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Any new system of universally available individual accounts requires answers to three broad questions: How will money get into these accounts? How will the funds be invested and managed? How will workers and their families get  payments from these accounts? 

Questions surrounding the “payout” phase — how people would receive their funds after retirement or in case of death or disability—have often been neglected.  This Study Panel report examines these largely unexplored issues in depth.

We have an extremely talented Panel of more than two dozen knowledgeable, energetic and politically diverse experts to tackle these questions.   The list of Panel members and their bios are in your folders. I would like to introduce the panel members and ask them to stand and be recognized. 

Lily Batchelder, Assistant Professor of Law and Public Policy, NYU School of Law
Ray Boshara, Director, Asset Building Program, New America Foundation
Jeffrey Brown, Assistant Professor of Finance, University of Illinois at Urbana-Champaign
Craig Copeland, Senior Research Associate, Employee Benefit Research Institute
Douglas Elliott, President, Center on Federal Financial Institutions
Joan Entmacher, Vice-President and Director of Family Economic Security, National Women's Law Center
Martha E. Ford, Director of Legal Advocacy, The Arc of the United States and United Cerebral Palsy
Douglas Fore, Director of Portfolio Analystics, TIAA-CREF Investment Management
Fred Goldberg, Attorney, Skadden, Arps, Slate, Meagher & Flom LLP
Stephen C. Goss, Chief Actuary, Social Security Administration
Karen C. Holden, Professor of Public Affairs & Consumer Science, University of Wisconsin
J. Mark Iwry, Non-resident Senior Fellow, The Brookings Institution
Howell Jackson, James S. Reid Jr., Professor of Law, Harvard Law School
Charles A. Jones, Director of Reengineering, Michigan Family Independence Agency
Kilolo Kijakazi,  Program Officer, Ford Foundation
John H. Langbein, Sterling Professor of Law and Legal History, Yale Law School
Maya MacGuineas, Director, Fiscal Policy Program & Retirement Security Program, New America Foundation
Lisa Mensah, Executive Director, Initiative of Financial Security, The Aspen Institute
Peter Orszag, Joseph A. Pechman Senior Fellow, Economic Studies, The Brookings Institution
Pamela Perun, Affiliated Scholar at The Urban Institute
Eric Rodriguez, Director, Economic Mobility Initiative, National Council of La Raza
Jane Ross, Director, Center for Social and Economic Studies, National Research Council
Dallas L. Salisbury, President, Employee Benefit Research Institute
Bruce Schobel, Vice-President and Actuary, New York Life Insurance Company
Sheila Zedlewski, Director, Benefits Policy Center, The Urban Institute

NASI Staff:  

Virginia Reno 

Joni Lavery

Anita Cardwell

Jill Braunstein

Simona Tudose


Former staff:

Catherine Hill

Nelly Ganesan


The project received financial support from the Ford Foundation, The Actuarial Foundation, and the TIAA-CREF Institute. 
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Plan for Today

v

Three panels

v

Retirement and Pre

-

retirement payouts

v

Institutional Arrangements for Annuities

v

Spousal Rights, Disability, and Children, Life 

Insurance, and Bequests

v

Question and answer session following each 

panel

v

Two breaks


Panel One  -- Retirement and Pre-Retirement

 Financial demographics – Lisa

 Retirement payouts – Jeff

 Married couples and annuities – Karen

 Worker-specific offsets – Goss

 Pre-Retirement access – Peter

Institutional Arrangements for Annuities

 Overview – Howell

 Private provision – Doug Elliott

 Tax treatment – Lily

Spousal Rights, Disability, Life Insurance Children

Overview – Kilolo

Spousal rights – Joan

Disability – Marty

Children – Maya

Wrap-up - Maya
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Payout Questions are

Important

The point of retirement security policy is to ensure 

some level of adequate income.  Key questions:

v

Who gets paid?

v

When do they get paid? 

v

Where does the money come from?

v

What do families get?  What happens when the 

account holder retires, dies or becomes disabled?


Payouts are important because a central goal of retirement security policy is to assure some level of adequate income.  Our report examines such questions as:   

Will retirees be allowed to take lump sums when they retire, or will they be required to buy life annuities that promise monthly payments for life?

 Will people be allowed to withdraw funds or borrow against their accounts before retirement age, as they can now with 401(k) savings plans?  Do these answers change if the worker becomes disabled or dies before retirement?

 What rights does a spouse or former spouse have to the accounts?  Will accounts be divisible property at divorce?  Will spousal rights be decided in federal law or by family law that differs from state to state?  

 Can creditors reach the accounts?  Will accountholders have to spend the accounts in order to get Medicaid or other means-tested benefits?

 What institutions – government or private – will be responsible for making payments from the accounts?  If private institutions are responsible, will federal or state government regulate their conduct and ensure their solvency?  Insurance companies today provide private life annuities and states guarantee their solvency.    

 If these accounts are part of Social Security, how will they affect payouts of Social Security benefits for retirees, disabled workers and families of workers who die?  
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Social Insurance and Property

v

Social insurance features

v

Property features

v

Issues


Owning and controlling property is the mainstay of a capitalist economy.  Individual are encouraged to own property – land, buildings, financial resources, or other types of assets – not only to stimulate economic well being but also to help raise one’s standard of living.

Property ownership is essentially a bundle of rights created by law.  Individual ownership generally implies control of the owned asset (and to exclude others’ rights to that asset), and ownership grants the holder wide discretion in asset consumption. However, these rights may be limited by the nature of the property right, by regulations, spousal rights, creditors’ claims, or when owner rights would reduce or infringe on the rights and security of others.

Property ownership carries with it a certain amount of risk.  The assumption of risk is a key component of a capitalist ownership system, with greater rewards generally related to greater risk.  Property owners can buy private insurance for some types of property risks, such as fires or theft, but some economic security risks, such as becoming disabled or living to very old age, are less commonly insured in the private market.

Social insurance emerges, in part, as a response to market failure in private insurance.  Other rationales for social insurance build on the notion that a competitive economy sometimes fails to provide for all individuals, exposing them to risks outside their control and not commonly insured by the private market.  Some workers earn low wages over their entire work careers and cannot save adequately for retirement, while others face circumstances that significantly derail their ability to save.  A prolonged period of involuntary unemployment, sickness, or incapacity can deplete whatever savings have been set aside for the future.  Social insurance, through universal participation, pools risks broadly to provide a basic level of economic security.

Social insurance has played an important role in many nations by protecting individuals from risks inherent in competitive economies.  In the United States, social insurance programs compensate workers who are laid-off from their jobs or are injured on the job  Social Security, the nation’s largest social insurance program, provides workers and families with benefits in retirement as well as protections against economic insecurity due to prolonged disability or the death of a family worker.  Social Security benefits are closely tied to work and past wages from which contributions were paid.

Individual accounts are typically considered to be personal property, while the traditional Social Security program is social insurance.  Both property and social insurance are important components of retirement security; each has particular strengths, but they differ in important respects.  

Purpose. A 401(k)-type savings plan gives workers a chance to save for retirement on a tax-favored basis.  Social Security provides a basic wage-replacement income for almost all American workers and their spouses and widowed spouses.  Social Security also provides basic insurance protection when families lose wage income due to the disability or the death of a worker.

 Relation of contributions and payments.  401(k)-type holders get out what was put in, plus investment returns, minus administrative costs. Social Security pays more relative to contributions to: (a) low earners; (b) some widowed and divorced spouses, who receive benefits without paying more; (c) disabled workers and young families of deceased workers, who have disability and life insurance protection; (d) larger families, because benefits are paid for children without paying more; and (e) people who live a long time have the guarantee of inflation-indexed benefits that last for life. Groups who receive less relative to past wages and contributions have the opposite characteristics: higher earners, dual-earner couples, single workers, childless workers, and those who die early without family members eligible for survivor benefits.

Choice.  While 401(k)s offer broad choice in payouts, Social Security offers little or none. 

Slide 5


[image: image5.wmf]5

Framework for Analyzing

Payout Rules

v

Purpose of accounts

v

Size of Social Security benefit

v

Are contributions mandatory or voluntary?

v

Are account funds from current Social 

Security taxes, new contributions, or 

borrowing? 


The Panel believe that policymakers’ decisions about payout rules for any new system of individual accounts will differ depending on: the intended use of the accounts; the level of traditional Social Security benefits that accompany the accounts; the source of funds for the accounts; and whether participation in the accounts is mandatory or voluntary.

If the main purpose of the accounts is to provide basic security in retirement, then payout rules might aim to resemble features of Social Security, calling for payments for life, family protection, and inflation indexing. On the other hand, if the main purpose is to help build financial wealth, then payout rules might resemble rules in other savings, such as IRAs or 401(k) plans.  And, if the main purpose is to build funds to invest in human capital or business enterprise before retirement, then payouts would be designed to target these purposes. 

If Social Security is thought to meet basic adequacy goals, more discretion in payouts from individual accounts might be called for.  But if the account funds are viewed as an integral part of basic Social Security protection, more restrictions on payouts might be called for.

If policymakers want to encourage contributions, flexible payout choices may be needed. Restrictive payout rules could discourage participation in voluntary accounts. 

