This PDF is a selection from an out-of-print volume from the National Bureau
of Economic Research

Volume Title: Risk Aspects of Investment-Based Social Security Reform
Volume Author/Editor: John Y. Campbell and Martin Feldstein, editors
Volume Publisher: University of Chicago Press

Volume ISBN: 0-226-09255-0

Volume URL.: http://www.nber.org/books/camp01-1

Publication Date: January 2001

Chapter Title: Front matter, preface, table of contents
Chapter Author: John Y. Campbell, Martin Feldstein
Chapter URL.: http://www.nber.org/chapters/c10588

Chapter pages in book: (p. -12 - 0)



EDITED RY

JoHN Y. CAMPBELL &
MARTIN FELDSTEIN



Risk Aspects of Investment-Based
Social Security Reform



A National Bureau
of Economic Research
Conference Report



Risk Aspects of
Investment-Based
Social Security Reform

Edited by

John Y. Campbell and
Martin Feldstein

The University of Chicago Press

Chicago and London



JouN Y. CaMPBELL is the Otto Eckstein Professor of Applied
Economics at Harvard University and a research associate of the
National Bureau of Economic Research. MARTIN FELDSTEIN is the
George F. Baker Professor of Economics at Harvard University and
president of the National Bureau of Economic Research.

The University of Chicago Press, Chicago 60637

The University of Chicago Press, Ltd., London

© 2001 by the National Bureau of Economic Research
All rights reserved. Published 2001

Printed in the United States of America

10 09 08 07 06 05 04 03 02 01 12345

ISBN: 0-226-09255-0 (cloth)

Library of Congress Cataloging-in-Publication Data

Risk aspects of investment-based social security reform / edited by
John Y. Campbell and Martin Feldstein.
p- cm.—(National Bureau of Economic Research conference
report)
Papers presented at an NBER conference held in Islamorada,
Florida, January 1999.
Includes bibliographical references and index.
ISBN 0-226-09255-0 (cloth : alk. paper)
1. Social security—United States— Finance—Congresses.
2. Social security— United States—Congresses.
3. Privatization—United States—Congresses. 1. Campbell,
John Y. II. Feldstein, Martin S. III. Conference Report
(National Bureau of Economic Research)

HD7125 .R57 2001
368.4'3'00973—dc21
00-041798

The paper used in this publication meets the minimum
requirements of the American National Standard for Information
Sciences—Permanence of Paper for Printed Library Materials,
ANSI Z739.48-1992.



National Bureau of Economic Research

Officers
Carl F. Christ, chairman Susan Colligan, corporate secretary
Kathleen B. Cooper, vice-chairman Kelly Horak, controller and assistant
Martin Feldstein, president and chief corporate secretary

executive officer Gerardine Johnson, assistant corporate
Robert Mednick, treasurer secretary

Sam Parker, chief financial officer

Directors at Large

Peter C. Aldrich Martin Feldstein Rudolph A. Oswald
Elizabeth E. Bailey Stephen Friedman Robert T. Parry

John H. Biggs George Hatsopoulos Peter G. Peterson
Andrew Brimmer Karen N. Horn Richard N. Rosett
Carl F. Christ Judy C. Lewent Kathleen P. Utgoff
Don R. Conlan John Lipsky Marina v.N. Whitman
Kathleen B. Cooper Leo Melamed Martin B. Zimmerman
George C. Eads Michael H. Moskow

Directors by University Appointment

George Akerlof, California, Berkeley Joel Mokyr, Northwestern
Jagdish Bhagwati, Columbia Andrew Postlewaite, Pennsylvania
William C. Brainard, Yale Nathan Rosenberg, Stanford
Glen G. Cain, Wisconsin Michael Rothschild, Princeton
Franklin Fisher, Massachusetts Institute Craig Swan, Minnesota

of Technology David B. Yoftie, Harvard
Saul H. Hymans, Michigan Arnold Zellner, Chicago

Marjorie B. McElroy, Duke

Directors by Appointment of Other Organizations

Marcel Boyer, Canadian Economics Richard D. Rippe, National Association for
Association Business Economics

Mark Drabenstott, American Agricultural John J. Siegfried, American Economic
Economics Association Association

Galil D. Fosler, The Conference Board David A. Smith, American Federation of

A. Ronald Gallant, American Statistical Labor and Congress of Industrial
Association Organizations

Robert S. Hamada, American Finance Josh S. Weston, Committee for Economic
Association Development

Robert Mednick, American Institute of Gavin Wright, Economic History
Certified Public Accountants Association

Directors Emeriti

Moses Abramovitz Lawrence R. Klein Bert Seidman
George T. Conklin, Jr. Franklin A. Lindsay Eli Shapiro
Thomas D. Flynn Paul W. McCracken

Since this volume is a record of conference proceedings, it has been exempted from the
rules governing critical review of manuscripts by the Board of Directors of the National
Bureau (resolution adopted 8 June 1948, as revised 21 November 1949 and 20 April 1968).






