Professor of Banking and Finance, Graduate School of Business, Col-
umbia University

152



DISCUSSION MURRAY 153

IRA saving some years from now; but if one-half of the eligible partici-
pants put one-half of the $1500-a-year limit into IRAs, the total would
amount to $11 1/4 billion a year or 50 percent more than some recent
years’ additions to private pension plans. It is not inconceivable that the
$1500 limit will be increased further as it already has been on a very mod-
est scale. The fact that upwards of $2 billion has already been contributed
to IR As suggests that such levels of accumulation could occur in a few
years’ time, This would, of course, represent some displacement of defined
benefit plan assets for the reasons which Professor Weiss has given. My
clearly prejudiced conclusion, then, is that Professor Weiss is eminently
sound in emphasizing the role of the Individual Retirement Accounts in
the future pattern of retirement saving. If deposit institutions and life in-
surance organizations continue to dominate the IRA market as they have
thus far, the net effect on the capital markets will presumably be some
shift to bond and mortgage investments and away from variable assets
like common stocks.

For a final observation on the effects of ERISA, let me challenge, or
at least suggest that we examine carefully, the conventional wisdom about
the effect of ERISA on asset management which I believe Professor Weiss
has generally adopted in his paper. The conclusion in a short form is that
private pension plans will shift away from variable assets like equities and
concentrate more heavily on fixed income assets. The reason why I think
this trend should be questioned, even if not denied, is that a major part of
what has been happening to asset managers is the aftermath of the trauma
of 1974 which has conditioned them to worry about a shrinkage of mar-
ket values. Also, a good deal of scary legal advice is in circulation; all of
us know that the best technique to establish and perpetuate a high re-
tainer for a law firm is to present the most worrisome picture imaginable
and then show how the client is being saved from disaster almost daily.

With the development of ERISA all kinds of scary headlines are de-
voted to what this new monster, the Pension Benefit Guaranty Corpora-
tion, is about to do. A provision in the law says that PBGC can de-
termine that its own long-run loss would increase unreasonably if a plan
were not terminated. From that passage, you can picture sleuths and ex-
aminers fanning out from PBGC and looking over the shoulders of pen-
sion managers. At the first sign of market depreciation or weakness, they
come marching in and say, “We are terminating your plan because it
presents the possibility of unreasonably large loss to us as guarantors.”
Suddenly PBGC has become the counterpart of the FDIC. 1 have found
this most extraordinary. In 18 months spent with the staff, the commit-
tees, and other people of PBGC, 1 found no such organization and no
such inclination. On the contrary, the people of PBGC seem to have read
that other provision of the Act which says that one of its primary pur-
poses is “to encourage the continuation and maintenance of voluntary pri-
vate pension plans for the benefit of their participants.”

The other factor at work is that in due course PBGC can offer for
sale to the employer what is in essence a put. For a premium, the employ-
er will be able to shift to PBGC the contingent liability up to 30 percent
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of net worth for an insufficiency in the plan. In the past, perhaps not as a
legal matter but as one of a going concern, the company stood behind the
delivery of promised benefits to present and future employees without
having access to such a device to limit losses as is contemplated in the
PBGC insurance program. Other things equal (they are probably not en~
tirely equal in this case), therefore, one should be better prepared to take
those risks associated with the prudent expert’s fiduciary responsibilities
of asset management than before.

Also, there is a significant development in the whole concept of de-
termining what is a sufficient plan. The concept which PBGC has so far
applied is that all assets and liabilities are valued at market. According to
present policy for the determination of a plan’s liabilities PBGC is com-
mitted to using the market rate of interest adjusted as frequently as neces-
sary to bring it in line with the prevailing environment. That is to say,
you can comfortably buy a long-term bond because if it declines in value,
the amount of your liabilities will be reduced by the higher rate of dis-
count reflected in the depreciation of your bond.

1t is a somewhat more difficult step for PBGC to apply the same rea-
soning to equities. In the fall of 1974, when worry and pessimism were
widespread, it wasn't easy for PBGC to sit down and say, “Don’t worry
about the depreciation in your stock account. We know now that at this
level the expected return is somewhere around 18 percent per annum and
we will use that in calculating the present value of your liabilities. The
fact that the market value of your assets has shrunk does not give rise to
a major problem because your liability structure has been similarly adjust-
ed to market rates of expected returns.”

There is a critical question, obviously, as to how the Act is adminis-
tered and how liabilities are determined. But one should not assume that
we are stuck with the old traditional approach of accepting an interest
rate for all time and applying it indiscriminately in ail different kinds of
market environments. At least so far, PBGC has been rational and real-
istic in determining the rate for calculating liabilities. Its initial rate, as
you may all know, was 8 percent which is some evidence of realism,

If it becomes increasingly apparent that much of the legal counsel
given to corporate decision-makers is unrealistic and in the scare category,
it seems to me that the effect of ERISA on asset management and on the
division between fixed and variable assets will be quite modest. We are
likely to return to rational decision making.

The final observation that we might also keep in mind is the inter-
esting question of what would happen if ERISA were extended to state
and local government retirement systems. Here the significant matter, en-
tirely apart from the questions of funding requirements, would be the ap-
plication of the standards of the prudent expert and of fiduciary responsi-
bility to the trustees of these retirement systems who have stood quietly
by and watched a series of what would be prohibited transactions under
ERISA take place. The trustees of the New York City Retirement System
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have stood by and watched the erosion of their funds with complete dis-
regard for the primary purpose of ERISA: to invest the funds for the ex-
clusive benefit of the present and future participants in the retirement
plans. My feeling on this issue is that there are all kinds of good reasons
for extending at least some major provisions of ERISA to state and local
government systems; but it is most unlikely that the Congress will in fact
comply with the provisions of the law that require a complete and thor-
ough study of this matter. They will not wish to take up what they regard
as a political “hot potato.” The Congress will eagerly seek to postpone
and avoid this issue as long as conceivably possible.



Public Pension Funding
and U.S. Capital Formation:
A Medium-Run View

Benjamin M. Friedman*

Questions about capital formation and the implications of a potential-
ly increasing scarcity of financial capital in the United States have recently
emerged as important public issues, not just as a matter of long-range
planning but as an object of concern in the medium run, too. There are
reasons for expecting both the overall scarcity of investment capital and,
perhaps more importantly, the relative scarcity of long-term capital to in-
crease during the coming five to ten years. As a result, private businesses
may have to postpone or abandon plans for new physical investment
undertakings, thereby further reducing the prospects for meeting medium-
run national goals dependent on capital formation. Many individuals and
some institutions have therefore called for public policy initiatives to
bolster physical capital formation against the pressures of financial capital
scarcity.

Not surprisingly, proposals for change in the funding of pensions
have figured prominently in these discussions. As of the end of 1975, the
pension funds of private businesses and state and local governments had
financial assets of $255 billion, of which $224 billion represented equity
interests in or debt liabilities of U.S. corporate businesses.' Including the
roughly $40 billion of government securities in the Social Security Trust
Fund, the total financial assets of pension funds amounted to some 20
percent of the combined equity and outstanding debt of the U.S. non-
financial corporate business sector. Even with no changes in their current
structure, therefore, pension funds already represent a substantial pool of
financial capital invested in American industry. Furthermore, this pool is
also growing rapidly. In 1975 the pension funds of private businesses and
state and local governments purchased, net of sales and retirements, $24

*The author, who is Associate Professor of Economics, Harvard University, is grateful
to Vance Roley for research assistance; to Alicia Munnell and Tony Pellechio for providing
data; to the National Science Foundation for research support under grant SOC74-21027;
and to the National Bureau of Economic Research for supporting computation on its
TROLL system.

"Data are from the Federal Reserve System’s Flow of Funds accounts.
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billion of additional financial assets. By comparison, the economy’s totai
personal saving (including pensions) in 1975 was $84 billion, and the en-
tire net external funds requirement of the nonfinancial business sector was
only $37 billion.”

While both this $255 billion asset stock and the corresponding $24
billion annual saving flow already render pensions a major consideration
in any assessment of the prospects for financing U.S. capital formation,
several pension experts have proposed plans for increasing pensions’ sav-
ing flows — and therefore pensions’ accumulation of asset stocks — to
magnitudes which would dwarf the Nation’s prior experience. Alicia
Munnell and Ann Connolly [31], for example, have estimated that the li-
abilities of state and local government pension funds now exceed these
funds’ assets by some $270 billion and that the growth of their liabilities is
continuing to outpace the growth of their assets. Their analysis has indica-
ted that simply funding the new liabilities which accrued during 1975
would have required an additional $5 billion of asset accumulation by
these funds, and that making one year’s start toward a relatively slow (40-
year) amortization of the currently unfunded liabilities would have re-
quired yet an additional $8 billion. Even these magnitudes, which pertain
only to the 13 percent of the civilian labor force who worked for state and
local governments during 1975, are potentially of substantial consequence
for the Nation’s capital formation. With $4 trillion in unfunded liabilities
of the Social Security system, then, as Martin Feldstein {15] has shown,
the stock and flow magnitudes implied by various Social Security funding
proposals can easily reach vast proportions, with correspondingly far-
reaching potential consequences for capital formation.

The object of this paper is to address two apparent vacuums in the
existing literature relating pension funds to financial capital markets and,
via these markets, to physical capital formation.

First, analyses of the potential macroeconomic impacts of pension
funding proposals usually focus on a time horizon which is quite long by
the standards of policy-oriented macroeconomics. Exploiting the com-
forting reliability of mortality tables in comparison with less firmly
grounded macroeconomic relationships, such studies usually take the
reader at least into the twenty-first century if not half way through it. In
contrast, the concern of this paper is the medium run of the next half-de-
cade to decade — say, for example, about the length of two Presidential
administrations. It is within this relatively shorter time period that argu-
ments about an increasing scarcity of financial capital, with negative im-
plications for physical capital formation, seem to have substantial validi-
ty.” The U.S. financial markets’ proven capacity for innovation effectively

*Businesses’ external funds needs were unusually small in 1975; the 1970-74 annual av-
erage was $58 billion. The point remains, however, that net saving via pensions is a large
share of this total even in normal years.

It is relatively easy, but not particularly instructive, to refute many of these arguments
by transplanting them into a long-run equilibrium time frame; see Section 1 below.
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precludes having confidence in an extrapolation of this medium-run fi-
nancial scarcity much beyond the next decade.

Secondly, to date most analyses of this subject have dealt exclusively
with the overall scarcity of (by implication, homogeneous) financial capi-
tal and have largely neglected the more specific problem of the increasing
relative scarcity of long-term capital. This capital homogeneity assumption
is particularly inappropriate for purposes of studying the economic effects
of funding proposals for pensions, since pension funds (for very sound
reasons) do not behave like typical investors. Furthermore, the specific
characteristics of pension funds’ portfolio behavior turns out to be of cru-
cial importance in the context of prospects for an increasing relative scar-
city of long-term financial capital in U.S. markets during the medium-run
future. This paper therefore looks at pension funds in a framework which
recognizes two essential forms of heterogeneity. First, different financial
instruments are not perfect substitutes. The distinctions among different
assets and liabilities — in particular, between long-term and short-term
maturities — do matter and are important. Secondly, different market
participants do not share identical portfolio preferences and behavior. The
distinctions among different categories of borrowers and lenders — in
particular, between pension funds and individual savers — also matter
and also are important.

Section 1 briefly indicates why capital formation is important for
achieving a number of the Nation’s medium-run economic goals and dis-
cusses the implications in this context of focusing on a medium-run time
frame rather than on a long-run equilibrium. Section II reviews the rea-
sons why both the overall scarcity of financial capital and the relative
scarcity of long-term capital may be important factors causing medium-
run U.S. capital formation to be inadequate. Sections III and IV examine
the capital market implications of Munnell’s and Connolly’s proposals for
Federal civil service, military, and state and local government pensions,
and Feldstein’s proposals for the Social Security system. Section III uses
my earlier [18] set of estimates as a framework for analyzing these pro-
posals from the viewpoint of the overall scarcity of financial capital. Sec-
tion IV then adopts a partial equilibrium approach to facilitate analyzing
these proposals from the viewpoint of the relative scarcity of long-term
capital; part of this analysis relies on the structural model of the de-
termination on long-term interest rates which I have developed in pre-
vious work [21, 22]. Section V briefly summarizes the paper’s principal
conclusions.

I. Capital Formation and National Economic Goals
in the Medium Run

At the outset it is useful to review the reasons why the U.S. econo-
my’s rate of capital formation during the next five to ten years has be-
come a major object of public policy concern. Put the other way around,
the relevant question is why many disinterested observers are reluctant to
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accept that rate of capital formation which they expect the U.S. economy
to generate during this period in the absence of public-policy initiatives.

The predominant answer is that, as the economy recovers from the
severe 1973-75 downturn in business activity and the focus of attention
shifts accordingly from the problems associated with the depths of the re-
cession onto the economy’s needs for the remainder of the 1970s and on
into the 1980s, it is becoming clear that new fixed-capital formation will
be essential for achieving many of the Nation’s economic objectives for
these years. New plants not only will provide jobs for re-employing those
who are out of work and employing new labor force entrants but will also
provide added production capacity for avoiding specific inflationary short-
ages as the economy expands. Modern equipment will increase the econo-
my’s productivity, thereby permitting a rising standard of living through
wage increases which do not raise unit labor costs, as well as helping the
United States to compete vigorously with foreign producers who have
been quick to take advantage of newly evolving technologies. New equip-
ment will also enable American industry to meet higher standards of
worker and product safety and environmental protection. New and re-
modeled power generation facilities will enable businesses to shift their en-
ergy consumption patterns so as to economize on increasingly expensive
and scarce fuels. New investment in energy exploration, production and
development will reduce American dependence on uncertain foreign ener-
gy sources.

To prevent misunderstanding, it is important to emphasize that this
set of rather widely accepted national goals represents a set of medium-
run economic objectives. Some may still be important objects of concern
a decade hence, but of course both the relevant underlying economic sit-
uations and the public’s preferences may change in important ways be-
tween now and then. For the five to ten years immediately ahead, how-
ever, these objectives rank high on the Nation's economic agenda.