If current Social Security taxes are used for accounts, there might be a stronger case for having payouts provide some of the protections of Social Security. Yet, if accounts are funded with new contributions from workers, more choices in payouts might be in order.  Tax treatment of payouts might differ depending on the source of the funds.
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Examples of Individual Account Plans

(4)

(2)

Currently 

Scheduled 

Social Security 

Taxes for 

Accounts

(3)

Voluntary 

Participation

(5)

(1)

Mandatory 

Participation

Unspecified 

General 

Revenues for 

Accounts

New 

Earmarked 

Contributions 

for Accounts


Different kinds of individual accounts have been proposed for different purposes and they could be grouped by any number of criteria depending on the scope of the discussion.  For some of its deliberations, the panel found it useful to classify proposals along two dimensions: whether contributions to accounts would be mandatory or voluntary, and whether the accounts would be funded with new earmarked contributions from workers, or by using currently scheduled Social Security taxes, or by some other means, such as general revenues.

The Panel also agreed that when discussing payouts from individual accounts, a key issue is whether proceeds from the accounts are meant to replace part of traditional Social Security retirement benefits or are intended to provide new retirement resources.  This distinction also emerges in this grid.

In general, individual account plans that fit into categories 1, 2, and 4 consider the proceeds from the individual accounts as part of Social Security benefits; only plans that fit category 3—voluntary participation with new earmarked contributions for the accounts—view the accounts as being separate from Social Security and its financing.

Panel members hold very different views about how to analyze plans that rely on unspecified general revenue transfers.  The disagreement centers largely on whether the need for large general revenue transfers would result in pressure to further reduce traditional social Security benefits, or whether the funding for such transfers could be accommodated from other sources, such as income taxes, reduced spending on other programs, or from an increase in public debt.

While the Panel did not evaluate Social Security solvency, Panel members agreed that the long-range shortfall in Social Security finances was an important backdrop for our deliberations.  Social Security retired-worker, disability, and survivor benefits are financed mainly by earmarked Social Security taxes.  Currently the Social Security trust funds take in more in revenues than are paid in benefits.  The reserves were $1.5 trillion at the end of 2003.

The Social Security Trustees project that tax revenue flowing into the trust funds will exceed outgo until 2018, under their intermediate, or best estimate, assumptions.  Through the redemption of Treasury bonds plus Social Security tax revenue and interest income, scheduled Social Security benefits can be paid in full until 2042, at which time the trust funds are projected to be depleted.  If no changes are made to the program, taxes coming into Social Security are expected to cover about 73 percent of the scheduled benefits.

This Panel’s charge was not to recommend ways to achieve balance in Social Security.  Rather, our purpose was to help policymakers think through payout issues that arise in various type of proposals that would introduce individual accounts as part of Social Security.  We also consider payout issues that might arise if a new system of individual accounts were set up separate from Social Security.

Given this Panel’s focus on payout issues as opposed to the restoration of solvency to Social Security, we distinguish between reductions in scheduled defined benefits designed solely to help achieve solvency, and other reductions in traditional defined benefits that flow from decisions to shift part of currently scheduled Social Security taxes to personal accounts.  These latter reductions are called “offsets.”

Many of the plans that use scheduled Social Security taxes or general revenues to fund the accounts call for reductions in scheduled benefits for the purpose of putting Social Security in long-run financial balance.  These benefit reductions take many forms and the reductions could apply to all beneficiaries (for example, by reducing scheduled benefits across the board) or they could target particular subsets of beneficiaries, such as early retirees, high earners, dependent spouses, children, and so forth.

Plans that shift scheduled Social Security taxes to individual accounts typically call for further changes in scheduled benefits to accommodate, or “offset” the partial shift of scheduled Social Security taxes to personal accounts.

If accounts funded with scheduled Social Security taxes are mandatory and universal, the offset to accommodate that tax shift could also be mandatory and universal.  All Social Security contributors would automatically have part of their Social Security taxes put into individual accounts and all workers would be affected by across-the-board changes necessary to balance the remaining defined benefit system with a smaller amount of Social Security tax revenues.

If workers have a choice whether to shift part of their Social Security taxes to personal accounts, then some mechanism is need to personalize the reduction in scheduled benefits.  A worker-specific offset would ensure that only individuals who chose to shift their Social Security taxes to individual accounts would have their traditional Social Security benefits reduced for this reason.  
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Financial Demographics

Lisa Mensah, Aspen Institute

v

Role of Social Security

v

Pension Trends

v

Tax

-

Favored Retirement Savings

v

Lessons from Individual Development 

Accounts


Our first speaker is panel member Lisa Mensah of the Aspen Institute.
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Role of Social Security

v

The major source of income for most retired 

Americans

v

Benefits alone are not a comfortable level of 

living:  Average for retirees is $922 a month 

in 2004.


Social Security is the major source of income for most retired Americans. About 90 percent of people aged 65 and older receive benefits.  For two in three of those beneficiaries, Social Security is half or more of their total income.  Women without husbands are the most reliant on Social Security benefits.  For three in four elderly unmarried women receiving Social Security, the benefits are more than half their income.  For nearly three in ten of such women, Social Security is their only source of income.  

Social Security benefits alone do not provide a comfortable level of living.  The average benefit for a retired worker was about $922 a month, or $11,060 a year in 2004.  Under current Social Security law, benefits for future retirees are scheduled to rise in real terms.  Benefits will grow somewhat more slowly than earnings, however, because the 1983 law raised the “full benefit age” from 65 to 67.  That law phases in over the next 20 years.  Although the real level of benefits will be higher, benefits for 65-year-old retirees will replace a smaller share of prior earnings than is the case today or at any time in the last 30 years.  Because Social Security is not in long-run financial balance, other changes might be enacted that would either raise revenue or lower benefits.  
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Pension Trends

v

About half of couples and one third of 

unmarried persons age 65+ have pensions.

v

Half of private sector workers are covered.

v

Plans are shifting to defined contribution.  

Workers have more choice, more 

responsibility, and more financial risk.


Employer-sponsored pensions are an important supplement to Social Security for the half of married couples and one third of unmarried men and women age 65 and older who receive pensions.  At any time over the past 25 years, about half of private-sector workers have been covered by pension plans.  The form of these plans has shifted dramatically from the 1970s and 1980s when defined-benefit plans were dominant.  Today, defined-contribution plans, such as 401(k) plans, are more common.  In defined-contribution plans, workers have more choices about whether to participate and how much to contribute; they can take the accounts with them when they change jobs; and they have more choices about when and how to withdraw the money.  At the same time, workers take on more responsibility for financing the plans and bearing the investment risk that employers bear in defined-benefit plans.  
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Tax

-

Favored Retirement 

Savings

v

About half of U.S. families own tax

-

favored 

retirement savings.  Median value is 

$29,000

v

Many families are “asset poor” 

–

without 

enough savings to stay out of poverty 

during a 3 month gap in income. 


Today, about half of all U.S. families own a tax-favored retirement account other than a defined-benefit retirement plan..  The median value of the accumulated balances in those accounts was $29,000 in 2001.  

The lack of tax-deferred retirement savings affects middle income families as well as families with lower incomes.  Of families in the middle fifth of the income distribution, half lack retirement savings accounts.  At all income levels, the typical value of tax deferred savings (for those who had any) was less than one year’s income.  

Age differences matter.  Younger workers have more of their working lives ahead of them, while older workers have little time left to increase their savings. Of families age 55-64, about 59 had any retirement savings accounts.  The median value was $55,000.  

Another measure of economic vulnerability is the capacity of families to withstand setbacks such as joblessness or prolonged illness.  Haveman and Wolff (2001) define households as “ asset poor” if they lack sufficient assets to meet basic needs (to stay out of poverty) for three months without income.  By this measure one in four families is asset poor, if their total net worth, including home equity, is considered available to meet basic needs.  If only liquid assets (excluding home equity and retirement savings) are considered, four in 10 families are asset poor.  .  
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Lessons from IDAs

v

Many Americans lack experience with banks or 

financial institutions.

v

Individual development accounts (IDAs) tested 

ways to help low

-

income people save through 

matching funds rather than tax deductions. 


Many Americans lack experience with financial institutions.  This lack of financial experience merits attention in the design of a new individual account system.  The size of the “unbanked” population – those who do not have a checking or savings account with a bank or credit union – is estimated to be between 10 and 20 percent of all U.S. families.  Low-income and minority families are most likely to be without a connection to a financial institution.    

Individual development account experiments have offered financial education and matched savings to low-income workers.  The savings are earmarked for specific purposes, such as higher education, purchase of a first home, or starting a business.  Conditions that appear to foster successful saving include:  (a) access to a savings plan, (b) incentives through matching funds, (c) financial education, (d) ease of saving through direct deposit and default participation, (e) clear saving targets and expectations, and (f) restrictions on withdrawals.
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How Big Might Accounts Be?

After 40 years

If 2% of wages and 4.7% real investment returns, 

after 40 years, account at 65 would be about 1.7 

times annual earnings. 

Earnings level

Account

Annuity

*

$34,700  (medium)

$59,400

$333

$15,600  (low)

$26,700

$150

$55,500  (high)

$94,900

$536

* Inflation

-

indexed monthly single life annuity


How Big Might Accounts Be?
 Size will depend on how much people put in, how long they have to contribute before reaching age 65, and their investment returns.  