Contents

Preface X

Introduction |
John Y. Campbell and Martin Feldstein

Asset Allocation and Risk Allocation: Can Social
Security Improve Its Future Solvency Problem by
Investing in Private Securities? 11
Thomas E. MaCurdy and John B. Shoven

Comment: Stephen P. Zeldes

Discussion Summary

The Transition to Investment-Based Social Security
When Portfolio Returns and Capital Profitability

Are Uncertain 41
Martin Feldstein, Elena Ranguelova, and

Andrew Samwick

Comment: Robert J. Shiller

Discussion Summary

The Effect of Pay-When-Needed Benefit Guarantees

on the Impact of Social Security Privatization 91
Kent Smetters

Comment: David W. Wilcox

Discussion Summary

Can Market and Voting Institutions Generate

Optimal Intergenerational Risk Sharing? 113
Antonio Rangel and Richard Zeckhauser

Comment: Thomas J. Sargent

Discussion Summary

vii



viii Contents

5. The Social Security Trust Fund, the Riskless
Interest Rate, and Capital Accumulation 153
Andrew B. Abel
Comment: Deborah Lucas
Discussion Summary

6. Social Security and Demographic Uncertainty:
The Risk-Sharing Properties of Alternative Policies 203
Henning Bohn
Comment: Kevin M. Murphy
Discussion Summary

7. The Risk of Social Security Benefit-Rule Changes:
Some International Evidence 247
John McHale
Comment: David A. Wise
Discussion Summary

8. Financial Engineering and Social Security Reform 291
Zvi Bodie
Comment: Stephen A. Ross
Discussion Summary

9. The Role of Real Annuities and Indexed Bonds in
an Individual Accounts Retirement Program 321
Jeffrey R. Brown, Olivia S. Mitchell, and
James M. Poterba
Comment: Mark J. Warshawsky
Discussion Summary

10. The Role of International Investment in a Privatized
Social Security System 371
Marianne Baxter and Robert G. King
Comment: David Backus
Discussion Summary

11. Investing Retirement Wealth: A Life-Cycle Model 439
John Y. Campbell, Jodao F. Cocco,
Francisco J. Gomes, and Pascal J. Maenhout
Comment: Amir Yaron
Discussion Summary

Contributors 483
Author Index 487
Subject Index 491



Preface

The design of social insurance programs involves a balancing of protec-
tion and distortion. Social security pension programs protect individuals
against inadequate income during retirement but also distort national sav-
ing and labor markets. Saving is distorted because traditional pay-as-you-
go social security programs substitute for personal saving without a cor-
responding increase in public saving. Labor market behavior is distorted
because the low implicit rate of return that individuals receive on their
“contributions” implies that those contributions are a tax that signifi-
cantly reduces compensation. Pension rules often induce early retirement
because the reward for continued work is very low.

Although these issues have concerned economists for many years, it is
the financing problems caused by the aging of the population that has put
social security reform on the political agenda in the United States and
other major industrial countries. A key idea in many of the reform propos-
als is to use a system of investment-based personal retirement accounts to
supplement the benefits that can be financed with the existing pay-as-you-
go tax rate.

The National Bureau of Economic Research has been engaged for sev-
eral years in a basic study of the feasibility and potential consequences of
such a reform. The first project in this study was an examination of the
issues that arise in the transition from a pure pay-as-you-go system to
one that involves investment-based accounts: that was Martin Feldstein’s
Privatizing Social Security, published by the University of Chicago Press
in 1998. The research in that project examined the experiences of several
countries that have introduced investment-based systems and studied
some of the likely costs and benefits of such a transition in the United
States. Although the countries that have adopted investment-based sys-
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tems differed substantially in their approaches to the transition, it is clear
from their experiences that investment-based systems are viable in coun-
tries with far less developed capital markets than that of the United States
and with populations that are much less familiar with investing than the
American public.

The social security actuaries calculate that future demographic and eco-
nomic trends imply that financing the benefits projected under current law,
that is, a continuation of the existing replacement rates at each point in
the earnings distribution, would require raising the existing 12.4 percent
tax rate (for the benefits paid to retirees, their dependents, and their sur-
viving spouses, as well as the disabled) to more than 19 percent. NBER
simulations based on the same demographic and economic projections
show that combining the existing 12.4 percent pay-as-you-go payroll tax
with personal retirement account deposits of no more than 2.5 percent of
payroll would avoid the 19 percent payroll tax and maintain the benefits
projected in current law if the accounts earn a 5.5 percent real rate of
return, a figure significantly less than the actual return on a portfolio of
stocks and bonds over the past fifty years.

The projections presented in the first study of this project all assumed
that the rate of return is known with certainty. In contrast, the papers in
this volume recognize that the future rate of return is uncertain and focus
on the question: How much risk is imposed on future retirees by shifting
from a pure pay-as-you-go system to a system in which a portion of bene-
fits is investment based with funds accumulated in individual accounts
that are invested in a mix of stock and bond mutual funds? As a back-
ground to this question, the volume also looks at the risk in a pay-as-you-
go system caused by the uncertain future political support for benefits as
the implicit rate of return declines. The introductory chapter provides a
general discussion of the risk aspects of investment-based reform and
summarizes the individual studies in the volume.

Three more volumes of studies will be part of this NBER project: Ad-
ministrative Aspects of Investment-Based Social Security Reform (edited by
John B. Shoven), Distributional Aspects of Investment-Based Social Secu-
rity Reform (edited by Martin Feldstein and Jeffrey Liebman), and Social
Security Pension Reform in Europe (edited by Martin Feldstein and Horst
Siebert).

The project has benefited from the interaction of a large number of
NBER and other researchers who have prepared the individual studies
and participated in the five conferences at which this work was presented.
The research was also helped by the extensive discussions at the NBER
Summer Institute and at the meetings of the NBER Public Economics
Program and the NBER Program on Aging.

The papers in this volume were presented at a conference in January
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1999. Dr. Pascal Maenhout prepared the summary of the conference dis-
cussion that is included in this volume.

We are grateful to the Ford Foundation and the Starr Foundation for
the financial support that has made this project possible. We also thank
the individual members of the NBER staff for their help with the many
aspects of the planning and execution of the research, the conference, and
the volume. In addition to the researchers and research assistants who are
named in the individual papers, we thank Kirsten Foss Davis, Helena Fitz-
Patrick, Norma MacKenzie, and Brett Maranjian for logistic support of
the meetings and assistance in the preparation of this volume.