The medium-run nature of these goals is significant in the context of
policies for promoting capital formation because, as Feldstein [16] has
demonstrated in a paper which does not take account of the medium-run
context of much of the current discussion, the link between some of these
goals and capital formation would not be valid in a long-run equilibrium
context. In the long run, for example, the substitutability of capital and
labor in the production process would indeed absorb any unemployed
workers, regardless of the size of the capital stock. The shift of production
technology which such substitution would require, however, seems of lim-
ited relevance for the next five or ten years, much less for the objective of
significantly reducing the economy’s unemployment rate between now and
the end of the 1970s. Similarly, in the long run any increased productivity
consequent upon greater capital formation would simply lead to higher
real wages without bearing any necessary implications for either the econ-
omy’s rate of price inflation, which under familiar assumptions will de-
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pend on the rate of growth of the money stock,® or its international com-
petitiveness. By contrast, in the short- and medium-run context of both
limited wage flexibility and oligopolistic pricing behavior which de-
termines prices according to normal average cost up to a mark-up re-
flecting competitive entry-preventive considerations, it is difficult to apply
this argument to the coming few years which may be crucial to the re-
kindling or subsidence of price inflation as the economy moves closer to
its full potential growth path. Again in the context of avoiding a re-
surgence of price inflation in the medium run, arguments structured in a
long-run equilibrium mode necessarily assume intersectoral supply-de-
mand balances and therefore ignore the possibility of inflation-generating
shortages in particular key industries.’

Perhaps even more importantly, discussions of capital formation in
terms of long-run equilibrium also ignore the implications of two current
sources of capital formation requirements which have arisen quite sud-
denly and which are likely to be of significant magnitude during the next
half decade or more.

First, in addition to whatever merits “energy independence” may have
as a public good, both the sudden escalation of the cost of fossilized ener-
gy sources and the increasingly uncertain outlook for availability of par-
ticular sources such as natural gas will lead businesses in the United
States to undertake a substantial amount of fixed investment which has
no direct parallel in the economy’s post-World War Il experience. Some
parts of this energy-related investment will provide the equipment and
manpower to undertake costly searches for new energy sources such as
offshore oil and gas deposits. Others, such as the multibillion dollar pipe-
line projects now under construction in Alaska and under consideration
for northwest Canada, will transport fuels from newly developed but not
readily accessible sources to their U.S. users. Still others will reflect the
adjustments in production methodology and product design which a
broad range of industries must now make because of the shifting structure
of relative energy costs and availabilities.

Secondly, the increased public emphasis on environmental pres-
ervation and improvement, as well as on worker health and safety, will
continue to require U.S. businesses to undertake some additional fixed in-
vestment. As is the case for much of the investment devoted to energy
development, pollution-control equipment represents an additional in-
vestment input to the production process; but, since neither clean air nor

“The long-run relationship between the money stock and the price level is less straight-
forward than often supposed, however. No one knows how an electronic funds transfer sys-
tem, for example, or the payment of interest on demand deposits, will influence monetary
velocity.

’See Bosworth [6], for example, for a discussion of the prospects for shortages in sev-
eral important U.S. industries.
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clean water has economic value in the gross national product (or brings a
direct economic return to those companies abating their pollution), it does
not add to the amount of output being produced.

In both cases, the basic point is that new fixed capital is required for
reasons not directly associated with the production of economic output as
conventionally defined in the National Income and Product Accounts.
Since measured gross national product includes neither the advantages of
energy independence nor environmental and health benefits,’ these two
considerations imply (with all other factors held equal) an increase in the
economy’s measured capital-output ratio.

In the long run, the U.S. economy will presumably adjust fully to
both of these additional sources of demand for capital formation — that
is, if both persist in the long run — so that the rate of return on the mar-
ginal dollar devoted to capital formation will just balance the public’s
preferences between consumption today and consumption tomorrow.

For the medium run which is the immediate cause of public policy
concern, however, the way in which the economy will adjust is less cer-
tain. Will the total capital formation rate remain fixed, so that the new in-
vestment devoted to energy independence and to the environment and to
worker and product safety will simply replace the more traditional in-
vestment which would have created new jobs and expanded con-
ventionally defined production capacity? If businesses seek to increase the
total capital formation rate, so as to undertake this new investment with-
out sacrificing the more traditional investment, at what yield will the fi-
nancial markets accommodate the increased demand for investment capi-
tal? Apart from the question of the required yield on investment, will the
financial markets (or some other element of the decentralized economy
impose effective quantity constraints on investment by certain businesses?

These are the concerns which have motivated the debate about the
medium-run prospects for U.S. capital formation.

I1. Physical Capital Formation and Financial Capital Markets.?

Since World War 11, investment in plant and equipment in the United
States has averaged only about one-tenth of the Nation’s total output —
somewhat less in the 1950s and early 1960s, and somewhat more in the
late 1960s and early 1970s. This capital formation rate has been very low
in comparison with that of other industrialized countries around the

“Measured gross national product could even decline in response to the implementation
of health and safety regulations which would reduce the consumption of medical services.

’Given the complex institutional and regulatory character of the existing financial mar-
kets, interior solutions need not occur for all variables, especially in the short or medium
run,

“This section draws on some of my previous work; see especially Friedman {18, 19, 20].



162 FUNDING PENSIONS

world; in some Western European countries and in Japan, for example,
business fixed investment as a percentage of gross national product has
typically been between one-fifth and one-quarter. Furthermore, as a result
of the deepest business recession since the 1930s, in 1975 the share of U.S.
output devoted to plant and equipment expenditures dropped once again
below the 10 percent mark. This decline, however, has almost certainly
been a temporary cyclical phenomenon. For all of the reasons discussed in
Section I, U.S. businesses in the coming decade are likely to seek to apply
toward investment in plant and equipment significantly more than the re-
cent average 10 1/2 percent of gross national product. Especially if the
current cyclical recovery develops into a sustained business expansion, a
major force in the U.S. economy during the next five and more years will
be the attempt to increase the fraction of the gross national product de-
voted to fixed investment.

Investment, however, must be financed. At the level of the individual
company or individual project, capital appropriations are restrained by
the ability to generate funds internally, through undistributed after-tax
profits and depreciation allowances, and/or to raise external funds in the
credit markets. At the level of the overall economy, total investment must
equal total saving.

During the next five years in the United States, financial con-
siderations may, to an unusually great extent, act as effective constraints
limiting the amount of fixed investment in plant and equipment which the
economy in aggregate is able to do. Such restricted availability of fi-
nancial capital would, in the absence of offsetting public-policy initiatives,
limit the economy’s ability to achieve those objectives which depend upon
formation of new physical capital.

This restraining role of the financial markets would, in turn, result
from two closely related kinds of developing scarcity reflecting two forms
of balance which are essential aspects of the functioning of a market econ-
omy. First, the economy’s overall investment total must equal the overall
total of the economy’s saving. Secondly, since specific kinds of investment
typically rely on particular respective methods of financing, and since
savers are not indifferent among alternative financial vehicles, the re-
spective supplies of and demands for specific heterogeneous financial in-
struments must also be equal.

The Overall Scarcity of Financial Capital’ An important key to
understanding the functioning of any economy is the truism that, on an
ex post basis, the economy’s saving must equal its investment. Since it is
unlikely in a decentralized market economy that ex ante plans for saving

°As the following paragraphs indicate, the familiar allegation that the concerns about
capital formation from a financial viewpoint reflect a failure to recognize that markets do
clear (see, for example, Eisner [13] and Feldstein [16]) is simply false.
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and investment will precisely balance one another, the market mechanism
must influence the decisions of businesses and consumers so as to change
these inconsistent ex ante plans into consistent ex post actions. Financial
markets play a large role in this mechanism, generating adjustments in the
real yield which the market pays to savers as suppliers of funds and in the
cost and availability factors which confront those who demand funds to
invest in plant and equipment, office buildings, inventories, and residential
construction. If plans to supply funds exceed plans to demand funds, the
market excess leads to increased availability and a decline in yields. If
plans to supply funds fall short of plans to demand funds, the market
shortage leads to reduced availability and higher yields. The result is that,
ex post, saving equals investment.

No independent increase in the U.S. economy’s private saving seems
likely, during the next five to ten years, to mirror businesses’ efforts to
raise funds to finance an increase of their investment in plant and equip-
ment from the recent pre-recession level of about 10 1/2 percent of U.S.
gross national product. Capital would therefore become more scarce as
the financial markets created incentives, in the form of increased real
yields on and reduced availability of financial capital, for individuals to
save more and for businesses to invest less.

This prospect of increasing capital scarcity bears significant im-
plications both for individual firms’ business decisions and for public
policy.

First, for most individual companies, the problem would appear as a
rise in the inflation-adjusted market cost of capital.'® This increasing after-
inflation cost factor would be the major fulcrum of the process which will
inevitably result in supply equaling demand in the market. The specific
mechanism equating supply and demand could involve many proposed
projects which businessmen in a wide variety of industries are discussing
today and which seem potentially profitable when evaluated at the cost of
capital which has prevailed on average over the past decade. By contrast,
five years from now, when evaluated at the then-prevailing cost of capital,
many of these same projects could seem unprofitable, even though the re-
spective underlying operating considerations may have remained un-
changed.“ If businesses then decided to defer or abandon such projects,
the economy would forego whatever benefit they would have provided.

In addition, for companies perceived to be of less than top-quality
credit-worthiness, the problem would also appear as an intensified lack of

"1t is important not to associate this phenomenon with a statement about observed
market interest rates except in the context of some specific assumption about expectations of
future price inflation,

Y Brainard and Tobin [8], relying on measurements of the market value of the Nation’s
capital stock to its replacement cost, have argued that the “real” cost of capital began to rise
significantly as early as 1973-74.
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market availability of capital. As capital became more scarce on an over-
all basis, the availability of capital to these particular borrowers could be-
come even more restricted. A company of less than top-quality credit
standing would find that it is willing fo pay a modest premium over the
price of capital which it sees more stable or established companies paying,
but that capital is nevertheless unavailable to such a company, and in-
vestment opportunities would effectively be limited to only a part of the
U.S. business sector.

From the standpoint of public policy, the problem of increasing capi-
tal scarcity would appear as an insufficient amount of financial capital be-
ing raised in the markets — insufficient in comparison with goals for
physical capital formation for jobs, price stability, increasing capacity and
productivity, environmental improvement, health and safety enhancement,
international competitiveness, and energy conservation and independence.
As Section III below shows, innovations in funding public pensions can
make a significant difference for this developing overall scarcity of fi-
nancial capital.

The Relative Scarcity of Long-Term Capital. The second form of bal-
ance which is essential to a market economy with several heterogeneous
forms of capital — equality of the respective supplies of and demands for
specific financial instruments — could lead in coming years to a further
important development in the form of a shifting of relative scarcities with-
in the overall U.S. capital market. In particular, while capital of any sort
will become increasingly scarce, the scarcity of long-term capital is likely
to increase even more.

Since all forms of financial instruments are not equally suitable for fi-
nancing business fixed investment, it is important to any analysis of the
prospects for capital formation to ask how U.S. businesses will seek to
meet the enormous and growing needs for funds which will result from
their increasing investment expenditures. The liquidity position of the
nonfinancial corporate business sector of the U.S. economy — measured
by any of a number of familiar ratios — deteriorated substantially and al-
most continuously from the end of World War II until a year or so ago.
Some of this decline, especially in the early postwar years, presumably
represented only a descent from the economy’s abnormally high overall
liquidity position caused by the wartime government financing. More re-
cently, however, the trend has continued significantly further, greatly in-
creasing the financial risk exposure of many businesses. ~ Businesses’ will-
ingness to continue to increase their risk exposure during the latter half of
the postwar period in part reflected the then-prevalent attitude that the
business cycle was a phenomenon of the past and that the U.S. economy
would thenceforth expand continuously and indefinitely.

""The access to the public debt and equity markets of corporations rated less than A
has been very limited for the past several years.

“Wallich [36], for example, has advanced this view of the trends in business liquidity
during the postwar period.
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The business recessions of 1970-71 and 1973-75 have probably ar-
rested this trend toward increasing financial risk exposure. The bank-
ruptcies of Penn Central and Grant’s — and the widely publicized near
misses of one after another major corporation, not to mention public sec-
tor borrowers — have carried an important message both to corporate
borrowers and to investors. After observing the difficulties associated with
short-term indebtedness, which many companies have experienced in the
recent years of turbulent economic situations in general and financial mar-
kets in particular, many businesses will probably seek to reduce their fi-
nancial exposure. Furthermore, the allocation of debt funds through the
credit markets has already made clear that investors have taken on an in-
creased sensitivity to borrowers’ risk exposure. Highly exposed would-be
borrowers will find financing increasingly unavailable.

Even apart from any question of restructuring the nonfinancial corpo-
rate business sector’s $611 billion stock of currently outstanding liabilities,
however, the relevant question here is how this sector of the U.S. econo-
my will meet the flow of new external funds requirements associated with
its collective effort to increase the economy’s capital formation rate. Tra-
ditional business prudence usually indicates that, in financing physical fa-
cilities with long expected life, the liabilities behind those assets should
also be of long duration. After the bankruptcies, threatened defaults and
other financial distresses of the past two business recessions, this simple
maxim probably has more appeal today than it has had for many years.
U.S. businesses will therefore increasingly attempt to finance their in-
vestment expenditures at long term. Furthermore, if the fixed investment
share of the gross national product is to rise, businesses seeking to finance
investment expenditures will account for an increasing share of the funds
raised in the U.S. credit markets. A primary feature of these markets dur-
ing the next five to ten years, therefore, will be a shift in the structure of
borrowers’ demands for funds toward a preference for long-term
liabilities.

If investors were wholly indifferent among alternative assets, this like-
ly shift of borrowers’ preferences would matter little for the credit mar-
kets. Since in fact investors are not indifferent among alternative saving
vehicles, however, it is important to ask whether the asset preferences of
both individual and insitutional savers are likely to be shifting toward
longer-term form so as readily to balance the probable shift in borrowers’
liability preferences

One quite unsurprrsmg effect of the recent experience of rapid and
highly variable price inflation in the United States has been to frighten
many individual savers away from long-term debt commitments at fixed
terms, and market performance during this period has mcreasmgly cast
doubt on the role of equities as a hedge against inflation."* Individuals’ di-
rect saving has therefore emphasized short-term instruments, including in-
terest-bearing deposits of all forms. Until adequate price stability in the

"See, for example, Bodie {4] and Lintner [26].
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economy has reassured investors that inflation will not erode the real
value of their savings, direct savers are unlikely to shift their portfolio
preferences to accommodate businesses’ demands for long-term funds.

Direct saving is only one means of transferring funds from their ulti-
mate sources to their ultimate users. In an advanced economy with highly
developed financial markets, financial intermediaries take advantage of
risk diversification and economies of scale to be able to purchase one kind
of asset from borrowers and sell (i.e., issue) a different kind of liability to
savers. Most such intermediary institutions have specific dominant prefer-
ences with respect to their asset portfolios, dictated in large part by the
nature of the liabilities which they offer and reinforced by closely related
government regulations. In the context of financing the burgeoning long-
term funds reqmrements of U.S. businesses during the coming years, pen-
sion funds and insurance companies are of special importance. Because of
the long-term nature of their liabilities, these intermediaries are the only
major institutional lending groups in the United States which prefer to
hold asset portfolios consisting largely of general long-term corporate cap-
ital obligations.