 We have examples for illustrative workers who contribute 2 percent of their earnings and reap investment returns of 4.7 percent a year over inflation.  After 40 years, a 65 year old would have an account equal to about 1.7 times his or her annual earnings. Examples of what this means for workers at different lifetime indexed earnings levels follow.    

A medium earner – making about $34,700 – would have an account of about $59,400 after 40 years.  It would pay an inflation-indexed life annuity of about $333 a month. 

A low earner – making about $15,600 – would have an account of about $26,700 after 40 years.  It would pay $150 a month.  

A high earner – making about $55,500 – would have an account of about $94,900 after 40 years.  It would pay a life annuity of about $536 a month.  

If contributions are 4% instead of 2%, accounts would be twice as big.  If contributions were only 1% instead of 2%, they would be only half as big. Actual investment returns would make an important difference. 
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Payouts at Retirement

Jeffrey Brown, University of Illinois

at Urbana

-

Champaign

v

Annuities insure retirees’ financial risks 

v

Pros and cons of mandatory annuities

v

Joint

-

life annuities: symmetric or contingent

v

Features affects price: inflation, spouse protection

v

Guarantees and prices 

v

Timing and interests of heirs


Our next speak is Jeff Brown of the University of Illinois.  He will discuss some features of annuities. 
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Annuities Insure Risks 

Retirees Face

v

Retirees face uncertain life spans, inflation, 

interest rates, and risk of widowhood.  

v

Life annuities can cover these risks.

v

Annuitants pay the premium up front.

v

Insurer provides monthly income for life of 

annuitant.    


Retirees face at least four kinds of financial risk. They don’t know how long they will live, how long their spouse might live, how prices might rise in the future, nor what returns they will earn on their savings

A life annuity is a financial product that can guarantee money will last for the rest of a retiree’s life. From the buyer’s perspective, the downside of a life annuity is that you pay the full price up front and you can’t undo the purchase later. 

When you buy a life annuity, the insurance company has a contractual obligation to pay you a guaranteed income for life.  The annuity shifts your longevity risk and investment risk to the insurance company.  Because the insurer pools many annuitants, the extra funds from those who die early are used to cover the annuity costs of those who live a long time.  

Other strategies to spread your money over the rest of your life – such as taking phased withdrawals – do not guarantee the money will last as long as you live.

Consider a healthy 65-year-old who has a savings account of $100,000 and who want to produce income for life.  Let’s compare 2 annuity options and 3 “do-it-yourself” strategies that this individual could employ.
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Five Strategies to Make Income 

Last a Lifetime
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Fixed Annuity.  If a 65-year-old bought a fixed annuity with $100,000, it would pay about $9,700 a year, assuming unisex pricing.  Given annual inflation of 3 percent, after 25 years the annuity would be worth just over $4,630.

Inflation-Indexed Annuity.  If the same person bought an inflation-indexed (real) annuity, the payments would start out lower, at about $7,450 a year, but they would rise with inflation. The annuity would maintain its purchasing power for as long as the annuitant lived. 

Fixed Withdrawal Strategy.  If the annuitant followed a fixed withdrawal strategy, each year he or she would simply withdraw about $9,700 from the account—the amount available from a fixed annuity.  This person saves the upfront purchase price of an annuity, but would not be able to provide $9,700 annually for life, since this approach lacks the annuity provider’s risk pooling advantage.  If this individual continued to withdraw $9,700 a year, the money would run out after about 16 years and the individual would have nothing left. 

1/LE.  A one-over-life-expectancy approach might make the money last longer.  Each year the individual would divide the total account balance by remaining life expectancy and withdraw the resulting amount.  For example, if at 65 the individual expected to live 18.3 more years, he would withdraw (1/18.3 x $100,000) from his savings and leave the rest to earn investment returns.  The next year, he would divide his remaining resources by 17.3, and withdraw accordingly.  While this strategy would make his money last longer than Strategy #3, withdrawals would decline to negligible amounts if this person lives much beyond age 90.  

Amortize to 100.  Finally, this individual could amortize-to-age-100 and try to make the money last until he or she reaches 100 years of age.  One would choose an investment with a secure return and then determine how much he could withdraw each year to make his money last until his 100th birthday.  If he lived beyond that age, he would have no income.

As this figure indicates, an annuity would be an advantageous choice. 
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v

Pros:  People can’t outlive their money.  

Mandatory annuities cost less on average.

v

Cons:  Mandatory annuities would make some 

people (e.g. short

-

lived) worse off.  Limits choice.  

Report shows four options:  (1) Broad access to 

retirement funds; (2) Mandatory annuities with 

special protections; (3) Option 2 as a default; (4) 

Option 2 only up to some level.

Should annuities be 

required?


Should the purchase of annuities in an individual account program be mandatory?  Compulsory annuities would eliminate the risk that people would outlive the money in their accounts, and they cost less, on average, because short-lived people are required to buy a product that might not be a good deal for them Optional annuities cost more because people with short life expectancies tend not to buy them while people who expect to live a long time are more likely to annuitize.

The report considers four potential options for retirement payouts.  One option gives retirees Unconstrained Access to their accounts.  It is based on the federal employees’ Thrift Savings Plan.  A second option is at the other end of the spectrum; it requires the purchase of annuities that are indexed for inflation and that automatically provide survivor benefits for widowed spouses.  A third option makes annuities the default, but would allow other payouts, while the last option requires annuities only up to some level.

This policy decision is likely to be influenced by the purpose of the accounts, the level of Social Security defined benefits that go with the accounts, and whether people are required to have accounts.  If the accounts are supposed to provide basic income security, policymakers might want mandatory, inflation-indexed annuities with spousal protections. On the other hand, if the accounts are voluntary savings on top of traditional Social Security, policymakers might favor the broader choices of option one. 
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Annuity Features Affect Price

Monthly annuity for $10,000 premium, retiree age 65 

with 65

-

year

-

old spouse

Single

-

life

Flat monthly payment

$80

Inflation indexed 

$62

Joint

-

Life, Inflation

-

Indexed Annuities

100 percent survivor benefit

$50

Two

-

thirds survivor benefit

Payment when both alive

$57

Payment to survivor

$38


A basic life annuity covers the risk of outliving one’s income, but additional annuity features can help mitigate other retirement risks such as loss of purchasing power and the loss of a spouse’s income.

Addition protection for inflation-indexing and survivor benefits lowers the size of the annuity a given account will buy.  With $10,000, a 65 year-old retiree could buy a life annuity of about $80 a month.   If the annuity is indexed to keep pace with inflation at 3 percent a year, it would start out lower, about $62 a month.  If it would continue inflation-indexed payments for as long as either the retiree or spouse lived, the annuity would start out lower still, about $50 a month.  This assumes the full annuity is paid to the widowed person.

If the annuity for the widowed person would drop to two-thirds of the prior amount, the initial annuity would be about $57, while the payment to the widow or widower would be $38. 

[Assumptions underlying the annuity estimates are consistent with assumptions used in the 2003 report of the Social Security Trustees.  It is assumed that the annuity buyer and spouse are both age 65, purchase of annuities is mandatory, the federal government would provide the annuities, inflation is assumed to be 3.0 percent per year, and the real interest rate is 3.0 percent per year, such that the nominal interest rate is 6.1 percent.]  
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Guarantees and Heirs

v

Ten

-

year certain annuity pays for 10 years 

even if annuitant dies before 10 years

v

Refund

-

of

-

premium annuity pays at least as 

much as the purchase price. 

Guarantees seem to be popular, though some 

experts believe they are not a wise buy. 


Some annuity contracts guarantee a payment to a death beneficiary if the annuitant dies shortly after buying an annuity.  A ten-year-certain annuity, for example, guarantees payments for ten years even if the annuitant dies in less than ten years.  A refund-of-premium annuity guarantees that the annuity will pay out at least the nominal purchase price.  For example, if the annuitant paid $10,000 for a life annuity and died after receiving only $1,000, then $9,000 would be paid to the death beneficiary.  

Guarantees lower the monthly annuity that a given premium will buy.  For $10,000, one could buy a single-life, inflation-indexed annuity of $62 a month.  Adding a 10-year certain feature would lower the monthly amount to about $58, while a refund of premium annuity would lower the amount to about $55 a month.  

Many experts believe guarantee features are not a wise purchase on purely economic grounds. Yet annuity buyers often choose guarantees, perhaps because the guarantees help their heirs avoid disappointment and serious regret if the annuitant paid a large amount for a life annuity and died soon after. 
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Timing of Annuity Purchase 

and Heirs

v

Purchase of an annuity ends the chance to 

bequeath the money used to buy annuities 

(unless the annuity has guarantee features).

v

Delaying annuity purchase lengthens the 

period when accounts can be left to heirs.  


The interests of heirs could influence the question of whether and when to buy an annuity.  From a strictly selfish perspective, named beneficiaries might want the accountholder to delay buying an annuity so that the money remains inheritable.  An unmarried account holder, for example, might name an adult child, friend or other relative as a death beneficiary.  If the account holder died before buying an annuity, the entire balance would go to the heir.  If the account was used to buy an annuity, the bequest is gone.    

The timing tradeoff affects married retirees, too.  If one spouse is expected to die relatively soon, the couple might be wise to delay or avoid buying joint-life annuities.   The survivor’s income in the form of a single-life annuity based on the balance in both accounts would be considerably higher than the survivor payment from joint-life annuities from both accounts.  So, both single and married retirees might want flexibility in the timing of annuity purchase. 
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Annuities:  What Protections for

Widowed Spouses?