For the past decade, however, the corporate nonfinancial business
sector of the U.S. economy has been increasing its net external funds re-
quirements more rapidly than the insurance-pension sector has been in-
creasing its net acquisitions of financial assets. During the next five to ten
years, the volume of credit which insurance companies and pension funds
extend will probably continue to grow steadily, and the new Federal pen-
sion legislation (ERISA) will probably lead to some acceleration in the
growth of pension funds. Nevertheless, as has already been the case to
some degree during the past decade, in the absence of some further in-
novation the insurance-pension sector’s net lending is likely to grow signif-
icantly less rapidly than will nonfinancial businesses’ demands for funds to
finance fixed investment,

In sum, neither direct savers nor financial intermediaries appear likely
to shift during coming years toward a preference for long-term assets. On
the contrary, in the absence of public-policy initiatives or financial in-
novation which would make long-term instruments more attractive, direct
saving will probably continue to emphasize short-term instruments, and
those intermediaries which prefer general long-term corporate capital obli-
gations will account for a decreasing share of the funds advanced in the
U.S. credit markets. The resulting “mismatch” caused by the market con-
frontation of increasing borrowers’ preferences for long-term liabilities
and increasing lenders’ preferences for short-term assets may result in a
shift of relative scarcities within the different maturity sectors of the over-
all capital market which will only compound the more famlhar problems
associated with the economy’s saving-instrument balance."” As Section IV

“While it is too early to judge with confidence, the unusally large market yield spreads
between long- and short-term debt instruments in the past several years may already have
begun to indicate this shift of relative scarcities.
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below shows, innovations in funding public pensions can also make a sig-
nificant difference for this increasing relative scarcity of long-term capital.

III. Public Pension Funding and the Overall Scarcity
of Financial Capital

Munnell’s and Connolly’s proposals for funding civil service, military
and state and local government pensions and Feldstein’s proposals for
funding the Social Security system represent substantial increases in the
economy’s institutionalized saving. To the extent that this additional in-
stitutional saving in turn corresponds to a greater saving rate for the
economy as a whole, then these proposals could potentially offset some or
all of the increasing scarcity of financial capital discussed in Section II.

A Quantitative Perspective for the Next Five Years. Table 1 provides
a quantitative framework within which to assess the implications of some
of the magnitudes involved in the Munnell-Connolly and Feldstein pro-
posals. In an earlier paper [18] from which this table is adapted, 1 worked
through a conditional forecast of the likely balance of saving and in-
vestment in the U.S. economy during 1977-81 — a period which I chose
in large part so as to avoid dealing with the early stages of the recovery
from the severe 1973-75 business recession. Among the key policy assump-
tions underlying this forecast were, first, that the Federal Government
would undertake only modest new spending programs during 1977-81,
thereby maintaining the goods-and-services purchases component of Fed-
eral expenditures at the recent 9 percent share of gross national product;
secondly, that Federal taxes and transfers would increase in respective
proportions which would yield a balanced Federal budget, on a national
income accounts basis, on average during 1977-81; and, thirdly, that the
Federal Reserve System would pursue a relatively tight monetary policy
during most of this period. A balanced Federal budget on average during
1977-81 is probably an unlikely prospect, as it was when I prepared this
forecast, but it serves nevertheless as a convenient benchmark for pur-
poses of comparisons; alternative budget assumptions, of course, yield al-
ternative conditional forecasts. The broad macroeconomic features of this
forecast include 3.7 percent per annum growth of real output and 5.0 per-
cent per annum inflation of prices (as measured by the overall gross
national product price deflator) on average for 1977-81.'¢

Table 1 reproduces the relevant aspects of the economy’s overall bal-
ance of saving and investment from this conditional forecast, together
with corresponding historical data for three earlier five-year periods. The
first half of the table expresses the various average annual flows as per-
centages of the associated gross national product, while the second half

"For further details and explanations, see Friedman [18]. It now appears that the gross
national product total assumed for 1976 in preparing this forecast was probably too small by
a slight margin; correcting for this error would raise all of the dollar magnitudes in the lower
half of Table 1, as well as in Table 4 below, by perhaps about 1 percent.
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expresses the same flows in billions of current dollars. The thrust of the
strong demands for business fixed investment discussed in Section I,
damped somewhat by the two increasing financial scarcities discussed in
Section 11, is sufficient to increase the investment in plant and equipment
from the recent 10 1/2 percent share of gross national product to 11 1/2
percent. Even with some decline in the residential construction share,
gross private domestic investment rises to nearly 16 percent of gross
national product. On the assumption of some further development of for-
eign-source investment in the United States, gross investment to be fi-
nanced is therefore 15 1/2 percent of gross national product — a share
which the ecomomy finances according to the saving breakdown shown,
including the assistance of zero negative saving (i.e., zero budget deficit)
for the Federal Government. Especially in the context of the pension fun-
ding proposals to be considered below, it is worth pointing out explicitly
that the “Federal Government” line in Table 1 includes not only the U.S.
Treasury as strictly defined but also the federally administered trust funds.

The projected saving flows shown in Table 1 — which together repre-
sent a point on the economy’s saving schedule — provide a useful frame
of reference for considering the Munnell-Connolly and Feldstein pro-
posals. These flows indicate total gross private saving averaging $342 bil-
lion per annum during 1977-81, with over half 6f this amount attributed
to {mostly corporate) depreciation allowances. Of the remaining $1355 bil-
lion per annum during 1977-81, $107 billion represents personal saving
and $48 billion corporate saving (net of adjustment for the accounting
profits associated with inventory price increases). In the first instance,
these are the magnitudes which the Munnell-Connolly and Feldstein pen-
sion funding proposals would affect.

Issues and Assumptions. Evaluating the implications of pension fun-
ding proposals for the economy’s saving behavior is far from straight-
forward for at least two reasons. First, to the extent that either state and
local governments or the Federal Government is involved, it is necessary
to anticipate the government’s policy response to the expenditure re-
quirements associated with incremental contributions. Will the relevant
governmental unit finance these contributions by borrowing or by raising
taxes? If the latter, then which taxes? Secondly, the relevant responses of
private economic agents — including individuals in their role as con-
sumers, individuals in their role as workers, and businesses — are matters
to be determined by positive investigation of economic behavior rather
than by policy assumption. Some of these issues are important to the
economy’s overall saving, which is the subject of this section, and some to
the composition of saving which is the subject of Section IV below.

The case of Federal civil service and military workers perhaps
presents the minimum number of relevant complexities. For a given pro-
posal specifying additional percentage contribution increases for the em-
ployee and for the employing Federal agency, at least six important issues
-— including five sets of economic behavioral questions and one set of pol-
icy assumptions — are relevant to assessing the impact of such a proposal
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on the economy’s overall saving schedule:'” (1) The first is the familiar
question of the incidence of the payroll tax, which depends on the relative
elasticities of the demand for and supply of labor." If workers facing lig-
uidity constraints or capital market imperfections regard their non-
voluntary pension contributions as a less-than-perfect substitute for take-
home pay, to what extent will wages rise so as to restore their prior level
exclusive of the forced contributions? Alternatively, if workers perceive a
value of the additional employer contributions which outweighs the im-
pact of their own required contributions, to what extent will wages fall?
(2) Will the Federal Government increase taxes to finance its increased
contributions (including the nominal contribution percentage assigned to
it in the proposal plus the induced percentage rise or fall in the wage
rate)? If so, will it increase personal income taxes or corporate profit
taxes or both? (3) If corporate profit taxes rise, how much of this increase
can corporations shift forward to consumers? How much can they shift
backward to private sector workers?" (4) How will corporations divide,
between smaller dividends and smaller retained earnings, that part of the
added profit taxes which they cannot shift? (5) If the marginal rates of
personal income tax rise, what is the resulting impact on the supply of
labor? What is the resulting impact on wages?” (6) Finally, given the ulti-
mate net decrement of disposable personal income, how much will come
out of saving and how much out of consumption?

The case of state and local government employees raises all of these
same issues, with one further complication. In particular, while it is con-
ventional in many analytical economic contexts to assume that the Feder-
al Government can raise funds in whatever way it chooses — that is by

“Given the interdependence of the economic system, it is clear that considerations
other than these six could also matter; the following list is not necessarily exhaustive. The
partial equilibrium device of focusing on the shift in the economy’s saving schedule, rather
than on the ex post amount of saving, avoids the further complexity associated with es-
timating any corresponding induced shift in the economy’s investment schedule and assessing
the net results for the intersection of the two. In a general equilibrium growth model! con-
text, it would also be necessary to take account of the implications of this intersection for
the growth of the economy’s capital stock, and thence for the growth of output and real
wages.

"®See, for example, Musgrave [32].

"®See Brown [9] for a survey of recent work on the shifting of the corporate income
tax.

*In a world of perfect capital markets, no differential tax treatment between ordinary
income and capital gains, and corporate managers whose sole objective is to maximuze the
market values of their respective firms, this question would not arise. Under more realistic
assumptions, not only is this question relevant but also it is in principle necessary to con-
sider the market's downward revaluation of corporations’ shares and the impact of the con-
sequent wealth loss on the saving behavior of shareholders.

"Once again, in principle it is necessary to consider the impact of shifting labor supply
not only on wages but also on employment and output.
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borrowing or by increasing any of its various taxes — this assumption is
less appropriate for state and local governments. Since these governmental
units do not have the power to create money, their borrowing is de-
pendent on investors’ assessments of their creditworthiness, much as if
they were private sector borrowers. Similarly, the power of state and local
governments to raise taxes must, in the final analysis, depend at least in
part on the elasticity of their respective constituents’ demand for public
services.

In the case of the Social Security system, the questions asked about
the responses of the private business sector move from a contingent con-
cern, which is relevant primarily if the government chooses to increase
corporate profit taxes, to a major focus of attention following directly
from the incremental employer contributions. Since contributions for So-
cial Security are traditionally divided evenly between employee and em-
ployer, the immediate drain on the business sector’s before-tax internal
funds generation under any such proposal is equal to that of households.

Following the assumptions made (sometimes implicitly) by Munnell
and Connolly and by Feldstein in putting forth their respective proposals,
the discussion in this section resolves these various issues by making the
following simplifying assumptions for purposes of medium-run analysis:
(1) The incidence of the incremental employee and employer contributions
is not shifted. There is no effect on labor supply, labor demand, output,
prices or wages.”” (2) Both the Federal Government and state and local
governments will finance their incremental contributions by raising per-
sonal income taxes. (3) Corporations cannot shift their incremental con-
tributions to Social Security. (4) The consequent reduction of after-tax
corporate internal funds generanon reduces dividend payouts, leaving re-
tained earnings unchanged.” (5) The higher marginal rates of personal in-
come taxation have no effect on labor supply or wages. 4

Finally, the issue of the consumption response to increased employee
pension contributions merits some specific comment. To date the pro-
fessional economics literature has typically addressed this issue on the as-
sumption that incremental pension contributions corresponded to in-
cremental benefit prospects, so that the natural question to analyze has
been whether or not the nonvoluntary saving simply replaced saving

“This somewhat unrealistic assumption is made implicitly both by Munnell and Con-
nolly and by Feldstein; they assume (see Table 2 below and the associated discussion) im-
plementation of pension funding proposals. It is necessary to adopt this assumption here
also, in order to use as inputs the Munnell-Connolly and Feldstein estimates of funding
requirements.

PSince this assumption in particular seems at best highly speculative, parts of the anal-
ysis presented below reverse it to assume that the after-tax reduction in internal funds gener-
ation reduces retentions while not affecting dividends.

*See again footnote 22.
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which workers would have done anyway on a voluntary basis. Early em-
pirical work by Cagan [10] and Katona [25] suggested that such substi-
tution was small at best. By contrast, more recent work by Feldstein [14],
Munnell [29, 30] which attempts to control for the effect of pensions on
retirement timing decisions, argues that workers do reduce their direct
saving so as to offset a large fraction of nonvoluntary pension
contribtutions.

The funding proposals by Feldstein and by Munnell and Connolly,
which this paper seeks to analyze, are quite different. In particular, they
assume no change in pension benefits associated with the incremental pen-
sion contributions.”® The issue at hand, therefore, is simply that of the ex-
tent of funding of the fixed benefits already committed to workers — that
is, whether to pay for them now or later. In this sense the incremental
pension contributions do not differ, from the standpoint of the associated
consumption response, from any other nonvoluntary payment such as per-
sonal taxes. Personal disposable income falls, and the marginal propensity
to consume out of personal disposable income indicates the consumption
response.”® Given assumptions (1)-(5) above, this equivalence between non-
voluntary pension contributions and personal tax payments yields in turn
the result that the net addition to the economy’s total saving due to in-
cremental contributions to public sector (civil service, military, and state
and local government) pensions is independent of these contributions’ di-
vision between employer and employee.

Net Shifts in the Economy’s Saving Schedule. Table 2 shows the net
additions to the economy’s total saving, measured as average per annum
flows for 1977-81, associated with Munnell's and Connolly’s and with
Feldstein’s various pension funding proposals. For each of the civil ser-
vice, military and state and local government categories, the table
indicates the effect of the Munnell and Connolly proposal to increase per-
manently the total contribution percentage by the amount necessary to
fund the new flow of currently accruing liabilities and to amortize over 40
years the existing stock of unfunded liabilities previously accrued. For So-
cial Security the table indicates the respective effects of the five different

®In the background of any discussion of pension funding, of course, lies the question
of whether pension systems will be able - in a political sense -~ to meet their unfunded fu-
ture liabilities if they continue to rely on the intergenerational transfers inherent in pay-as-
you-go financing. In addition, the various Social Security proposals analyzed by Feldstein
do involve two alternative benefit adjustment assumptions; this paper follows Feldstein,
however, in not considering the impact on total saving of the choice between the two.

*Since in this context more nonvoluntary payments today mean fewer nonvoluntary
payments in the future, the intergenerational transfer issue still remains. In a world of great
knowledge on the part of economic agents and no effective credit market constraints on con-
sumption, such that today’s workers have already determined their saving behavior so as to
achieve whatever intergenerational wealth distribution they desire, today’s workers would
presumably simply decrease their saving in response to the incremental contributions; see,
for example, Barro [2]. Since the assumptions required for this argument to obtain are so re-
strictive, however, the analysis below disregards it.
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proposals analyzed by Feldstein, all involving a permanent increase in the
contribution percentage to a new fixed level, and all on the assumption of
his “medium” case of a 6 percent “return-reinvestment rule”:”’ The first
two of these proposals assume that the contribution precentage rises only
enough to see the Social Security system through the coming demographic
bulge in benefits (“bulge only”), assuming that benefits adjust for inflation
according to, first, the “wage indexing” plan and, secondly, the “price
indexing” plan.”® The next two proposals assume that the contribution
percentage rises further so as to enable the Social Security system to de-
velop a fund approximately equal in size to the gross national product by
the middle of the twenty-first century (“GNP fund”), again assuming first,
“wage indexing” and then, “price indexing” of benefits. The final proposal
assumes- that the contribution percentage rises yet further so as to enable
the Social Security system to develop a fund large enough to endow all
future benefits by early in the twenty-first century (“endowment fund”),
assuming “price indexing” of benefits only.”

The first column of Table 2 indicates the pertinent average annual
covered payroll for 1977-81, for each of the four categories of pensions, as
assumed by Munnell and Connolly and by Feldstein. Once again, these
authors’ assumption that both wage rates and employment would be in-
variant to the different pension funding proposals, thereby leaving the
payroll totals invariant, is strong but perhaps not overly inaccurate for the
immediate purpose here of medium-run analysis. For the very long time
periods studied by these authors in their own papers, however, the fixed
payroll assumption seems highly questionable.

The second column of Table 2 indicates the increase in the percentage
contribution rate, in comparison with the average for 1977-81 implied
under current arrangements, required by each proposal. The third column
indicates the net addition to the economy’s total saving — that is, the
shift in the saving schedule — which would result from each proposal
under the assumptions specified above, including the partial offset from a
7 percent saving rate out of personal disposable income. Since assumption
(4) above — that incremental employer contributions to Social Security
come entirely out of dividends -— represents one extreme, the numbers in
parentheses for the five Social Security proposals indicate the cor-
respondingly small net additions to total saving which would result, at the

7’See Feldstein [15] for an explanation of the assumptions involved in the “return-rein-
vestment rule.” See also the discussion in Section IV below.

The “wage indexing” plan is the current Administration’s proposal [35]. The less ex-
pensive “price indexing” plan is the Consultant Panel’s proposal [11].

PPerhaps because of the magnitude by which the contribution percentage would have
to increase, Feldstein did not analyze the “wage indexing” equivalent of this proposal.
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other extreme, if incremental employer contributions were to come en-
tirely out of retained earnmgs the truth presumably lies somewhere be-
tween the two estimates.’

A comparison of the average per annum net additions to saving
shown in Table 2 and the saving flows forecast for 1977-81 in Table 1
shows that the Munnell-Connolly and Feldstein pension funding pro-
posals, if implemented, would be of great potential importance for the
U.S. economy’s medium-run balance of saving and investment.

The sum of the net saving additions shown in Table 2 for civil service,
military and state and local governments, plus the smallest net saving ad-
dition shown under any of Feldstein’s five Social Security proposals, is
$30 billion per annum -— almost 1 1/2 percent of the average 1977-81
gross national product assumed in Table 1. One interpretation of this
magnitude is that, if these four proposals were implemented and all other
assumptions underlying the 1977-81 forecast remained unchanged, then
the average share of gross national product devoted to investment in plant
and equipment during these years would be somewhere in the 11 1/2-13
percent range, instead of 11 1/2 percent as shown in Table 1. As long as
both the economy’s saving schedule and its investment schedule were nei-
ther perfectly elastic nor perfectly inelastic, the $30 billion outward shift
of the saving schedule would lead not only to a decline in (inflation-ad-
justed) interest rates but also to a less-than-$30 billion per annum increase
in the average ex post outcome for investment. The respective magnitudes
of the interest rate decline and the investment increase would depend in
turn on the elasticities of the saving and investment schedules. Perhaps a
reasonable estimate, based on the factors discussed in Section I, is that
the average outcome for investment would be in the neighborhood of 12
1/4-12 1/2 percent of gross national product.’

A different way to interpret this $30 billion per annum sum of the net
saving addition for each of the four pension categories is to focus instead
on the assumptions underlying the 1977-8! forecast summarized in Table
. One of these assumptions, for example, is that the Federal Government
(inclusive of the proposed increments to the several pension trusts) will
run a balanced budget on average during this period. If these proposals
for increased pension funding were to shift the private economy’s saving
schedule by an average of $30 billion per annum, then, other factors held
equal, the Federal Government could on average run a budget deficit well

*This alternative calculation assumes that all Social Security employers are corpora-
tions taxable at 48 percent. It therefore slightly overstates the differences between the two as-
sumptions about dividend behavior.

*1n a full general equilibrium calcutation, this additional investment would in turn pre-
sumably lead to an increase in gross national product with subsequent implications for
greater income and saving totals, etc. The conditional 3.7 percent real growth forecast for
1977-81, which underlies the saving and investment flows indicated in Table 1, is as much a
conclusion of the analysis in Friedman [(8] as it is an assumption.
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m excess of the 1970-74 average 1 percent of gross national product with-
out interfering with the economy’s ability to devote 11 1/2 percent of
gross national product to private fixed investment.

Hence the positive implications of these pension funding proposals,
for financing investment in plant and equipment, are of substantial mag-
nitude even for the smallest of Feldstein’s Social Security proposals. At
the opposite end of the scale, including the largest of Feldstein’s pro-
posals, the sum of the net saving additions for each of the four categories
is $66 billion per annum — nearly 3 percent of the average 1977-81 gross
national product assumed in Table 1. This sum, which is almost two-
thirds of the average personal saving flow shown in Table 1, is simply too
astoundingly large to be politically feasible without a major rethinking of
the form in which U.S. citizens will hold the Nation’s wealth.

Over half of this $66 billion, for example, would represent added sav-
ing through Social Security for purposes of eventually accumulating a
fund of securities which would exceed one year’s total economic output.
Feldstein introduced his proposals for such a Social Security fund by sug-
gesting that the fund would invest only in existing government securities,
but, unless the government embarks on an unprecedented era of sustained
deficit financing, not enough government securities would exist to satisfy
the fund’s requirements. The $552 billion of U.S. Government securities
(including obligations of the sponsored credit agencies) which were out-
standing at the end of 1975 amounted to just over one-third of 1975 gross
national product, and an annual deficit in the future equal to one-third of
the annual increase of gross national product — according to the assump-
tions of Table I, an average annual deficit of $65 billion during 1977-81
— would merely hold this ratio fixed. Furthermore, as Table 3 shows, at
yearend 1975 ratios for other securities it would be impossible to assemble
a fund of securities equal to a year’s gross national product without
having the fund hold most of the equity interest in the Nation’s private-
sector businesses. Proposals of this magnitude therefore seem far removed
from reality except in the context of a broader conception of “pension
fund socialism,”” in which case much of the analytical apparatus used in
this paper could well be of little relevance anyway.

In sum, Munnell’s and Connolly’s proposals and the smallest of
Feldstein’s proposals for increased public pension funding add up to a
magnitude which would be highly significant from the standpoint of U.S.
capital formation in the medium-run future, and Feldstein’s largest pro-
posal would more than double this amount. Implementation of these pro-
posals would alleviate substantially, if not overcome entirely, the likely
overall scarcity of financial capital during the next half decade.

*See Lundberg [27] for a thoughtful analysis of an evolution along these lines which is
now taking place, by design, in Sweden. Drucker [12], among others, has raised similar ques-
tions about the United States. See also Soldofsky [33].
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1V. Public Pension Funding and the Relative Scarcity
of Long-Term Capital

Wholly apart from their effect on the economy’s aggregate saving
schedule, the Munnell-Connolly and Feldstein proposals, if implemented,
could also have a substantial impact on U.S. capital formation by chang-
ing the composition of the economy’s saving. In particular as Section 11
explains, the increasing relative scarcity of long-term capital during the
medium-run future is, in the absence of an unanticipated change in some
underlying determinant of financial market behavior, likely to retard busi-
ness fixed investment as much as or more than the overall scarcity of fi-
nancial capital will. By changing the form in which the economy saves,
these pension funding proposals could also shift the aggregate asset-pref-
erence characteristics of the U,S. financial markets toward a greater pref-
erence for long-term assets, thereby alleviating or eliminating this tenden-
cy toward increasing relative scarcity of long-term capital.

A Quantitative Perspective. In my earlier paper [18] I estimated that
the balance of saving and investment shown in Table 1 for 1977-81 would
be consistent with an average per annum total of $325 billion of net funds
raised in the U.S. credit markets during this period. Of this $325 billion
annual flow, $271 billion would represent net funds raised by all non-
financial sectors of the economy, including $115 billion raised by non-
financial corporate businesses.” Table 4, also drawn from that paper, in-
dicates the corresponding amounts of net funds likely to be advanced by
the various investing sectors of the U.S. credit markets on average during
1977-81. It is a reflection of the great extent of intermediation in the U.S.
financial markets that, of the average $325 billion per annum total net ac-
quisition of credit market instruments, fully $263 billion is likely to repre-
sent the credit market lending of financial institutions. To facilitate com-
parisons Table 4 also provides historical data, again for five-year periods
and again excluding 1975-76.

For the purposes of this discussion, the insurance-pension sector —
including life and other insurance companies, as well as the pension funds
of both private businesses and state and local governments — is of key
importance. As Table 4 indicates, the net volume of credit which these in-
stitutions extend will indeed continue to grow. Nevertheless, as has al-
ready been the case to some extent during the early 1970s, total net credit
extensions by these four groups of institutional investors are likely to in-
crease less rapidly during 1977-81 (64 percent above the 1970-74 per an-
num average) than will the net funds raised by nonfinancial business cor-
porations (102 percent above the 1970-74 per annum average).
Furthermore, the magnitudes indicated in Table 4 are conditional fore-
casts for the intersections of the relevant supply and demand schedules, so
that they already reflect some effect, especially on corporations’ external
fund raising, of both increasing overall capital scarcity and increasing rel-
ative scarcity of long-term capital.

¥See Friedman {18], Table 3.
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The contrast between the $56 billion per annum total net acquisition
of credit market instruments by the insurance-pension sector during 1977~
81 and the corresponding $17 billion per annum for the household sector
reflects individuals® preferences for holding depositary assets which Table
4, following the Federal Reserve System’s Flow of Funds accounts, does
not include as “credit market instruments.”** Table 5 emphasizes this key
contrast in asset preferences by showing the average net financial asset ac-
cumulations of households and of state and local government pension
funds during the past ten years.”> While households have invested only
about one-tenth of their net financial asset accumulation in long-term
credit instruments, state and local government pension funds have in-
vested in virtually nothing else.

Because of this stark difference in asset preferences between pension
funds and households, it is clear that implementation of the Munnell-
Connolly and Feldstein proposals for increased pension contributions
would have important effects even if (contrary to the assumptions in Sec-
tion I1I) these extra contributions were ultimately to come entirely out of
voluntary personal saving. The proposals’ net effect in that case would be
to increase the net asset accumulations of all pension funds and to reduce
by an equal amount the net asset accumulation of the household sector
(and, for the Social Security proposals as analyzed in Section III, to in-
crease the borrowing of businesses). Given the different portfolio preferen-
ces between short- and long-term maturities shown in Table 5, this shift of
saving form would increase the supply of long-term capital to the credit
markets.

Table 6 shows the 1976 and 1981 yearend financial asset holdings of
the four categories of public pension funds expected under current leg-
islative arrangements, together with the average per annum accumulations
(flows) implied for 1977-81.% Table 7 shows the corresponding 1981 year-
end financial asset holdings and the implied 1977-81 average per annum

*Even so, a record $17 billion per annum average net acquisition of credit market in-
struments by households would represent a substantial shift away from deposits. Note that
individuals constitute only about 85 percent of the household sector; non-profit or-
ganizations and bank-managed personal trusts account for the other [S percent.

**Households’ accumulation of financial assets here excludes life insurance and pension
fund reserves.

*The civil service, military, and state and local government estimates are Munnell’s and
Connolly’s. The Social Security estimate is the “medium assumption” estimate in Board of
Trustees [3]; the alternative estimates for yearend 1981 under “optimistic” and “pessimistic”
assumptions, are $30.3 billion and -$1.4 billion, respectively. It is worth noting that
Munnell’s and Connolly’s $15.1 billion per annum estimate for the total financial asset accu-
mulation of state and local government pension funds (including deposits) is not dissimilar
to my own prior estimate of $13.5 billion per annum for these funds’ net acquisitions of
credit market instruments (excluding deposits) as shown in Table 4.
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accumulations indicated by the provisions of the various Munneli-Con-
nolly and Feldstein proposals.”’ Table 7 also shows the difference which
each proposal would make for the annual accumulation flows, in com-
parison with those expected under current legislation,”®

As a comparison with Table 4 indicates, the incremental pension fund
asset accumulations shown in Table 7 are sizable in comparison with cur-
rent prospects for the U.S. credit markets. Again including only the
smallest of Feldstein’s five Social Security proposals, the sum of these dif-
ferences for the four categories of public pensions is $36 billion. If state
and local government pension funds were to invest their $20 billion per
annum accumulation according to their asset preferences of the past ten
years as shown in Table 5, and if the other three categories of public pen-
sion funds were to exhibit similar portfolio behavior, most of this $36 bil-
lion annual flow would constitute additional net acquisitions of credit
market instruments — especially long-term instruments. This $36 billion
per annum would increase by almost two-thirds the net credit market
lending of the combined insurance-pension sector.

On the extreme assumption that reduced accumulation of financial as-
sets by households would fully match this $36 billion per annum added
accumulation by pension funds, the primary initial effect would be to re-
duce households’ accumulation of deposits (especxally time deposxts)
The further result would be to reduce thrift institutions’ net extensions of
mortgage credit and the growth of commercial bank credit, including both
bank loans and short-term securities holdings.” Except for the effect on
mortgage lending — which the federally sponsored credit agencies could
presumably. offset — the net effect of these shifts would be to increase the
supply of long-term credit market funds to corporate businesses, and to
reduce the supplies of other kinds of funds. This shift in the composition
of the economy’s preferred asset accumulation would therefore act to re-
duce the relative scarcity of long-term investment capital.

A Simulation Model. By how much would such a shift due to in-
creased pension funding lower the cost of long-term investment capital to
corporate businesses?

Because Munnell and Connolly performed their calculations on the assumption of im-
plementation of their proposals as of the beginning of 1975, the 1975 yearend asset totals
underlying the accumulation flows shown in Table 7 for civil service, military and state and
tocal governments are all slightly greater than the corresponding totals shown in Table 6.