Karen Holden, University of Wisconsin

v

Social Security pays benefits to widowed spouses 

(including divorced spouses) without reducing the 

worker’s benefit.  

v

Joint

-

life annuities reduce the retiree’s payment in 

order to pay a surviving spouse and pay only one 

widowed spouse


Karen Holden will discuss issues and choices with regard to annuities for married couples.  
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Joint Life Annuity Options

v

What share for a widowed spouse?  Joint life 

annuities can be priced to pay 100%, 75%, 67% or 

any other fraction to the widowed spouse.  

v

If a joint and two

-

thirds life annuity is:

–

“Contingent” 

–

payment stays the same if the primary 

annuitant is widowed, but drops to 67% if the 

annuitant’s spouse is widowed.

–

“Symmetric” 

–

payment drops to 67% of original 

amount when either spouse is widowed.


Many choices are possible in joint-life annuities. 

How much should the widowed spouse receive?  Annuities can be priced to pay the full prior payment (100% survivor payment); or to reduce the survivor payment to 75 percent, 67 percent,  50 percent, or some other fraction of the original amount.  

Another choice is whether joint-life annuities will be symmetric or contingent.  If John buys a contingent joint and two-thirds annuity, the payment for his widow will fall to two-thirds of the original amount if he dies, but the payment will remain the full original amount if he is widowed.  

In contrast, if he buys a symmetric joint and two-thirds annuity, the payment will drop to two-thirds of the original amount  when either he or his wife is widowed.  

The minimum federal requirement for spousal protection in private pensions is contingent.  The spouse must be offered a 50 percent survivor benefit.  The law does not require that the pensioner’s benefit be reduced if he or she is widowed. 

Each type has pros and cons that policymakers might want to address.

Slide 22


[image: image22.wmf]22

One Earner Couples: Annuities 

and Social Security

Payment as a percent of amount for single retiree

Social Security 

2/3 Life Annuity*

Single Retiree Bob

100

100

Married Retiree John 

100

93

John’s non

-

working wife Mary

50

0

Total for John and Mary

150

93

When John or Mary is widowed

100

62

*Symmetric annuity joint and 2/3 life annuity, both age 65 at pu

rchase


Symmetric joint and two-thirds life annuities are like Social Security in some respects and different in others. 

In traditional Social Security, a one-earner couple receives 150 percent of the benefit of a single retiree (the spouse can get a separate check equal to 50 percent of the worker’s benefit).  The widowed spouse receives two-thirds of the couple’s prior combined amount, or 100 percent of the single retiree’s benefits.  The cost of spousal benefits is borne by all workers paying into the Social Security system. 

When buying a joint-and-survivor annuity, the retiree takes a reduction in his or her monthly payment to provide survivor protection for a spouse.  The size of the reduction would depend on the respective ages of the husband and wife.  If John and Mary were both age 65, a two-thirds survivor annuity would lower John’s initial payment  to about 93 percent of what a single annuitant would receive.  No supplemental annuity is paid to John’s wife.  When one of them dies, the survivor receives two-thirds of the “93-percent annuity,” or about 62 percent as much as a single retiree would have from an account like John’s.    
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Dual

-

Earner Couples:  Annuities 

and Social Security

Payment as a percent of amount for single retiree

John and Mary each earn the same as Bachelor Bob

Social Security 

2/3 Life Annuity*

Single Retiree Bob

100

100

John, Husband of Mary

100

93

Mary, Wife of John 

100

93

Total for John and Mary

200

186

When John or Mary is widowed

100

124

*Symmetric annuity joint and 2/3 life annuity, both age 65 at pu

rchase


If members of dual-earner couples compare their annuities to those of single persons with similar earnings, they sometimes have more and sometimes have less.  

This chart illustrates a case where the couple, John and Mary, each individually earn as much as Bachelor Bob.  If each bought symmetric joint and two-thirds life annuities, each would receive somewhat less than Bob (about 93 percent) because each of their annuities covers two lives.  

Then, when either John or Mary dies, the surviving spouse will receive two-thirds of each partner’s annuity (62% + 62% = 124%). 

Compared to traditional Social Security rules for couples, the 2/3 joint life annuities would pay slightly less to the couple while both are alive and slightly more to the widowed spouse because both annuities are added together. 

.  

In brief, there is a great deal of variation in how annuities might compare to traditional benefits retired couples in different circumstances. 

Whether ultimate payments from annuities plus traditional benefits in various Social Security reform plans would be higher or lower will depend on plan details and how annuities are offset against traditional benefits.  Those questions merit attention in considering specific plans (which this Panel did not do).  
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How does a spouse’s age affect

joint

-

life annuities?

A younger spouse lowers the retiree’s annuity 

payment.  

Annuity as a percent of amount for single retiree at 65*

Joint 2/3 life annuity* with:

Spouse age 65

93%

Spouse age 53

78%

Spouse age 77 

112%

*Inflation

-

indexed annuities, symmetric joint

-

life annuity


The spouse’s age will affect the size of the annuity any given account will buy.  In general, a younger spouse will lower the initial annuity amount, because a younger spouse has a longer life expectancy.    

If a 65-year-old retiree were to buy a joint and two-thirds symmetric life annuity, it would start out at about 93 percent of the amount a single retiree would get (assuming the spouse was also age 65). 

If the spouse was much younger, say only 53 years old, the reduction in the initial annuity would be larger.   It would start out at 78 percent as much as a single retiree age 65 would receive.  

 [Karen, I would not raise this complexity unless you are asked, but I believe this calculation assumes that the widowed spouse would get an immediate payment if widowed at, say, 54 years of age. The reduction would not be quite as much if the widowed spouse would not receive a payment until, say age 60 –like SS, even if widowed sooner..]  

On the other hand, an older spouse of , say, age 77 would cause the retiree’s initial annuity to be higher – 112% than what a single retiree would get.  [This occurs because there is a fairly high probability that the married retiree in this case will become widowed and have his or her annuity fall to 2/3 of the prior amount.]  

The main point is that age disparities between spouses will affect the size of annuities that each get if they buy joint-life annuities. 
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Annuities and Change in 

Marital Status

Whether a spouse dies right before or right after the 

purchase of annuities will affect the widowed 

partner’s amount.   

Survivor’s annuity 

If surviving spouse buys single life annuity 

with both accounts combined

100%

If each bought joint and 2/3 life annuity

61%

If each bought joint and 100 life annuity

81%


In general, life annuities can not be rewritten to shift from a single-life to a joint-life annuity, or vice versa.  This could affect individuals’ decisions about whether and when to buy annuities.  

Whether a spouse is widowed right before or right after buying annuities could make a big difference in the size of the widowed spouse’s annuity. 

For example, if John and Mary each had individual accounts, and one died before they bought annuities, the widowed spouse would inherit the deceased spouse’s account and buy a single life annuity with the full combined accounts from both spouses. 

On the other hand, if both John and Mary each had bought joint and two-thirds life annuities, their initial annuities would be reduced to about 93% of a full amount.  When one died, the survivor would get 2/3 of that – or about 61% of what a single retiree would get their combined accounts. 

Alternatively, each might have bought a joint and 100% life annuity.  In this case, their initial annuities would each be reduced to 81% of the full amount.  And the widowed spouse would continue to receive both of those annuities.  

In brief, if one is widowed shortly after buying a joint-life annuity, there is no way to shift to a single life annuity.  Similarly, if a single or widowed annuitant remarries, there is generally no way to change the annuity to cover a new spouse. 
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Worker

-

Specific Offsets

Stephen C. Goss, Office of the Chief Actuary, SSA

v

Plans that allow workers to shift Social Security 

taxes to individual accounts on a voluntary basis 

involve worker

-

specific offsets.  

v

Purpose:  To compensate SS trust funds for 

foregone taxes and to equitably distinguish 

between those who do, and those who do not, shift 

Social Security taxes to personal accounts. 


As [Michael/Ken] mentioned earlier, benefit offsets arise in proposals that shift scheduled Social Security taxes to individual accounts.  A simple example illustrates this idea.

Suppose that one dollar was shifted from John’s Social Security taxes and deposited into his personal account.  If there were no adjustment to John’s traditional Social Security benefit, then John would be made better off by one dollar.  John would still have the same benefit from Social Security as he had before; in addition, he would have one dollar in his individual account.  As a result of transferring this dollar to John’s account, the Social Security trust fund balance would be reduced by one dollar.  The deterioration of Social Security’s long-fun finances means that this one-dollar gain to John must eventually result in a one-dollar cost to John or to other taxpayers or beneficiaries, because traditional benefits will continue to be paid from the trust funds.

Instead of having other taxpayers or beneficiaries pay for John’s one-dollar gain, policymakers might reduce John’s future claim to traditional Social Security benefits by one dollar.  This foregone future benefit is the “benefit offset” associated with the individual account.
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Design Issues: Worker

-

Specific 

Offsets

v

Offset Social Security benefit or individual 

account?

v

Benefit offset based on

–

Actual individual account

–

Hypothetical (shadow) account


In terms of basic design, should the offset reduce the account holder’s scheduled Social Security benefits, or should it reduce the size of his or her individual account? 