*These differences are not equivalent to the net saving additions shown in Table 2,
since they include interest and dividends earned on accumulated assets, and (in the case of
military and Social Security) they exclude payments which the Federal Government would
be contributing to make up any year's deficiency from benefits to be paid.

*As of yearend 1975, households’ time deposits were nearly five times greater than
their combined demand deposits and currency.

“The ultimate effect on bank credit of the shift in households’ demand schedule for
commercial bank deposits would depend not only upon the increasing business deposit de-
mand associated with increased investment but also upon the particular monetary policy as-
sumption made.
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The familiar term-structure approach to modeling long-run interest
rate determination is not capable of addressing this question. According
to the conventional term-structure model, the (nominal) yield on a long-~
term security differs from the (nominal) yield on a closely substitutable
short-term security according to expectations of the future short-term
yield and, perhaps, some “liquidity premium” reflecting the less-than-per-
fect substitutability between the two assets. Once the current and expected
future values of the short-term interest rate are given, the usual term-
structure model admits little variation of the long-term interest rate. Since
it assumes that different securities are highly substitutable — that is, that
financial capital is virtually homogeneous — the term-structure model is
not well equipped to deal with the notion of shifting relative scarcities
within the overall capital market.

The prevailing empirical methodology of the term-structure approach
is a model consisting of a single unrestricted reduced-form equation with
the nominal long-term interest rate as the dependent variable. One as-
sumption implied by the use of this methodology is that the way in which
participants in the market for long-term securities, either individually or
in the aggregate, adjust their actions in that market in response to any or
all of the determinants of portfolic behavior does not matter for the ex
post outcome for the long-term interest rate. In particular, this assump-
tion implies that the quantities of long-term securities bought or sold,
either by individual transactors or for the market in aggregate, do not in-
fluence the ex post outcome for the long-term interest rate. A few re-
searchers have suggested relaxing this assumption somewhat by incor-
porating exogenous supplies of long-term securities directly as a
determinant of the long/short spread, but they have done so within the
familiar unrestricted reduced-form methodology of the term-structure ap-
proach and their empirical findings along these lines have been modest at
best."’ Similarly, the strong asset-substitutability assumptions of the term-
structure model leave little room for even a sizable shift of asset accu-
mulations, from investors with one “preferred habitat” to investors with
different asset preferences, to influence the long-term interest rate for a
given short-term interest rate.

In a series of previous papers [17, 21, 221 I have developed a struc-
tural model of long-term interest rate determination which drops this re-
strictive asset-substitutability (capital-homogeneity) assumption and
focuses directly on the demand for and supply of long-term bonds. In par-
ticular, this model specifies equations directly representing the portfolio
behavior of bond market participants, including both bond issuers and
bond investors. The addition of a market-clearing constraint, equating the

“See especially Modigliani and Sutch [28], “Preferred habitats,” which are the essence
of the argument outlined both here and in Modigliani’s and Sutch’s descriptive analysis, are
not successfully captured in their empirical work which relies entirely on unrestircted re-
duced-form estimation. In this context it is interesting to note Ando’s and Modigliani’s [1]
subsequent rejection of unrestricted reduced-form methods.
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sum of the demands of long-term debt securities to the sum of the sup-
plies of long-term debt securities, enables the structural model to de-
termine the long-term interest rate (i.e., the own-rate) which appears as a
right-hand-side variable in each structural demand or supply equation for
long-term bonds. (Since the long-term interest rate is clearly a jointly de-
termined variable in this model, along with the demand and supply vari-
ables, it is necessary to use estimation techniques which avoid incon-
sistencies to which ordinary least-squares procedures would be subject
because of the nature of the model's simultaneity.)

The complete structural model, including the market-clearing con-
straint, therefore constitutes an alternative to the single unrestricted re-
duced-form term-structure equation. The structural model's implied ex-
pression for the long-term bond yield is (except for the model’s
nonlinearity) a reduced-form equation which is equivalent to the con-
ventional term-structure equation except that it is restricted by the under-
lying structural supply and demand equations,.

Hence the key methodological difference between the structural ap-
proach and the more familiar term-structure approach to long-term inter-
est rate determination is essentially equivalent to the distinction between
restricted and unrestricted estimation. The two corrollary advantages of
the structural approach are its ability to use the theory of portfolio behav-
ior to constrain the implied equation for the long-term interest rate, and
the facility which it provides for directly investigating hypotheses about
portfolio behavior. In return, the structural approach imposes upon the
researcher the discipline of explicitly acknowledging that, since bond
yields (i.e., bond prices) are proximately determined in a market in which
bonds are bought and sold,” any factor hypothesized to influence the
bond yield must do so by influencing some issuer’s supply of bonds or
some investor’'s demand for bonds (or both). To the extent that ex-
pectations of future short-term yields are relevant via substitution effects
which enforce the term-structure relationship, to the extent that less-than-
infinite elasticities of substitution create “preferred habitats” which render
quantity variables relevant, to the extent that less-than-infinite adjustment
speeds render quantity flow variables relevant as well as quantity stock
variables — in the structural model all of these factors affect the de-
termination of long-term interest rates by (and only by) influencing the
portfolio behavior of borrowers and lenders.

The structural approach also largely avoids the problem of spurious
correlations inherent in unrestricted estimation of interest rate re-
lationships. This point is especially relevant in the case of flexible dis-
tribution lags on past interest rates, which are typically the heart of term-
structure equations and which are also arguments of the individual bond
supply and demand equations in the structural model.

“The concept of the bond yield’s being “proximately determined” in the bond market is
not inconsistent with the principle of general equilibrium in the asset markets (see, for exam-
ple, Tobin [34)) or for the economy as a whole (see, for example, Grossman [23]).
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The demand side of this structural model of the bond market consists
of six equations representing the net purchases of corporate bonds by life
insurance companies, other insurance companies, private pension funds,
state and local government pension funds, mutual savings banks and
households. The specification of each of these six demand-for-bonds equa-
tions combines a model of the selection of equilibrium, as developed in an
earlier paper [21] The motivation for the optimal marginal adjustment
model is to distinguish the reallocation of existing assets from the allo-
cation of new wealth flows, because of the differential pecuniary and non-
pecuniary costs associated with these two kinds of transactions. Since
transactions costs leading to less-than-infinite adjustment speeds are at the
heart of the distinction between flow-equilibrium “loanable funds” models
and stock-equilibrium “liquidity preference” models of asset markets, the
effort to deal as explicitly as possible with these differential adjustment
speeds seems essential to the use of a flow-equilibrium model of interest
rate determination. In addition, it enables the mode! to focus directly on
the effects of proposals, such as those suggested by Munnell and Con-
nolly and by Feldstein, which change patterns of financial flows and
wealth accumulation.*

The supply side of the bond market model consists of two equations
representing the net new issues of corporate bonds by domestic non-
financial business corporations and finance companies. The specification
of these two supply-of-bonds equations is analogous to that of the model’s
demand-for-bonds equations, combining the selection of equilibrium li-
abilities and the optimal marginal adjustment model.*

The model's ninth equation is a flow-equilibrium market-clearing
identity which determines the nominal long-term interest rate. By con-
struction of least-squares estimators, it follows that the unrestricted re-
duced-form equation estimated directly, as in the term-structure approach,
will always “fit” historical interest rate data at least as well as the restrict-
ed expression estimated implicitly via the structural model. Hence it is
possible that the structural approach may buy its key associated ad-
vantages — its ability to test explicit behavioral hypotheses and to in-
vestigate structural changes such as those suggested by Munnell-Connolly
and Feldstein — at great cost in terms of performance as measured by
historical fit. As the results presented in two earlier papers [21, 22]
indicate, however, the sacrifice of empirical performance required by the
structural approach is extremely minor. In a dynamic simulation of the
model, based on U.S. quarterly data for 1960:1 - 1973:1V, the root-mean-
square simulation error for the particular long-term interest rate de-
termined in this model (the Aa utility new-issue yield) is only 0.21 percent
or 21 basis points — a result which compares favorably with the historical

“*For reference on the demand side of this model, see in particular Friedman {21},

“The results for the two estimated supply equations corroborate the liability-preference
arguments in Section 11. For reference on the supply side of the model, see Friedman [223,
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fit achieved by other researchers who have estimated unrestricted reduced-
form term-structure equations to track less volatile long-term yield series
over less volatile sample periods.

For several reasons, therefore, this structural modetl of the bond mar-
ket is a useful tool for partial equilibrium analysis of the potential im-
plications for the relative scarcity of long-term capital of implementing the
Munnell-Connolly and Feldstein proposals for increased pension funding.
First, the structural approach to long-term interest rate determination ex-
plicitly acknowledges the relevant heterogeneity of capital. Secondly, the
model’'s level of disaggregation focuses explicitly on the different re-
spective “preferred habitats” of households and pension funds. Thirdly,
the specification of the equations describing these investor groups’ de-
mands for bonds incorporates an explicit role for the financial flow vari-
ables which the Munnell-Connolly and Feldstein proposals would alter in
the first instance. Finally, the model’s empirical performance in dynamic
simulation tests has shown that it is at least capable of tracking closely
the past history of long-term interest rate movements, despite its explicit
avoidance of the potentially spurious correlations inherent in term-struc-
ture equations.”’

Simulations for 1967-73. Figure 1 and Table 8 summarize several sim-
ulations of the structural model of the bond market designed to in-
vestigate, albeit in a somewhat limited partial equilibrium context, the
effects of the Munnell-Connolly and Feldstein proposals. The heavy solid
line in Figure 1 plots the observed historical values of of the Aa new-issue
long-term utility bond yield, and the light solid line plots the simulated
values of this yield from the dynamic simulation reported in my earlier
paper [22], based on historical values for all exogenous variables. The first
two lines of Table 8 indicate that the mean simulated value of 7.48 per-
cent during 1967-73 is virtually identical to the mean actual value during
this period.

The first simulation experiment attempts to capture the effects which
would have followed from introducing the Munnell-Connolly proposal for
increased contributions to state and local government pension funds, on
the assumption that household financial asset accumulation would not
have offset the added asset accumulation of the pension funds. The as-
sumption, therefore, is that the proposal not only would have altered the
composition of the economy’s saving but would have increased rotal sav-
ing as well. Implementation of this experiment consists of rerunning the

*SA comprehensive flow-of-funds model, such as that developed by Bosworth and
Duesenberry [7] and Hendershott and Lemmon [24], would in principle be a better vehicle
for evaluating these proposals, since such a model would at least admit a general equilibrium
treatment of all asset markets. See Friedman [21, 22}, however, for criticisms of these mod-
els. As the discussion below indicates, a full general equilibrium model, incorporating the
nonfinancial economy as well as all asset markets, would be necessary to undertake a com-
plete analysis of these proposals’ implications for capital formation.



9%

8%

7%

6%

5%

Figure 1

DYNAMIC SIMULATION RESULTS
FOR Aa UTILITY NEW ISSUE YIELD, 1967.73

Actual Historical Path

N Control Simulation N
¢ II' = = = = Experiments #1 and #3
N
‘N / ;2022 Experiments #2 and #4
o/ -
) /"
W
| | | | |
1967 1968 1969 1970 1971 1972 1973

182



FUNDING AND CAPITAL FORMATION FRIEDMAN 183

historical simulation for 1960-73, but with the net accumulation of fi-
nancial assets by state and local government pension funds increased by
an extra $2.1 billion in each quarter beginning with 1967:1. This $2.1 bil-
lion per quarter (or $8.4 billion per annum) addition is 1.3 times state and
local government pension funds’ actual historical average $6.5 billion per
annum financial asset accumulation during 1967-73, just as the $19.8 bil-
lion per annum additional accumulation by these funds implied by
Munnell’s proposal for 1977-81 (see again Table 7) is 1.3 times the cor-
responding $15.1 billion per annum accumulation expected for 1977-81
under current legislation. The simulation experiment assumes that all
other variables influencing the long-term bond yield — including, for ex-
ample, short-term yields and business investment in plant and equipment
— remain unchanged at their historical values.

The broken line marked No. | in Figure | plots the values of the long-
term interest rate which result from this simulation experiment. The addi-
tional demand for bonds by state and local government retirement funds
immediately drives the simulated bond yield below the corresponding ac-
tual historical path and keeps it below the historical path through the end
of the simulation. As the third line of Table 8 indicates, the average sim-
ulated reduction of the bond yield during 1967-73 is 0.34 percent. Since
this partial equilibrium experiment analyzes the level of the long-term in-
terest rate for a given value of the short-term interest rate, it is most use-
ful to regard this result as a reduction in the average slope of the yield
curve (the term-structure of interest rates) by 0.34 percent.

The second simulation experiment again focuses only on the Munnell-
Connolly proposal for state and local government pension funds but, in
contrast to the first experiment, assumes that reduced financial asset accu-
mulation by households would have matched exactly the increased asset
accumulation by these funds. Hence the assumption underlying this ex-
periment is that implementation of this proposal would have altered only
the composition of the economy’s saving, without having increased the
total. In addition to increasing state and local government pension funds’
asset accumulation by $2.1 billion per quarter above the actual historical
values, therefore, implementation of this experiment also involves reduc-
ing households’ asset accumulation by $2.1 billion per quarter below the
actual historical values.

As the dotted line marked No. 2 in Figure 1 and the fourth line of
Table 8 indicate, nearly all of the long-term interest rate reduction asso-
ciated with Munnell’s and Connolly’s proposal in the first experiment
(0.31 percent out of 0.34 percent) remains in the second, despite the as-
sumption of no increase in the economy’s total saving. The shift in the
composition of saving among investors with different “preferred habitats,”
which is responsible for all of the long-term interest rate reduction in the
second experiment, apparently accounts for almost all of the cor-
responding reduction in the first experiment. Once again, it is important
to recall the assumption of unchanged short-term interest rates underlying
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this partial equilibrium analysis of the bond market. In this second ex-
periment, in which households® net asset accumulation declines, the re-
duced demand for deposits and other short-term assets would, in a more
general equilibrium analysis of the asset markets, cause short-term interest
rates to rise. What remains almost unchanged from the first experiment,
therefore, is not the impact on the level of the long-term interest rate but
rather the impact on the yield “spread” between the long and short ends
of the maturity spectrum.