Offsetting traditional Social Security benefits has advantages and disadvantages.  If the intention of the offset is to compensate the trust funds, in full or in part, for Social Security taxes shifted to individual accounts, it may seem logical to reduce individual account holders’ future Social Security benefits in exchange for their reduced participation in traditional Social Security. However, because Social Security provides life insurance (to surviving spouses and children of deceased workers) and disability insurance, reducing traditional benefits could mean that these non-retiree benefits are also reduced.

An offset could be designed to reduce a worker’s individual account instead of his or her traditional Social Security benefit.  This type of offset, commonly referred to as a clawback, would shift at least part of a worker’s individual account into the Social Security trust funds.  While this offset design is less common in recent proposals, it would avoid reducing family Social Security benefits paid from individual account holders’ earnings records.

An offset could be based on a worker’s actual individual account.  In this case, an annuity could be calculated from that balance at retirement (whether or not the worker actually purchased an annuity), and the worker’s Social Security retirement benefit could be reduced by this monthly annuity amount.  The retiree’s traditional Social Security benefit could be reduced, or offset, by this amount for life.

An offset based on an actual account balance would be consistent with a plan that odes not allow individual account withdrawals prior to retirement.
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Offsets Based on Hypothetical Individual 

Account Balances

$1,350

$1,200

$1,050

Total retirement income

+300

+300

+300

Plus actual individual 

account annuity

$1,050

$900

$750

Net traditional Social 

Security benefit

-

150

-

300

-

450

Hypothetical annuity 

value reduces Social 

Security benefit

$1,200

$1,200

$1,200

Traditional Social 

Security retirement 

benefit

(3) Hypothetical 

Account Offset Smaller 

Than Actual Account 

Annuity

(2) Hypothetical 

Account Offset the 

Same as Actual 

Account Annuity

(1) Hypothetical 

Account Offset Larger 

Than Actual Account 

Annuity

Annuity value of hypothetical account relative to actual individ

ual account annuity


A number of proposals that would permit workers to shift Social Security taxes to personal accounts would base an offset on a hypothetical account – that is, the offset would be based on the value of Social Security taxes put into the actual account plus some predetermined interest rate, such as the rate for U.S. Treasury bonds.  Contributions to the actual account plus the accumulated predetermined interest are tracked in hypothetical, or shadow, accounts.

In this example, Joan’s traditional Social Security benefit is $1,200 and the annuity value of her actual individual account is $300 per month.  If the returns on her hypothetical account exactly matched the returns on her actual individual account (as in scenario 2), her offset would reduce her traditional benefit by $300 and her combined retirement income would be increased by her $300 individual account annuity, resulting in no change in net retirement income.  Scenarios 1 and 3 illustrate Joan’s combined retirement income if her hypothetical account annuity did not match the returns to her actual account.

The predetermined interest rate used to calculate the value of the hypothetical account, which differs depending on the proposal design, is generally set so that plan participants would have a chance of achieving a better realized yield on their actual account investments (but that still fully compensates the Social Security trust funds).  How an account actually performs, of course, depends on a participant's investment choices and on market performance.
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Administrative Issues

v

What event would trigger retirement offset?

v

Offsets and Mandatory Annuity Thresholds

v

Offset Accountability

v

Minimum Benefit Guarantee


An offset proposal would need to specify what event would trigger the calculation and application of a worker-specific offset.  If an offset were to reduce traditional Social Security benefits, it would make sense to calculate the offset no earlier than when benefits were initially claimed.  This policy would insure that the offset is based on all the taxes shifted to the individual account and that no retirement benefits could be received without offset.

If initial withdrawal from the individual account triggered the offset, the proposal would need to ban early withdrawals.

If an individual account proposal requires annuitization of the account up to a prescribed level, this intent would need to be coordinated with the application of a worker-specific offset to determine the actual level of benefits.

When designing an offset mechanism, the decision must be made whether each individual account holder would be legally responsible for his or her entire offset, or if it would be assumed that any overall target offset amount would be met across the entire individual account population.  If a worker dies before his or her entire offset is recovered, other workers might be called on to make up the difference.  Conversely, long-lived workers might incur a greater offset than indicated by his or her account.

If an individual account proposal includes a minimum benefit guarantee, the offset mechanism would be expected to apply firsts, with a subsequent determination on a case-by-case basis of whether additional payments were needed to meet the guarantee.
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Divorce, Disability, Early Death 

and  Worker

-

Specific Offsets

v

If accounts are divided at divorce, should offset 

obligations also be divided?

v

Will offsets apply to disability benefits, or only to 

retirement benefits?

v

What offset policy is most appropriate for young 

survivor families?  

v

Would offsets affect bequests when workers die 

and no traditional benefits are payable?


At divorce, if the proposal mandates (or permits) a division of accounts between husbands and wives, some conforming rules might be needed for worker-specific offsets.  For example, if the personal account is viewed as an “asset’ in divorce proceedings, should the accompanying offset be viewed as a “debt?”  Would the debt transfer with the asset, or remain with the original account holder?  A case might be made for either approach.

Worker-specific offsets could be designed to exempt disabled-worker beneficiaries from the offset until they reach retirement age.  

Similarly, when a worker dies leaving minor children (or disabled adult children), policymakers could decide to not reduce the benefits payable to the children.  A key question is whether a worker’s decision to shift Social Security taxes to a personal account should affect family life insurance protection otherwise provided by the worker’s earnings and contribution history.  

If the account is bequeathed to heirs, but no traditional benefits are payable, how, if at all, would the offset apply?  
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Worker

-

Specific Offsets

v

The Panel’s work is an exploratory effort to 

identify the many questions that can arise in 

applying worker

-

specific offsets in plans 

that allow workers to shift part of their SS 

taxes to individual accounts.  


The application of worker-specific offsets could produce many different outcomes.  

Chapter nine in this report is a first step toward exploring details of worker-specific offsets and their consequences for workers and families in different circumstances.  We believe we have succeeded in posing thoughtful  questions, even if the Panel does not offer answers to all of them.  
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Pre

-

Retirement Access to 

Account

Peter Orszag, The Brookings Institute

Will account holders be able to withdraw or 

borrow account funds before retirement?

v

May depend on purpose of accounts.

v

May differ if contributions are mandatory or 

voluntary. 


The pros and cons of allowing early access to individual accounts will depend, in large part, on the intended use of the accounts, whether people have any choice about whether to participate, and whether the accounts are viewed as personal property.  If the accounts are supposed to provide baseline economic security in old age, the case for banning early access is strong.  Leakage from the accounts could seriously erode security in old age. Yet, if the purpose of the system is to expand opportunities for voluntary retirement saving, then early access might encourage more people to save and to save more than they otherwise would. 
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Precedents and Proposals

v

IRAs generally allow access.

v

401(k) have some restrictions, but funds are 

often accessible.

v

Social Security is not available except at 

entitlement in law.

v

Many proposals for Social Security 

accounts would ban early access. 


Individual retirement accounts (IRAs) allow unlimited access as long as account holders pay taxes and, in certain cases, a 10 percent tax penalty on amounts withdrawn.

Employer-sponsored 401(k) plans permit somewhat more limited access, but employees can usually get the money if they need it—through a loan or hardship withdrawal, or by leaving the job and cashing out the account.

Many U.S. proposals that envision individual accounts as a partial replacement for Social Security retirement benefits would totally ban early access to the money. 
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Issues in Early Access

v

Loans or outright withdrawals?  

v

Early access for any reason, or only for 

certain purposes:   hardship, medical care, 

home purchase, education?  

v

Loans cost more to administer

v

Policy pressure to expand access over time


Compared to withdrawals, loans have the advantage of limiting permanent losses from the accounts, if the money is paid back with interest. The opportunity to borrow funds appears to increase participation in 401(k) plans to some degree.  The main drawback of loans is their greater administrative burden.  Employers with 401(k) plans are urged to think through the administrative burden of loans before offering them.  

Restricting access to only certain uses of the funds has the advantage of limiting leakage from the accounts.  On the other hand, documenting reasons for loans or withdrawals involves more administrative tasks, and may require an appeals process if some loans are denied.  

Experience with the federal employees’ Thrift Savings Plan and IRAs show a general trend to reduce restrictions on early access to funds over time.  When the TSP began in 1984, it offered only loans for specified purposes.  1996 changes expanded access to loans for any reason and withdrawals for hardship.  
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Competing Goals

v

Ease of access

:  (a) unrestricted 

withdrawals or loans. 

v

Retirement security

:  (a) No access at all; 

(b) Only loans, only for good reasons. 

v

Administrative efficiency

:  (a) No access 

for any reason; (b) Withdrawals for any 

reason.  


Early access rules create tensions among three competing goals: ease of access, retirement security, and administrative efficiency.

Participants will want easy access to their money when they need it.

But the goal of retirement security calls for minimizing leakage from the accounts by banning early access.  Yet, if access is allowed, the retirement security goal argues for restricting access to only loans and only for hardship.

The competing goal of administrative efficiency also argues for a total ban on access.  As a second choice, administrative efficiency points to the opposite policy of allowing unrestricted withdrawals.  More administrative resources are needed to process loans, which involve repayments, and to restrict reasons for withdrawals, which requires documentation, decisions, and perhaps a right to review when access is denied. 
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Who will enforce limits 

on access?

v

Would financial institutions, employers, or 

the federal government enforce limits on 

access?

v

What incentives will prompt the gatekeeper 

to prevent wrongful withdrawals?

v

Would penalties be assessed (and on whom) 

for wrongful withdrawals? 