The third and fourth simulation experiments are analogous to the
first and second, respectively, except that the financial asset accumulation
adjustment is $3.9 billion per quarter instead of $2.1 billion per quarter.
This greater adjustment reflects the 1967-73 equivalent of implementing
Munnell’s and Connolly’s proposals for civil service, military, and state
and local government retirement funds, and the smallest of Feldstein’s five
proposals for Social Security, on the assumption that the portfolio behav-
ior of the civil service, military and Social Security funds — two of which
would have grown rapidly under the respective proposals — would have
been the same as that observed historically for state and local government
retirement funds.*® The results of these two experiments, as indicated by
Figure 1 and Table 8, are roughly similar to the first two sets of results,
only greater in magnitude as is to be expected. Again, from the stand-
point of the slope of the yield curve, the major substantive result is that
the “preferred habitat” effect is what matters most, with only minimal
effects depending on the increase in total financial asset accumulation.
Since the level of short-term interest rates would presumably differ be-
tween the two experiments, however, the absolute level of the long-term
interest rate would depend also on the increase in total asset
accumulation,

There are at least two important biases — one upward and one down-
ward — inherent in these part1a1 equilibrium experiments’ simulated
values of the long-term bond yield.*” The upward bias, which is present
especially in experiments No. 1 and No. 3, is that these simulations hold
fixed, at the historical values, the yields not just on short-term assets but
on all competing financial instruments. Since an increase in the economy’s
total saving would presumably lower all yeilds, and a shift in the com-
position of saving toward investors preferring long-term assets would pre-
sumably lower the yields on those assets which are most closely substi-
tutable with corporate bonds, these simulations probably overstate the

1t is worth noting explicitly that this assumption contradicts not only the limited his-
torical experience thus far with management of Federal pension trusts but also Feldstein’s
declared intention of having the Social Security fund invest only in government securities -~
hence the motivation for examining the state and local government pension proposals sepa-
rately, as in experiments No. 1 and No. 2. Nevertheless, it is not altogether implausible that,
once .confronted with asset accumulations of the magnitudes proposed by Munnell and Con-
nolly and by Feldstein, Federal pension trust managers would adopt investment policies
more comparable to those historically followed by state and local governments.

“’See again footnote 45.
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effect of the various proposals in inducing investors to substitute other as-
sets for bonds. This collective bias in the individual supply-of-bonds and
demand-for-bonds equations — which stems from the use of a partial
equilibrium analysis of the bond market, rather than a general equilibrium
analysis of all asset markets together — in turn results in an upward bias
for the simulated path of the bond yield. The corresponding downward
bias — which stems from not using a general equilibrium model of the
nonfinancial economy, as well as all asset markets — follows from hold-
ing fixed, at the historical values, nonfinancial corporations’ investment in
plant and equipment. If nonfinancial corporations responded to the in-
duced interest rate reduction by undertaking more investment in plant and
equipment, then not only would their net external deficit be greater
(thereby increasing their supply of bonds) but also, according to the rele-
vant supply equation in the model, the fraction of any given external de-
ficit which they would seek to finance by issuing bonds would be greater,
Furthermore, going on to allow for the effects of greater investment in
stimulating economic activity would presumably uncover yet a further re-
lated source of downward bias in the absence of an assumption about
monetary policy accommodating the resulting additional demand for
money.

To what extent these two sets of biases are offsetting, and to what ex-
tent other biases also exist in these simulation experiments, probably con-
stitute unanswerable questions. Considerable caution is appropriate,
therefore, in evaluating the numerical results of these experiments. Even
without attribution of undue precision to them, however, these ex-
periments do indicate that the Munnell-Connolly and Feldstein proposals,
had they been implemented in the past, would have had a substantial im-
pact on the relative scarcity of long-term capital — that is, on the term-
structure of interest rates — primarily because of their effect in shifting
asset accumulations from households with their short-term “preferred hab-
itat” to pension funds with their long-term “preferred habitat.”

Simulations for 1977-81. Figure 2 and Table 9 summarize several sim-
ulation experiments designed to investigate the implications of the
Munnell-Connolly and Feldstein proposals directly within the context of
the 1977-81 period. As far as possible, these experiments use directly the
credit market and national income flow quantities indicated for 1977-81 in
the tables in my earlier paper [181* The structural model of the bond
market also uses as exogenous variables a number of yields on alternative
financial instruments, and these experiments simply assume that these
yields remain constant at their recent (1976:11) levels throughout 1977-81.
The solid line in Figure 2 plots the values of the long-term bond yield
generated by a “control” simulation based on these assumptions.

*The net acquisitions of financial assets by households and life insurance companies
are somewhat different; see Friedman [21].



Figure 2

DYNAMIC SIMULATION RESULTS
FOR Aa UTILITY NEW ISSUE YIELD, 197781

N%

10%

9%

NS Control Simulation
T Experiments #1 and #3
89 | s &0 2 I Experiments #2 and #4
| i I |
1977 1978 1979 1980 1981

186



FUNDING AND CAPITAL FORMATION FRIEDMAN 187

The control simulation’s 10.08 percent average for the bond yield dur-
ing the entire 1977-81 period is relatively high, given the assumed con-
tinuation of the recent low level of short-term interest rates, and the steep-
ness of the implied yield curve reflects the relative scarcity of long-term
capital discussed in Section II. Nevertheless, it is essential to emphasize
that the object of this control simulation is not to imply a forecast of the
bond yield, Its purpose is, instead, to provide a base for comparisons, so
as to facilitate performing in the 1977-81 context the dynamic simulation
experiments described above for 1967-73. The proper focus of attention is
therefore the bond yield difference between each simulation experiment
and the corresponding control — not the partxcular path of the bond yield
in the control simulation per se.

The first and second 1977-81 simulation experiments are analogous to
those for 1967-73 as described above. In particular, thev assume the im-
plementation, as of the beginning of 1977, of Munnell’s and Connolly’s
proposal for increased contributions to state and local government pen-
sion funds, first under the assumption of no offsetting fall in households’
financial asset accumulation and then under the assumption of full offset.
The appropriate asset accumulation adjustment in these two experiments
is $5.0 billion per quarter (one-fourth of the $19.8 billion per annum
shown in Table 7).

The third and fourth 1977-81 simulation experiments are again anal-
ogous to those described above for 1967-73. They assume the im-
plementation, as of the beginning of 1977, of all three of the Munnell-
Connolly proposals and of the smallest of Feldstein’s five proposals, again
under the same two alternative assumptions about households’ financial .
asset accumulation. The appropriate asset accumulation adjustment in
these two experiments is $9.0 billion per quarter (one-fourth of the $36.0
billion per annum total from Table 7). '

The results of these four experiments — which are conditional on the
same underlying assumptions and are therefore subject to the same biases
discussed above in the context of the 1967-73 experiments (and presum-
ably, because of their future orientation, to many more errors besides) —
again suggest that implementing the Munnell-Connolly and Feldstein pen-
sion funding proposals would substantially offset, if not entirely eliminate,
the increase in the relative scarcity of long-term financial capital described
in Section II. Once again, while the effect on the absolute level of the
long-term interest rate would presumably depend on the increase in total
financial asset accumulation, it is the shift among different investors with
different “preferred habitats”™ which produces almost all of the reduction
in the slope of the yield curve.

V. Summary and Conclusions

The background underlying this paper is the concern that, in the ab-
sence of public-policy initiatives, financial scarcities during the next five to
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ten years may impair the U.S. economy’s ability to achieve a capital for-
mation rate adequate for the purposes of a number of widely recognized
economic objectives. One source of this problem, if it in fact materializes,
is likely to be an increasing overall scarcity of financial capital. A second
source of this problem — perhaps a more important one — is likely to be
an increasing relative scarcity of long-term capital.

This paper’s analysis of Munnell's and Connolly’s proposals for in-
creased funding of civil service, military and state and local government
pensions and Feldstein’s proposals for increased funding of the Social Se-
curity system yields two primary conclusions in this context:

First, implementation of Munnell’s and Connolly’s three proposals,
together with even the smallest of Feldstein's proposals, would sub-
stantially increase the economy’s total saving. This outward shift of the
economy’s saving schedule would probably be of a magnitude sufficient to
offset much or all of the anticipated increasing overall scarcity of financial
capital. A good estimate is that it would add about an extra 1 percent to
the share of U.S. gross national product devoted to fixed investment in
plant and equipment in the medium run.

Secondly, wholly apart from any effect of increasing the economy’s
total saving, implementation of these proposals would also substantially
alter the asset preference characteristics of the investor side of the U.S.
credit markets. In particular, by shifting asset accumulations from house-
holds to pension funds, implementation of these proposals would increase
the economy’s total demand for long-term assets, thereby offsetting much
or all of the increasing relative scarcity of long-term capital. A good es-
timate is that this shift of asset preferences would reduce the average
yield-curve “spread” between long-term and short-term financial in-
struments by about 0.50 percent or 50 basis points. This resulting reduced
scarcity of long-term capital would further facilitate U.S. physical capital
formation in the medium run.



Table 1
GROSS SAVING AND INVESTMENT: HISTORICAL AND CONDITIONAL FORECAST

Average Annual Flows (Percent of GNP) 1960-64 1965-69 1970-74 1977-81
Gross Private Saving 15.4% 15.9% 15.8% 15.7%
Personal Saving 38 4.5 5.5 49
Undistributed Corporate Profits 2.8 kR 2.8 31
Inventory Valuation Adjustment — 0.0 — 03 — 1.2 — 0.9
Capital Consumption Allowances 8.8 8.7 8.7 8.6
U.S. Government Surplus — 0.2 — 0.2 — 11 4.0

State & Local Government Surplus 0.1 0.0 0.5 — 0.1
Statistical Discrepancy — 0.1 — 03 — 0.3 — 0.1
Gross Investment 15.2 154 149 155
Gross Private Domestic Investment 14,6 15.2 15.1 15.8
Plant and Equipment 9.3 10.5 10.3 1.5
Residential Construction 4.5 35 3.9 35
Inventory Accumulation 0.8 1.2 0.8 08
Net Foreign Investment 0.6 0.2 — 0.2 — 03
Average Annual Flows (billions of current dollars) 1960-64 1965-69 1970-74 1977-81
Gross Private Saving $ 86.5 § 1281 $ 185.5 $ 3419
Personal Saving 21.2 359 64.1 106.7
Undistributed Corporate Profits 16.0 252 325 67.5
Inventory Valuation Adjustment — 0.} — 26 — 140 — 196
Capital Consumption Alowances 49.5 69.7 1028 187.3
U.S. Government Surplus — 1.3 — 19 — 1.0 0.0
State & Local Government Surplus 0.7 0.2 5.7 — 22
Statistical Discrepancy — 06 — 21 — 34 — 22
Gross Investment 85.4 123.7 174.7 337.5
Gross Private Domestic Investment 82.1 1222 177.6 344.1
Plant and Equipment 52.5 84.7 121.7 250.4
Residential Construction 25.0 280 46.5 76.2
Inventory Accumulation 4.7 9.5 9.4 17.4
Net Foreign Investment 32 15 — 29 — 6.5

Notes:  Figures through 1974 are data from U.S. Department of Commerce.
Figures for 1977-81 are projections based on assumptions about growth of the economy, price inflation,
Federal tax and expenditure policy, monetary policy, and other factors as explained in
Friedman (18).
Detail may not add to totals because of rounding.
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Table 3
SIZE OF SEVERAL KEY SECURITIES MARKETS

1975 Yearend Percentage
Outstandings of 1975 GNP

(billions)
U.S. Government Securities $ 5517 36.4%
State & Local Government Securities 230.5 15.2
Corporate Bonds 3174 20.9
Corporate Equities 816.4 53.8
Total 1,916.0 126.4
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Table 8
LONG-TERM INTEREST RATE SIMULATIONS

FOR 1967-73
1967-73 Difference
Average Yield from Control
Actual 7.46% 0.02%
Control Simulation 7.48 —
Experiment 1 7.14 0.34
Experiment 2 7.17 0.31
Experiment 3 6.84 0.64
Experiment 4 6.89 0.59
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Table 9

LONG-TERM INTEREST RATE SIMULATIONS FOR

Control Simulation

Experiment 1
Experiment 2
Experiment 3

Experiment 4

1977-81

1977-81
Average Yield

10.08%

9.67
9.70
9.30
9.36
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Difference
from Control

0.41%
0.38
0.78
0.72
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Discussion

Franco Modigliani*

This has been for me an exciting conference in that I have never
heard the word life cycle mentioned so frequently and life-cycle concepts
used so frequently as in this conference. To be sure, many of the people
here, and notably Feldstein and Tobin, have much improved on my origi-
nal contribution. In fact, Tobin sometimes accuses me of not really under-
standing what the life-cycle model is about, and Feldstein is too young
and polite to quite do that, but I can see it in his eyes. I am not less
pleased by the fact that the model underlying Friedman’s paper is the
most ambitious attempt so far at giving empirical embodiment to the
“habitat” theory of the term structure of interest rates — and I do not
really mind that he, too, feels he understands that theory far better than L.

Tobin has dealt extensively with the question of the effect of addi-
tional funding on national saving, and I do not really have very much to
add to this issue. I think he has made some quite interesting additions to
the list of reasons why additional funding of Social Security would not
have its full effect in raising saving or, conversely, why a Social Security
System not funded would not reduce the saving by the full amount of the
promised retirement benefits.

The role of the liquidity constraints to which he referred could be of
some importance, though it should be understood, in the context of the
life-cycle model, that this liquidity constraint could merely have the effect
of changing the pattern of consumption over the earning span. Specif-
ically suppose that in the absence of Social Security, a household would
have chosen not to save at the beginning of its life, postponing the saving
until a later time when its income was expected to be higher. If a Social
Security tax is now levied on his income, and because of capital market
imperfections he is not able to borrow against future income, then, as To-
bin points out, he will be forced to consume less, and total consumption
will thereby be reduced. However, he will now be able to consume more
than he would have otherwise later in life, when his income is higher. In
steady state, these effects will tend to cancel out, as is clear from the con-
sideration that, with a pay-as-you-go system, in which people rely entirely
on Social Security for their retirement, the net accumulation will be zero,
no matter what the age pattern of consumption.

*Institute Professor and Professor of Economics and Finance, Massachusetts Institute
of Technology.
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Before I move on to the impact of funding on financial markets, 1
would also like to raise an issue, that our discussion so far has failed to
clarify, about why we should favor funding Federal Government retire-
ment programs like military pensions. I can see a case for funding the li-
abilities accruing hereafter in order not to impose a burden on “future
generations,” but I can see no grounds for funding the accumulated li-
abilities any more than I can see merits in the proposition that it be-
hooves the government to repay the national debt. To be sure, there
might be circumstances when we might deem it appropriate to raise
national saving through a budget surplus, but surely to do so we do not
need the excuse that we should repay the outstanding debt!