If access to individual accounts is allowed but restricted in some way, a gatekeeper will be needed to determine whether a particular withdrawal is allowed.  When access is denied, procedures will be needed to give participants an opportunity to have a denial appealed and reconsidered.  

Employers who sponsor 401(k) plans are responsible for deciding whether employees’ withdrawals or loans comply with rules of the plan and with the Internal Revenue Code.  The employer bears the risk of losing tax-favored status for the entire plan in case of wrongful determination, although the Internal Revenue Service can levy lesser penalties.  

A new national system of individual accounts will pose new questions about:

what entity would play the gatekeeper role;

what incentives would prompt the gatekeeper to prevent wrongful withdrawals;

what penalty would be imposed for non-compliance;

and on whom the penalties should fall.

If the overall purpose of the accounts is retirement income security, a penalty on the accountholder for a wrongful withdrawal might undermine the ultimate goal. 
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Third Parties, Means Tests, 

Sustaining a Ban on Access

v

If accountholders have access, creditors 

might have a claim

v

If accountholders have access, means

-

tested 

programs might require a spend down

v

Sustaining a ban might be an ongoing 

challenge


Finally, early access to the accounts can be a two-edged sword.  Account holders’ access to their own retirement funds may mean that third parties can also make a claim on the funds in cases of bankruptcy, divorce, or unpaid federal taxes.  Further, some means-tested benefit programs treat accessible retirement funds as countable assets for the purposes of determining benefit eligibility.  In such cases, if the account holder has access to the money, he or she must spend it to qualify for assistance.

No U.S. precedent yet exists for a total ban on access to individually owned retirement savings accounts.  If policymakers create such a ban, history suggests that they will face pressure to ease the restrictions.  Sustaining limits on access to retirement funds that are required for income security, but that account holders view as their own money, is an important issue and likely to be an ongoing challenge. 
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Howell Jackson, Harvard Law School

Douglas Elliott, COFFI
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Life annuities are contractual obligations to pay the annuitant for the rest of his or her life.  Only life insurance companies sell life annuities.  A different product, deferred annuities, are tax-favored investment products that do not guarantee payment for life. Deferred annuities are used mainly as investment products to defer taxes on fund accumulations.  The account holder has the option to later use the funds in the deferred annuity to buy a life annuity, but relatively few people do that. Only life annuities protect the annuitant against the risk of not knowing how long he or she will live.  The Panel’s discussion focused on arrangements for providing life annuities.  

Scholars offer possible reasons for limited consumer demand for life annuities.  (1) Retirees who have money to annuitize may already have enough as monthly income.  Retirees with large financial assets often have good pensions and above average Social Security benefits. (2) The annuity tradeoff may not be appealing.  The premium looms large in relation to the future monthly income. (3) People may want to keep their options open. The purchase of a life annuity can not be undone.  (4) “Wealth illusion,” is the tendency to more highly value a lump sum than a future income stream of equal value.  (5) Myopia or short-sightedness. 

On the supply side, financial advisors may see two drawbacks of life annuities compared to deferred annuities. Life annuities generally pay smaller commissions (4% versus 6%).  Unlike deferred annuities, life annuities end the chance for future transactions and commissions because the money is turned over to an insurance company.  
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[image: image40.wmf]Life Annuity Market 

Is Currently Small

v

Life annuities are different from deferred 

annuities.

v

Life annuities are 5% of the annual sales of life 

insurance companies.  Other products (life 

insurance, deferred annuity investment products) 

are 95%.  Why so small a share?

v

Weak consumer demand?

v

Weak incentives to sell life annuities?

v

Individual accounts could dramatically increase 

market for life annuities 


Life annuities are a small share of the total business of insurance companies.  Of life insurance companies’ $300 billion in new product sales annually, life annuities are about 5 percent, or $15 billion.  Direct sale of life annuities is less than 2% while conversion of deferred annuities to life annuities is about 3% (LIMRA International, 2004).   Other products, including life insurance and deferred annuities, constitute 95 percent of the volume of insurance company business. 

Scholars offer possible reasons for limited consumer demand for life annuities.  (1) Retirees who have money to annuitize may already have enough as monthly income.  Retirees with large financial assets often have good pensions and above average Social Security benefits. (2) The annuity tradeoff may not be appealing.  The premium looms large in relation to the future monthly income. (3) People may want to keep their options open. The purchase of a life annuity can not be undone.  (4) “Wealth illusion,” is the tendency to more highly value a lump sum than a future income stream of equal value.  (5) Myopia or short-sightedness. 

On the supply side, financial advisors may see two drawbacks of life annuities compared to deferred annuities. Life annuities generally pay smaller commissions (4% versus 6%).  Unlike deferred annuities, life annuities end the chance for future transactions and commissions because the money is turned over to an insurance company.  
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v

States regulate insurance companies.  

v

States regulate consumer protection, pricing 

and financial backing of annuities, and 

guaranty payments in case of insurance 

company failure.

v

The federal government regulates banking, 

securities, and pension industries

.


Insurance regulation in the United States has been the purview of the states since enactment of the McCarran-Ferguson Act in 1945. While the federal government regulates the banking, securities, and defined-benefit pension industries, states regulate insurance companies.  Such regulations cover the pricing of annuities, financial backing of annuities, provisions for guaranteeing payments in the case of insurance company failure, and other issues. 
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Annuities

v

Insurance companies currently have wide latitude 

to set prices for life annuities.

v

For individual accounts, should insurers charge 

more to groups with longer life expectancy or use 

uniform pricing for everyone of the same age?

v

Women v. men; healthy v. unhealthy, etc.

v

Pricing differentials reduce payments to people 

expected to live longer and increase them for those 

with shorter expected lives. Uniform pricing can 

cause “adverse selection” and selective marketing. 


Should insurers be allowed to charge more to groups with higher life expectancy – such as women (or Hispanics)?  This is a key policy question. 

In the individual life annuity market, insurers charge women more, and men less,  because women live longer than men, on average.  Yet, in the group annuity market, federal policy bans differential pricing between men and women in annuities tied to employee benefits. 

In a voluntary annuity market, if an insurer prices its annuities based on average risks, people with longer life expectancy would be more likely to buy the annuities while people with short life expectancies would not.  This “adverse selection” would drive up the cost to the insurer and lead the company to raise its prices.  The higher prices would further discourage short-lived people from buying annuities.  

If policymakers want uniform pricing of annuities for everyone of the same age (regardless of sex, health status, or other risk factors), the simplest way to avoid adverse selection is to remove choice and require everyone to buy annuities.  Uniform pricing in a voluntary market with differential risks can lead to selective marketing, whereby annuity sellers focus their  sales efforts on people with shorter life expectancy.  It is difficult for regulators to stop selective marketing without direct governmental oversight of marketing activities.  
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Regulations on the financial backing of annuities include: (a) limits on risky investments, such as stocks, (b) setting standards for reserves – the funds the company is required to hold.  The reserved are the company’s legal liabilities and are calculated according to formulas set by states.  

State Guaranty Funds are set up in each state to ensure payment of annuities and other life insurance products in case of insurance company failure. 

Unlike federal insurance programs, such as the Federal Deposit Insurance Corporation for banks, state guaranty funds for insurance companies are not pre-funded.  Instead, states tax other insurance companies doing business in the state to cover the cost of an insurance company failure after it occurs.  The largest such failure involved Executive Life Insurance Company in the early 1990s.  State guaranty associations have paid about $2.5 billion for that insolvency as of 2004.

Existing arrangements for guaranteeing life annuities might suffice for a new system of individual accounts if the accounts are viewed as supplemental savings and retirees are given wide discretion on how they take the funds at retirement. But new institutional arrangements are likely to be needed if policymakers want to require or strongly encourage retirees to buy life annuities. 
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Policymakers designing payout rules will confront an inevitable tension between offering choice and guaranteeing adequate retirement income for life.  Hard-and-fast rules, mandates, or defaults might ensure that the system meets certain high-priority goals, but they might also create pressure for exceptions.  The list of possible choices include:

(a)  Whether to buy an annuity at all; (b)  How much of one’s account to spend on an annuity;  (c)  Whether the annuity would be indexed for inflation;  (d)  When to buy an annuity;  (d)  Whether to buy a guarantee feature;  (e)  If a guarantee is desired, whether it is period-certain (and for how long) or a refund of premium, and whether it would go to a named beneficiary or to the estate;  (f)  If joint-life annuities were optional for unmarried individuals, whether to buy one and with whom;   (g)  If joint-life annuities were offered or required for married individuals, whether to buy symmetric or contingent products;  (h)  If joint-life annuities were offered or required, what size survivor protection to provide;  (i)  Whether to buy a guarantee in addition to a joint-life annuity;  (j)  Whether to coordinate claiming Social Security with the purchase of an annuity. 

Who would educate retirees about their choices could become a pivotal issue.  The SSA has little experience, because retirees’ only choice is whether and when to take the benefits they are entitled to.  While large employers with extensive benefits might have capacity to educate retirees, most private employers don’t have this capacity.
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Three kinds of functions are involved in providing life annuities – risk bearing, management, and regulation.  In theory, these functions could be provided by three kinds of entities -- private insurers, state governments, or the federal government.  This figure illustrates how they are carried out in the existing life annuity market. 

Private insurers bear mortality risk and investment risk when they offer life annuities.  Annuities that are indexed for inflation are not generally not available.  [Some annuities are designed to rise by a specified percentage each year, others vary with investment returns.  But VERY few annuities are adjusted to keep pace with inflation.]  Insurers also design, price, and administer life annuities and managed the invested funds that back the annuities.  All regulatory oversight and solvency guarantees rest with state governments.  

These arrangements might be acceptable to policymakers if new individual accounts were voluntary supplemental savings plans in which retirees had broad choices about whether to buy annuities and had many other options for retirement withdrawals.  Experience suggests that few would buy annuities.  

But current arrangements present some drawbacks if annuities are required or are designed to replace part of Social Security.  Potential drawbacks are: the absence of inflation-indexed annuities; different prices for men and women, and other market segmentation; possible shortcomings of the state guaranty system if insurance companies should fail; and potentially inadequate consumer education.
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A large market for inflation-indexed annuities does not yet exist in the U.S. and creating one is likely to involve the federal government – perhaps in one of three ways.  The government might issue a large volume of long-dated Treasury Inflation Protected Securities (TIPS) to help insurance companies hedge inflation risk, it might reinsure private insurers or guarantee their solvency, or it might issue inflation-indexed annuities directly to retirees. 

TIPS are a special class of Treasury securities.  Like other securities, TIPS make interest payments every 6 months and pay back the principal when the security matures.  TIPS are unique, however, in that the interest and redemption payments are tied to inflation. 
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The Treasury Department first issued TIPS in 1997.  Some people thought that this would launch a large market in inflation-indexed annuities.  But that did not happen.  Why not?  Several conditions might explain the failure of a market to develop.  .  

First, consumers may not see the value of inflation-indexed annuities. Retirees simply may not understand inflation risk. 

TIPS may not exist in sufficient volume, duration, and predictability to entice insurers to offer inflation-indexed annuities.  Treasury stopped issuing all 30-year bonds, including TIPS, in 2001.  Insurers might believe that only 30-year TIPS are long enough to cover the life spans of new retirees.  30-year TIPS are about $40 billion, or about 1% of all Treasury securities.  

Third, insurers and their regulators might be concerned that inflation indexing would increase insurers’ exposure to mortality risk.  Even if inflation risk is hedged by Treasury securities, insurers who underestimate their annuitants’ life spans will be exposed to much greater losses if the annuities they promise keep pace with the cost of living.  

Finally, uncertainty remains about how state regulators would set reserve requirements for inflation-indexed annuities.  
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The volume of reserves required to back widespread inflation-indexed annuities would be substantial.  

Reserves backing universal annuities funded with 2 percent of workers’ earnings could amount to about 15 percent of GDP when the system is fully mature.  Total, current federal debt instruments are roughly one-third of GDP.  So if TIPS substituted for other federal debt instruments and total federal debt remained one-third of GDP, TIPS would be roughly half of all treasury securities.   

 Assumptions underlying this estimate are:  participation in the accounts and purchase of annuities would be universal; during the accumulation phase, accounts would earn a net real return of 4.6 percent; annuity reserves would earn a 3.0 percent net annual return.  

Those annuity reserves would be equivalent to roughly 7 percent to 8 percent of the value of total U.S. financial assets. 


Today, total financial asset values are roughly twice the size of GDP, according to estimates of the Office of the Chief Actuary of the Social Security Administration.  Assuming that relationship remained unchanged, annuity reserves would be about 7-8 percent of total financial asset values.  

Slide 49


[image: image49.wmf]Options for Providing      

Widespread Inflation

-

Indexed

Life Annuities

v

3 options illustrate the range of 

possibilities:

(1)

Private insurers issue annuities using TIPS 

to hedge inflation risk.  

(2)  Federal issuance, private risk

-

bearing and 

fund management. 

(3)  Federal issuance and risk

-

bearing, private 

fund management.  



 Good afternoon.  There are many ways to mix and match the roles of public and private entities in order to handle the range of functions necessary to provide inflation-indexed life annuities to large numbers of participants.  We use three specific models to illustrate the range of possibilities.

One option is to have the private sector take on the main functions, with the government confined to issuing inflation-indexed securities and regulating the private entities.  In this model, private insurers would issue inflation-indexed life annuities and they would bear the mortality and investment risk.  The federal government would help the companies hedge inflation risk by issuing a sufficient volume of long-duration TIPS.  

Alternatively, the federal government could issue the annuities directly to participants, but pass the bulk of the economic risks on to private financial institutions.  Participants would deal directly with the government, but the government would buy wholesale protection from the private sector.

Finally, the federal government could take on all significant roles except the actual investment management.  The government would issue the annuities and bear all risks.  It would contract out the investment management, but retain the upside and downside.

We examine each model in the following slides.
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In the first approach, private insurers would market the annuities and bear the mortality and investment risks. The government would issue TIPS in sufficient volume and duration to back the inflation-indexed life annuities.  These government securities might be supplemented by new products developed by the capital markets, as has occurred to a modest extent in the UK, which has a longer history of inflation-indexed securities.

In this model, private annuity providers would sell annuities directly to participants.  The entities would also handle the many administrative tasks, such as: making timely payments, adjusting payments for the cost of living, keeping track of annuitants’ change of address or direct deposit instructions, reporting to the IRS, documenting annuitant deaths, and paying survivor benefits.

Remaining issues include:  

How to deal with adverse selection and selective marketing.   High levels of adverse selection could force high prices and shrink the number of participants choosing to take annuities.  On the flip side, selective marketing could raise profits at the expense of fairness.

Solvency guarantees.  If the federal government required or strongly encouraged the purchase of annuities, buyers might expect it to guarantee those annuities in case of insurance company failure.  If the federal government were the guarantor, then policymakers might want it to also have a role in solvency regulation – setting reserve requirements, investment restrictions and so forth. 
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In this approach a new central administrative authority might be set up – either as part of the government or a new semi-private entity -- to deal directly with annuitants. This Authority would sell annuities to individual retirees and collect their premiums.  It would then package together large pools of annuities and contract with private insurers and other financial institutions.  The private entities would charge the government an up-front premium, in exchange for making monthly payments back to the government to cover the promised payments to annuitants in each pool for as long as they lived.   The Authority’s pricing of annuities to participants would be heavily influenced by the bulk pricing available from private institutions.

The federal government would make the actual payments to annuitants and be the record keeper.  As in the first model, the government would issue TIPS in sufficient volume and duration to back the insurers’ inflation risk.  

This approach could eliminate selective marketing issues, since the federal government itself would be the only entity marketing the annuities.  Adverse selection issues could be somewhat mitigated by the methods chosen to construct pools of annuities from individual participants. 
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If the goal is to produce widespread life annuities at retirement that resemble aspects of Social Security, then the federal government might decide to provide those annuities directly.  The federal government already has experience paying Social Security benefits.  If the federal government were to be the guarantor of individual account annuities, then policymakers might choose to have the government bear the risks, rather than have it regulate and ultimately guarantee the solvency of private insurers. 

Remaining issues involve the investment management function.  Unlike Social Security, genuine life annuities would be wholly prefunded, placing investment management responsibilities on the federal government, unless it contracted out this function.

 The assets  backing universal annuities that are funded with 2 percent of workers’ earnings could amount to 15 percent of GDP when the system is fully mature.  This large volume of funds poses two questions:    

(1)  What investment policy would apply to the funds and who would be responsible for the investments?  Should annuity reserves be invested like the Social Security trust funds, that is, solely in special-issue Treasury securities?  Or should the premiums be invested in a more diversified portfolio?   Diversification into corporate bonds and stocks would produce higher expected returns, but might worry the business community about federal involvement in corporate decisions.  This function might be contracted out to private fund manager similar to the private fund management of TSP funds. 

(2)  How would the funds be viewed in terms of the unified federal budget? Budget scoring rules can affect how policymakers view various types of federal funds when they make taxing and spending decisions.  If annuity premiums are viewed as government receipts, policymakers might be tempted to spend them for current outlays. 

Slide 53


[image: image53.wmf]Budget Scoring Rules

v

Different precedents in budget scoring rules exist 

for how to classify receipts from annuity 

premiums?  

v

Treasury securities

v

Federal loan programs

v

Entitlement programs

v

TSP contributions

v

Federal insurance programs

v

Federal investment in corporate bonds or stocks


Budget scoring rules can affect how policymakers view various types of federal funds when they make taxing and spending decisions.  For example, if annuity premiums are viewed as government receipts, policymakers might be tempted to spend them for current outlays.

There are several precedents for how to how to score annuity premiums.  The report summarized each and we will not review them here, in the interests of time.

 

To wrap up, institutional arrangements for providing widespread or universal annuities to retirees pose a number of important policy questions.  This Panel’s contribution is not to provide the answers, but to help clarify the questions.

Thank you.

[Notes in case of questions on budget scoring precedents.]

Treasury securities.  When Treasury issues securities, no budget transaction occurs. It is simply an exchange of assets.  The government receives cash and issues securities of equal value.  There is no budget outlay and no receipt.  