Let me then come to some aspects of Friedman’s results. It seems to
me that two main things need to be discussed. One is to review briefly
some of the assumptions he makes in trying to assess the implications of
the various levies on various participants in society — the question of in-
cidence. The other and more important item is to discuss his analysis of
the effect of these additional flows from the funding of pensions on inter-
est rates and financial markets. On the first point, I find myself in some
disagreement with several of the assumptions he makes. He assumes that
if there is an addition to the Social Security levy, it would all come out of
corporate profits. Yet the evidence I have seen seems to suggest that these
taxes are fully shifted onto real wages through the mechanism of prices
being determined by a stable markup over direct costs. In other words,
though half of Social Security taxes is levied on the employer, there is
reason to believe that eventually even the half that is paid by the employ-
er tends to be shifted onto higher prices, and therefore finally into lower
real wages.

Because of this view, I perhaps need not spend much time on the next
question, namely: Supposing it falls on profits, does it make a difference
whether it is then absorbed into a reduction of dividends or a reduction of
corporate savings? Ben seems to assume that if the reduction of profits
falls on dividends, saving would be affected much less than if it fell on re-
tained earnings. This is the traditional wisdom, but it ignores the effect of
corporate saving on private saving. The purest life-cycle model suggests
that, aside from differential tax treatment, changes in corporate savings
are eventually totally offset by opposite changes in private saving. While
this conclusion may not hold precisely, there is considerable evidence of at
least a partial and substantial offset.

Now let me come to his model. I think that to understand his paper,
we have to be aware of the fact that he had a model in his pocket, and
was eagerly looking for some place where he could make good use of it.
The paper for this conference gave him that opportunity, and he has
made good use of it. To avoid the possibility that the reader might mis-
interpret the implications of his simulation, however, I want to re-
emphasize that his results must relate to the effect of funding, not on the
level of long-term interest rates but instead on the slope of the yield curve.
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Friedman is particularly impressed and pleased by his finding that 1he
effect of funding on long-term rates is very nearly the same whether the
additional flows accruing to pension funds are totally offset by a reduc-
tion in household saving — leaving the total saving rate unchanged — or
whether, instead, they represent a net addition to total saving. In the lat-
ter case, interest rates do fall a little more, but only a little,

In my view, this rather striking conclusion must be taken with a good
deal of skepticism simply because his partial equilibrium model is un-
suited to provide a reliable estimate of the magnitude of the differential
effect. Indeed, in his simulations he explicitly assumes that the aggregate
investment of the corporate sector, and hence the aggregate amount of li-
abilities issued by this sector, is the same whether total saving rises or is
instead unchanged and only rechannelled. This is obviously an untenable
assumption for the problem on hand. If there is more saving, presumably
some of it must end up as additional investment in the corporate sector;
indeed, this is presumably the purpose of increased funding.

The above considerations are not meant to suggest, however, that
Friedman’s exercise and results are of little value. His model is really de-
signed to analyze the effect of changes in the flows of savings on the term
structure of interest rates, and notably on the spread between short- and
long-term rates. His result, under the assumption of no change in aggre-
gate saving, must, therefore, be understood as providing an indication of
the effect, on the term structure, of reducing the flow of saving directly in-
vested by households and increasing the flow of saving going through the
pension funds. This effect, he concludes, is that of producing a very sub-
stantial decline in the spread, even though, for reasons suggested above,
nothing much can be inferred about the level of either the short or the
long rate. His second experiment, in which the total flow of saving is in-
creased, would suggest that the effect on the spread would not be very dif-
ferent even though, presumably, in this case the downward effect at least
on the long rate should be significant.

In this more limited context, his procedure and his results seem rea-
sonable, though I can think of a few sources of bias in his procedure,
which should be taken into account in evaluating the results. Consider
first the case in which there is no change in saving. Because in his model
he takes as exogenously given the flows of saving into all financial in-
stitutions other than pension funds themselves, the only effect of the re-
duction in household saving that he is able to take into consideration is
the reduced direct purchases of long-term bonds and short-term in-
struments by households. Since households tend to invest very little di-
rectly in bonds, their reduction in bond purchases does rather little to off-
set the additional demand by pension funds. It is partly for this reason
that he finds that a very large decrease in the spread is required in order
to induce the other financial intermediaries to reduce their demand for
long-term bonds, and financial corporatlons to increase their supply to the
extent needed to satisfy the new pension funds’ demand. However, if
households save less and do not reduce very much their purchase of
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bonds, then they must be reducing to a substantial extent their claims on
insurance companies and mutual savings banks, who in turn are de-
manders of long-term instruments. If we took into account this decreased
demand offsetting the increased demand by pension funds, then presum-
ably the yield spread would be reduced less.

A further effect which is somewhat more complicated is that when
mutual savings banks receive less deposits from households because
households have less to invest, they may have less money to put into the
mortgage market, even after allowing for their reduced acquisition of
bonds. If that is the case, then the mortgage rate must rise, and that has a
feedback on the bond rate. Part of the feedback, I believe, would be that
the investment of the corporate sector would have to rise and therefore
the level of the corporate rate would have to fall. This is because with the
higher mortgage rate, there must be a reduction in investment in houses
and since the total amount of investment is fixed, there must be more cor-
porate investments.

Though 1 have certainly not exhausted the list of omitted channels, I
would conjecture that the final result is something like: If there were a
complete offset of the incremental technological flows, there would be a
rise in the mortgage rate, and a reduction in housing, because those inter-
mediaries that finance housing receive a smaller inflow. There would be
some decline in the corporate bond rate to produce more absorption into
corporate investment, and there would be a rise in the short term because
of the reduced spread, though that reduction would be probably less than
the 50-60 basis points suggested by Friedman’s simulations.

When one comes to the second case in which there is also an increase
in aggregate saving, the problem gets really quite complicated and risky to
handle without the crutch of a complete model. But, clearly, if you start
from this initial model and let the household have additional funds to in-
vest, quite clearly a major effect of the whole operation must be a signifi-
cant reduction of the corporate bond rate. There will also be a reduction
of the mortgage rate since now the intermediaries have lost nothing and
they are investing less in bonds to satisfy the additional demand of pen-
sion funds. So there must be more funds going both in the corporate sec-
tor and in housing, and one must end up with a lower long-term bond
rate, and the effect on the spread will presumably also be smaller than in
the first case. However, it is unclear whether, in the end, the short rate
would rise or fall. It would tend to rise insofar as the spread is reduced,
but it would tend to fall insofar as the long-term bond rate is declining,
and Tobin’s calculations suggest that you would have a very large decline
in the bond rate.

However, I would like to raise some objections to Tobin’s calculations
in the sense that Tobin is assuming that we have the additional investment
under conditions in which the underlying production function hasn’t shift-
ed. Some of what Friedman has been telling us is that there are reasons to
believe that there has been a shift in the sense that somehow we are mov-
ing toward more capital-intensive investment and have created some addi-
tional demands which weren’t there before. To this extent it could just be
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— and 1 think that is what he has in mind — that this new capital coming
to the market would prevent what would otherwise be a very large rise in
interest rates. In other words, the depressing effect of additional saving on
interest rates, suggested by the analysis of the previous paragraph, may
just prevent them from rising as much as they would otherwise have risen.



Discussion

James Tobin*

I'd like to do three things in this discussion: first, I will offer some re-
marks about Ben Friedman’s paper and his simulations. Second, I would
like to discuss the part of the story Ben’s paper doesn’t deal with, what it
would take to get the additional saving into additional investment. Third,
I have some general comments which bear both on Ben’s paper and on
the background papers of which his is, in a sense, a continuation.

I think the great merit of the way Ben has put the problem before us
is that it calls attention in a very concrete and quantitative manner to the
magnitudes of annual additions to potential saving in the economy which
would follow from the proposals we heard yesterday. What Friedman
does is to estimate the change in long-term corporate bond rates which
follow from putting more investable funds into pension fund portfolios.
This is done, as Ben pointed out both in his paper and orally, on the as-
sumption that other rates of interest and asset yields are unchanged. It is
explicitly a partial analysis and a partial calculation. Ben has a very fine
model of the corporate bond market. He doesn’t have it plugged into a
larger model. Lacking a complete model, he can’t tell us what the full
effects of throwing $38 or $78 billion of additional saving into the econo-
my would be.

His main point is that pension funds are by nature big holders and
buyers of long-term corporate bonds. Giving them more savings to invest
is good for the price of those bonds. I am sure that’s true.

He also assumes, rather mysteriously, that the funding or partial fun-
ding of the U.S. Social Security obligations and of civil service and mil-
itary pensions would have the same effects on the demand for assets as
placing additional funds at the disposal of state and local retirement
funds. I didn’t understand that because I thought the Federal funds would
just acquire more U.S. Treasury securities. The effect on financial markets
would be that correspondingly fewer Treasury issues would be out-
standing. So I would have thought that the exogenous change for that ex-
periment was a decline in the supply of Federal bonds. Now, it could be
assumed — at least for the purpose of the exercise — that the reduced
supply is at the long end of the Federal debt. That would have qual-
itatively the desirable impact that Ben is talking about, for presumably
long bonds are the closest Treasury substitutes for corporate bonds.

*Sterling Professor of Economics, Yale University
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However, there is no guarantee that when the Treasury has the
opportunity to place more of its debt with the pension funds and the So-
cial Security funds, the debt managers will take advantage of that oppor-
tunity by issuing the public a smaller number of long-term bonds. They
might issue a smaller number of short-term bills or notes, so that
Friedman’s twist operation would be frustrated. Presumably, there is a
telephone between the Treasury and the rest of the government, and they
could in principle arrange things to come out the way that Marty
Feldstein picturesquely suggested the other day, namely that the funds
simply buy back already existing bonds and no other Treasury debt oper-
ations are affected.

I am rather sensitive to this point. In the Kennedy years we persuaded
the Federal Reserve to do a rather modest amount of buying back of
long-term bonds from the public. But the Treasury proceeded to issue
even more long-term bonds than they had before.

Anyway, maybe the Treasury operations would have the same effect
as the behavior Friedman assumed when he did the experiments and es-
timates as if all the new saving, Federal, state and local, went into the
hands of managers who have portfolio preferences for state and local re-
tirement funds.

Friedman’s presumption is that there is a particular shortage of long-
term fixed-money-value finance, a scarcity of corporate bond finance. I'm
not sure. I think there is also an equity finance problem that may be even
more acute. In the hypothetical 1977-1981 era, Friedman takes us by as-
sumption out of the present morass. So presumably equity markets are
not as bad as they have been. Given the already rather large amount of
long-term bond debt with which corporations have saddled themselves, I
would expect them to turn more to equity. This could be done either by
direct issues in equity markets or indirectly by retention of earnings, pos-
sibly just by raising dividends less rapidly. It is not clear in Ben’s sim-
ulations what is really happening to the true market cost of capital rele-
vant for investment decisions. He is talking only about part of that cost,
namely the bond rate. The cost of capital has another component, the eq-
uity yield implicit in the stock market. I take it that in Ben’s calculations
this has been held fixed along with the yields on other assets that compete
with long-term bonds. I'm not sure that his conclusion that funding low-
ers the long-term bond rate by 50 basis points means that we would get a
50 basis point reduction in the cost of financing capital investment.

Now I'm sure Franco will say more about Ben’s models, so I will pro-
ceed to the second part of my discussion. What Friedman is talking about
here is a concrete near-term implementation of these pension funding pro-
posals, which would raise the ratio of fixed non-residential investment to
GNP from a projected 11.5 percent to — well, Ben said 12.5 percent, but
I think that the magnitudes in the paper suggest it is really somewhat
larger than that, say 13 percent. Roughly, that would be a rise in the
share of net investment (of this type) to GNP from 7 to 8.5 percent. That
is the macro-economic consequence of implementing a combination of the
Munnell and Feldstein proposals.
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What I would like to explore with you in a very rough way is what
this requires of monetary policy. A careless reader or listener to Ben
Friedman — I say careless because Ben would not be guilty of wishing to
give the wrong impression — might think the extra 1.5 points of national
saving means that you would get automatically the additional capital for-
mation that is required to use it. If you were very careless, you might
think the .5 point reduction in the corporate bond rate, with other rates
constant, is going to do that. Well, Ben didn’t mean that, and I am just
reminding you that he didn’t mean that and didn’t say it. I am going to
say something about what is involved.

I start with the long-run implications of a higher rate of national sav-
ing. Here standard practice is to assume full employment all the time, and
to take the aggregate Cobb-Douglas production function that everyone
falls back on in a crunch. Feldstein mentioned this in his footnotes, and
so it has his stamp of approval. The function has an output elasticity of
2/3 with respect to labor and of 1/3 with respect to capital. Now assume
that we have an exogenous natural rate of growth of the economy of 3.5
percent, let’s say 1.5 percent or somewhat less of labor force and 2 points
of productivity. Assume that we are in growth equilibrium now — you’ll
have to excuse all these strong assumptions — or anyway that we would
be in equilibrium if we were at full employment. Then take the net in-
vestment ratio of 7 percent, divide it by the growth rate of 3.5 percent,
and you have a capital-output ratio of 2. So the average product of capi-
tal is 1/2, and the marginal product is a third of that, 1/6. But that is the
gross marginal product, and we’ve got to subtract from it the depreciation
rate in order to get the net marginal product. I assume depreciation of
.045. T already used that figure in going from gross to net in calculating
the investment rate, so it is the appropriate one to use again. That has the
nice property of getting us to the number 12 percent. Yesterday Marty
told us that the pre-tax marginal product of capital is 12 percent. So I
was relieved when I did these calculations that they came out right. The
12 percent might be thought to be equivalent to something like 7 percent
after tax. That is the rate that savers and private investors can gain by ac-
cumulating capital, even though the marginal product for the society as a
whole includes the government’s share and is 12 percent under the
assumptions.

Now suppose that we do increase the saving going into investment in
this form by 1.5 percent of GNP. Starting now, instead of a net in-
vestment rate of 7 percent, we have 8.5 percent. We can compute what the
equilibrium capital-output ratio is for that higher rate of saving. That will
be, as before, the net investment rate divided by the growth rate (.085 di-
vided by .035), and my trusty HP pocket calculator says that’s 2.43. The
ultimate capital-output ratio, as a result of the increased saving potential,
if it were realized in investment and continued long enough, would be 2.4
instead of 2. The capital-output ratio rises by 40 percent of GNP. We can
also recalculate the marginal product of capital. Once again, we take the
output elasticity with respect to capital, which we have known since the
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days of Paul Douglas to be 1/3, and we muitiply the 1/3 by the reciprocal
of 2.43, We subtract the depreciation rate just as before, and we find that
the result of doing all this, if it kept on forever, would be to reduce the
marginal product of capital to 9 percent. That would be the canonical
number when we reconvened in the year 2050 or 2076. Marty Feldstein
would tell us then that the rate of pre-tax marginal product of capital is 9
percent instead of 12 percent, but he would still say it isn’t low enough
and we had better do some more saving. The 9 percent is about 5.5 per-
cent after tax, so the ultimate result is that in the long run the real inter-
est rate (this is all real stuff) has got to be reduced by 160 basis points af-
ter tax, from about 7 to 5.4 percent.

The process I've just been describing would take a very long time —
technically speaking, I guess it would take forever. But we don’t have to
worry about asymptotic properties. I can give you some indication by tell-
ing you what would happen to the capital-output ratio during the first
year of this new austerity, in which we add to our saving 1.5 percent of
GNP. Well, we start with a capital-output ratio of 2, and at the end of
one year it would be 2.014. Eventually it must rise from 2 to 2.43, so in
one year it has gone 14/430 of the distance. It's a long process.

All right, that is meant to show that you are not going to get a very
rapid change from adopting the Feldstein-Munnell-Friedman proposals. It
doesn’t mean you shouldn’t do it. Now, what does it take to get this new
investment in the short run? I think many people would agree that to get
more capital investment than accompanies the normal growth of the econ-
omy, you need the incentive of a positive difference between the rate of
return on capital at its reproduction cost and the market cost of raising
the funds. The cost of capital in the securities market — the bond and
stock markets — to investing business firms must be below the after-tax
marginal returns on their investments. That’s what gives them the in-
centive to do the job. The difference that has to be created in the short
run to induce the investment is not as large as the long-run steady-state
reduction 1 calculated a few moments ago, but it is substantial. In the
steady state we have to reduce the rate of interest by 160 basis points, ac-
cording to that calculation. In the short run, in order to get the process
started, we have to bring the after-tax market interest rate down by some-
what more than {00 basis points.

I didn’t bring along a lot of investment equations in my briefcase, but
I have one in my head which says that the short-run elasticity of in-
vestment with respect to the market valuation of capital relative to its re-
placement costs is around .8. A 1 percent increase in the market valuation
of bonds and stocks relative to the costs of capital goods produces 8/10
of 1 percent response in investment. It takes two years to get the full re-
sponse. What Ben Friedman is proposing is a 13 percent increase in gross
investment. At least that’s my interpretation. I'm talking about the 1.5
point increase in fixed investment relative to GNP, divided by the 11.5
base. To get that, we need a 16 percent increase in the market valuation
of securities or, what amounts to the same thing, a 14 percent reduction
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inn the cost of capital. And if we said that the current after-tax cost of cap-
ital was something like 7 percent that means that we have to go down to
6 percent. In terms of the 10 percent rate before tax in Ben Friedman’s
proposal the reduction is to 8.6 percent.

This is by no means unattainable. But it is clear that the 1/2 point re-
duction in long-term bond rates, which would come about from holding
other yields constant and just having the twist operation which
Friedman’s simulation tells us about, does not produce the needed interest
rate stimulus. More is necessary to be sure that the additional saving,
modest as it is, is successfully invested and not wasted in unemployment.
There would have to be some reduction of other yields; the whole level of
rates would have to go down. Friedman’s twist of rate structure is not
enough.

In particular, we would need a significant reduction in short-term
rates. Well, I don’t know what the interest-elasticity of demand for money
is. But if it’s 2/10 of 1 percent, then to cut short-term rates by 14 percent
would take a 2.8 percent extra increase in money stock. This would be a
once-and-for-all increase. It would have to be implemented over a period
of time in which the apparent rates of growth of money stock as reported
week-to-week would be larger than long-run sustainable rates. Actually, a
bigger reduction of short rates, and a bigger monetary expansion, might
well be necessary to bring long rates down as required. In order to im-
plement this change in the composition of national output without losing
the potential new saving in unemployment, you would have to have co-
operation from the monetary authorities.

An alternative would be to give extra tax credit, of the same order of
magnitude on investment. That brings up distributional issues. I think we
already have given rather generous tax credits, so this might not be the
way we want to go.

Now one other point about this calculation: when we throw extra sav-
ing into the economy, we cannot be sure it is all going to nonresidential
investment. Some of it would naturally spill into houses and other types
of domestic investment and into foreign investment. I guess the capital
shortage that people are worried about is largely in fixed nonresidential
capital. However, 1 personally don’t see anything wrong with making the
provision for the country’s future retired people take the form of more
houses as well as more machine tools.

My third point has to do with reasons for believing that Marty
Feldstein may have overestimated the past, present and future effects of
Social Security on saving and capital stock. Now I am not saying that
there aren’t such effects. 1 believe that the basic reference point of the
analyses presented yesterday is the correct reference point. It is that in a
pay-as-you-go system, the payment of benefits actually increases the con-
sumption of the beneficiaries, while the contributions made in advance do
not decrease the consumption of the contributors. So there is net addi-
tional consumption. But there are some significant departures from that
reference point.
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One is, of course, as mentioned yesterday, the inducement to retire-
ment provided by the Social Security program itself. The second goes
back to findings in the 50s by George Katona. His results contradicted the
intuitive preconceptions of economists and therefore were largely dis-
missed. Katona found that covered workers — in those days you could
distinguish in surveys between covered and uncovered workers — actually
saved more outside the Social Security fund than otherwise comparable
uncovered workers. Katona’s explanation, which 1 think has some merit
to it, was a rise in aspirations across an important threshold. Many
people never thought, prior to Social Security coverage, that they could
be on their own when they retired. They had been relying on the informal
system. Once Social Security brought the goal of self-support within reach
but didn’t do the whole job, they were willing to do the rest of the job.
Thus Social Security brought about a large change in retirement life
styles. This effect, however, might be expected to weaken as time goes on,
and maybe it already has.

Another point also refers mainly to the past, or at least one hopes so.
Much of the history of Social Security consists of periods of under-
employment when production was constrained by aggregate demand rath-
er than by supply or by fiscal and monetary policy. In those periods the
additional consumption of social insurance beneficiaries increased output
and in that degree didn’t displace investment. This would be so even if
contributors did not change their consumption one bit as a result of the
payroll taxes.

For the future, we should avoid funding Social Security at times
when it would be contractionary. We don’t want to be raising payroll
taxes in bad economic weather. The proper procedure is for Congress to
make appropriations for funding as a part of the budget. Then let Con-
gress each year decide, following its regular budget procedure and ap-
praising the economic situation, how much of those appropriations to pay
out of taxes and how much of a deficit to run.

Another modification of Feldstein’s pure theory is that beneficiaries
of the Social Security program probably have to some degree increased
their bequests as a result of the additional benefits. Perhaps they wouldn’t
do that if they completely foresaw that Social Security benefits also re-
duced their children’s need for bequests. Nonetheless I suspect that many
people were limiting bequests for lack of liquidity and therefore probably
did not consume all of the additional Social Security benefits.

Another point, more relevant for the future than the past, is that the
assets acquired by social insurance contributions are imperfect substitutes
for other assets, in several respects. Their permanent yield is only the rate
of growth of the economy in a pay-as-you-go system, and that is not as
good a yield as the yield you can get by investment in physical capital.
That indeed is Feldstein’s main point. But as social insurance contributors
also come to understand it, then they will not regard the acquisition of
pension rights in a pay-as-you-go system as fully equivalent to other as-
sets. They will do some extra saving to make up for the lower yield. The
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same is true because of the illiquidities and contingencies of Social Se-
curity benefits, to which Franco called our attention earlier today.

The biggest point I would like to make is that a large fraction of the
population is liquidity-constrained. These workers are not in a position to
offset payroll taxes or other compulsory savings by borrowing or by
dipping into previous savings. So when a payroll tax is levied on them,
they are just not able to maintain consumption. To the degree that there
are a large number of liquidity-constrained participants in the program,
one cannot assume that they have compensated for their benefits in the
future by reducing other saving or provisions for retirement. I think this
could be a very substantial effect.

These are the reasons why the displacement effect is nowhere near as
large as Feldstein’s reference calculation, even though in the direction
Marty has indicated.

To conclude, I am sympathetic with the notion that the mix of policy
should try to shift the mix of national output toward capital formation of
all kinds. I emphasize once again that when and if that is attempted, mon-
etary policy must see that the additional saving actually gets into
investment.



Response to
Modigliani and Tobin

Benjamin M. Friedman

Since I agree with much of James Tobin’s and Franco Modigliani’s
comments, and since many of their remarks do not bear directly on my
own paper, I can be fairly brief in my response.

First, it is important to comment on a major aspect of the simulation
experiments in my paper, upon which Professors Tobin and Modigliani
have both touched in one way or another. Specifically, since I performed
these experiments using a model of only one market (the long-term corpo-
rate bond market), they lie solidly within the sometimes troublesome
realm of partial equilibrium analysis. As Professor Modigliani in particu-
lar has emphasized, for example, the simulated values of the long-term
bond yield take as given the values of yields on all competing assets. To
do otherwise — so as to facilitate making less qualified statements about
the absolute level of the bond yield, rather than about the slope of the
yield curve — I would have had to use a general equilibrium model of all
asset markets. Similarly, these simulation results ignore potential feedback
from induced increases in business investment, which would presumably
lead not only to increased corporate borrowing (hence pressure on bond
yields) but also to increased economic activity and increased demand for
money (hence pressure on short-term interest rates, and through them on
bond yields, in the absence of accommodating monetary policy). In addi-
tion, these simulation results have nothing at all to say about implications
for the housing industry, which would probably work out more or less as
Professor Modigliani has suggested. To allow for these and other feed-
back effects 1 would have had to use a general equilibrium model incor-
porating not only all asset markets but also the nonfinancial economy.

I certainly agree that a more general equilibrium analysis, in either of
these two senses, would increase the usefulness of these experiments, In-
corporating a flow-of-funds model — or even simply my own model of
the bond market — within Professor Modigliani’s MPS model, for exam-
ple, would be a highly useful research endeavor.

Nevertheless, partial equilibrium analyses like the experiments in my
paper do provide instructive insights about the first-round effects of vari-
ous policy proposals. The chief message of that part of my paper is that
the “preferred habitat” differences between pension funds and households

213



214 FUNDING PENSIONS

are greater than is often supposed and that, again on a first-round basis,
implementation of pension funding proposals can therefore make long-
term capital relatively less scarce. Since a key motivation for asking ques-
tions like these in the first instance is a concern that otherwise increasing
relative scarcity of long-term capital may prevent the achievement of an
adequate rate of capital formation, realizing that the first-round interest
rate effects of a policy will lead to added capital formation is the point of
the matter, despite the fact that feedback from the induced capital for-
mation will in time erode the effect of policy on interest rates. The more
induced capital formation (and hence the more such feedback), the better.

Next, I want to answer directly a few of the questions which Pro-
fessor Tobin raised. To begin, I agree with him that, if the various pro-
posals for civil service, military, and Social Security funding were to be
implemented, these federally managed trust funds would not necessarily
invest according to the portfolio preferences typically exhibited by state
and local government pensions. Of course, if these trusts purchased long-
term government securities then, to the extent that long-term government
securities were close substitutes for the long-term corporate securities
which dominate the portfolios of state and local government pensions, the
effect in this context would be just the same. Nevertheless, our inability to
judge in advance the portfolio behavior of these federally controlled trust
funds, were they to accumulate large stocks of assets, is the precise reason
why I performed each of the simulation experiments twice — once with
the proposal for state and local government pensions only, and once with
all four proposals together.

I also agree with Professor Tobin that, if the shift in the composition
of saving toward investors preferring long-term assets is indeed to have
the effect of reducing the relative scarcity of long-term capital, it is im-
portant that the Treasury not shift the mix of new U.S. government se-
curities toward long-term issues and that the Federal Reserve not shift the
mix of its securities purchases away from long-term issues. Just as prefer-
red habitat effects present an opportunity for pension funding proposals
to influence the pattern of relative scarcities within the financial markets,
they also present an opportunity for debt management and open market
policies to have an offsetting (or, by analogy, a reinforcing) influence.

I also agree with Professor Tobin that the relevant cost of capital for
corporations is some combination of the yields on debt and equity; and 1
agree that, just as corporations will be trying to emphasize long-term debt
in preference to short-term debt, they will be trying to issue equity when-
ever possible. My partial equilibrium model of the bond market cannot
assess the effect of these pension funding proposals on equity yields; but,
while equity purchases constitute a major share of the net asset accu-
mulation of pension funds, they are usually a negative component in
households’ net asset accumulation. I would expect, therefore, that these
proposals would also reduce the relative scarcity of equity capital.
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I disagree with at least one premise which seems to underlie Professor
Tobin’s interesting arithmetic on the conditions required to shift an addi-
tional 1 percent of the gross national product into (net) capital formation.
In particular, he assumes an unchanging Cobb-Douglas production func-
tion, While I do not know exactly what is the right production function
today, I think instead that, whatever the production function is, after al-
lowance for productivity trends it is shifting in the direction which re-
quires more capital to produce the same amount of measured output. Sev-
eral years ago a group of economists from New Haven — including
Professor Tobin — suggested that their construct MEW (“measure of eco-
nomic welfare”) was superior to the conventional GNP construct in that it
included environmental and several other relevant considerations. It is
quite possible that, especially if MEW includes the benefits associated
with energy independence, the capital-MEW ratio is not changing. The
capital-GNP ratio, however, is rising as a result of large investments in
expensive oil pipelines, stack scrubbers (which typically add some 20 per-
cent to the cost of utility plants), and the like. In addition, since these
pipelines require little labor maintenance once they are operational, and
since stack scrubbers add only negligibly to the labor requirements of a
utility plant, after allowance for productivity trends the capital-labor ratio
is probably rising also.

Hence the demand for investment, to absorb additional saving in-
duced by these pension funding proposals, will probably be present once
the economy’s recovery is under way. Professor Tobin is correct in point-
ing out that a shift in the saving schedule does not automatically lead to
more investment (and I tried to say as much in my paper). Nevertheless,
his arithmetic assumes no shift in the capital intensity and therefore relies
on too low (and perhaps too flat) an investment function.

Finally, I can be very brief in response to Professor Modigliani’s ob-
jections to two of the assumptions used in structuring the simulations in
my paper. As for the incidence of Social Security taxes, I assumed full in-
cidence on corporate profits because I wanted to use Professor Feldstein’s
calculations which assume that the covered wage base is invariant with re-
spect to changes in the contribution rate. As for the dividend behavior of
corporations, the assumption which I made was for convenience only (and
I tried in my paper to qualify it). In principle — and here I return to the
issue with which I began — both of these questions are best handled by
carrying out the analysis within a full model including the nonfinancial
economic system.
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