Federal loan programs.  Under the Credit Reform Act of 1990, federal loan programs are scored similar to Treasury securities.  Loans are an exchange of assets, but the assets are not of equal value if the loan program subsidizes certain groups.  Only the present value of the subsidy is counted as a budget outlay in the year the loan is approved.  

Entitlements programs.  Under the unified budget, Social Security revenues are counted as receipts and benefit payments are counted as outlays.  Reserves held by the trust funds are viewed as government money. 

Federal insurance programs.  Federal insurance activities are generally scored on a cash basis.  For example, Pension Benefit Guaranty Corporation premiums are counted as receipts and pension payments are counted as outlays. Experts have recommended that Federal Credit Reform Act of 1990 concepts would provide better accounting of federal insurance.  

Federal investment in corporate bonds or stocks.  There are conflicting views about how the federal government’s purchase of corporate stocks and bonds should be scored. Office of Management and Budget Circular A-11, a basic document on budget rules, says that such a purchase is a government outlay, while the sale of such assets is a government receipt.  Many budget experts believe it would be more consistent to treat the transaction as an exchange of assets. Consistent with this view, Congress in 2002 allowed the Railroad Retirement Board to invest its assets in stocks and corporate bonds and both the Congressional Budget Office and the Office of Management and Budget scored the transactions as an exchange of assets.

Slide 54


[image: image54.wmf]Individual Account 

Taxation

Lily Batchelder, New York University

v

Tax treatment affects

v

Cost

v

Distribution of benefits

v

Participation rates and levels

v

Tax Treatment of payouts integrally related 

to tax treatment of deposits and investment 

earnings


The tax treatment of individual accounts may fall last in this panel because it probably seems the most boring. But actually it can have a dramatic impact on a number of quite interesting issues.  For example, it affects:

The cost of the accounts;

Who the winners and losers are;

Who participates in the accounts if they are voluntary; and

What the participation levels are. 

In order to get to these interesting issues, though, it is necessary to first understand a little bit about taxing savings in general. What I’m going to do is give you an overview of the different models for taxing individual accounts. Then if people are interested we can talk about the implications afterwards.

The most important thing to understand is that you can’t look at the tax treatment of distributions from individual accounts in a vacuum. This report generally focuses on the withdrawal phase. But, unlike many of the other areas we cover you really can’t think about how payouts from the accounts should be taxed without understanding how contributions and investment earnings were taxed as well.

The reason is something called “tax equivalences,” which I will try to explain briefly and in a fairly simplified way.
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Basically, individual accounts can be taxed at three points. We can tax deposits. We can tax investment earnings. And we can tax withdrawals. 

An income tax generally taxes deposits and investment earnings but not withdrawals. The shorthand is TTE.

So, for example, if you put your paycheck in the bank, your paycheck itself has been taxed before you receive it, and you are then taxed on the interest that you receive when it is in the bank. But you are not taxed when you eventually withdraw and spend the money. 

This is the “normal” way that we tax savings.

A consumption tax is different and can actually operate in two ways at the individual level. 

It can tax withdrawals but not deposits or investment earnings, which is how we tax 401(k)s and IRAs. This is what we usually think of as a consumption tax, where you are just taxed on your paycheck when you withdraw it from the bank and spend it, but not before. The shorthand is EET.

But there is another way that a consumption tax can work. It can tax deposits, but not investment earnings and withdrawals, which is how Roth IRAs work. Basically the earnings on the money you save, which we call capital income, is never taxed.  The shorthand is TEE.

What is important to understand is that, under certain assumptions, these two forms of a consumption tax are economically equivalent. The main assumption is that an individual’s tax rate is constant over time.

And this equivalence is why you can’t understand how to tax payouts without understanding how deposits and investment earnings were taxed. 

The last very general way to tax individual accounts is to exempt savings in them at all three points. This is generally considered a bad idea unless you are trying to redistribute because people who participate in the program can then receive a transfer from the government without increasing their net savings at all – basically through borrowing.
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Of course, we don’t always follow general, theoretical models for taxing savings. So there are also three other approaches out there that I would like to mention.

The first is the deferral model. It is in between an income tax and consumption tax. You are taxed on deposits and investment earnings, but only on investment earnings when you withdraw funds from the account. This is the way we currently treat annuities and deposits to 401(k)s that are above the contribution limits.

The second is the way we tax Social Security, which is completely different. We tax 50% of deposits because the employee share of payroll taxes is after-tax. We then tax nothing else if you are low-income. But we tax between 50-85% of benefits if you are higher-income. (I should emphasize that these percentages do not refer to your tax rate, which is much lower, but to the portion of benefits that you have to include income.)

What this means is that Social Security model is more favorable than a consumption tax or income tax for lower-income workers, but it’s less favorable than either for higher-income workers. For workers in the middle, it’s a bit like a consumption tax.

The last model isn’t really a model exactly, but more of a tweak. Any of these models that I’ve described can be combined with tax credits. 

For example, right now we have a Saver’s Credit in the Code where low-income people get a tax credit that matches up to 50% of any funds that they deposit in a retirement account. 

There are a couple of important advantages of tax credits. 

First, if the accounts are voluntary and you want to provide everyone with the same incentive to participate in the program then you are going to want to use tax credits. This because deductions and exclusions provide larger incentives to higher-income people on a proportionate basis and both the consumption tax models and the deferral model rely on deductions and exclusions. 

The other advantage of tax credits is that they can be made refundable, which means that people can receive the incentive or subsidy even if they don’t have any federal income tax liability. This important because more than a third of taxpayers actually don’t pay any federal income tax, although they do pay a number of other taxes. So if an individual account program is voluntary, the only way you can provide tax incentives to all workers to participate is generally through refundable tax credits.
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Before closing, there are two final thing I want to emphasize.

First, I have been discussing general models for taxing individual accounts.   But there are also a number of ways that the tax code can be used to promote specific policy objectives regarding them. 

For example, you could say that married couples can only receive the full tax benefits associated with the account if they split their contributions equally.

You could create tax incentives to annuitize.

Or you could impose tax penalties for pre-retirement withdrawals. 

Also, I have only been discussing models for taxing individual accounts themselves.  But if the accounts are voluntary and created as part of the Social Security system, policymakers may want to rethink the tax treatment of traditional Social Security benefits.

All of this is to say that tax issues actually bear on a number of the topics that we have been discussing and that we will be discussing the rest of this afternoon. 
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Our next speaker is Kilolo Kijakazi now of the Ford Foundation.  Kilolo was with the Center on Budget and Policy Priorities when she joined the panel.  

Just as most discussion of individual accounts has focused on the accumulation phase, rather than the payout phase, most attention to the payout phase has focused on retirees.  The impact of new policies on other people who might be affect by – or have rights to – new accounts has received far less attention.  This panel focuses on three important groups:  disabled workers, spouses, and children. 
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Of the 47 millions individuals receiving Social Security benefits, only about half receive benefits solely as retired workers, while the other half receive benefits based on disability or family relationship to a worker.

About 12 percent of people receiving Social Security are disabled workers.  (Although it is preferable to refer to “people with disabilities” rather than disabled people, the term “disabled worker” is a term of art in the Social Security system.)

Roughly 30 percent (who are overwhelmingly women) get benefits based, at least in part, on a spouse’s work record.  Many of these women are “dually entitled” – that is, they qualify for Social Security benefits as retired workers, and are entitled to a higher benefits as wives, widows or divorced wives.  In this case, their benefits are based on their own records, plus a supplement up to the amount of the benefit as wives, widows, or divorced wives.

Finally, about 8 percent of Social Security beneficiaries are children who get benefits when a parent dies, becomes disabled or retires.  The children include minor children under age 18 and about 750,000 adults who receive benefits as disabled adult children, based on a parent’s work record. 

The traditional Social Security program is social insurance that provides workers and families with protections against economic insecurity due to prolonged disability or the death of a family worker, in addition to providing benefits in retirement. Through universal participation, Social Security pools risks broadly to provide a basic level of economic security to all. Because assets in individual accounts are not expected to spread risk the way insurance does, it is important to examine how new accounts might interact with Social Security benefits for spouses and surviving spouses, disabled workers and their families, and for children.
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If individual accounts are part of Social Security, there are important questions regarding how the new policies will affect this “other half” of beneficiaries.

If Social Security benefits are reduced or “offset” because part of Social Security taxes are shifted to individual accounts, how will those offsets apply to disabled workers?  How will such offsets affect families who receive benefit on a worker’s account?

As Steve Goss discussed, “worker-specific offsets” are designed as part of plans that permit workers to shift Social Security taxes to personal accounts on a voluntary basis.  Other plans may shift funds to personal accounts on a mandatory basis – and offset benefits across-the-board to accommodate the  change.  These policies could have unintended effects on families and on benefits for disabled workers unless these benefits are explicitly addressed.  

What rights will disabled workers, spouses, and children have to the funds in the personal accounts?  If they have rights, when can they exercise those rights.  These are key policy questions.  
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Finally, if newly created individual savings accounts are NOT part of Social Security, important policy questions remain about how these accounts that are designed with retired workers in mind would apply at other life events.

We have a variety of precedents for answering these questions:  in federal policies with regard to IRAs, private pensions, public employee pensions, and in state family law.  

If we set up new retirement savings accounts – beyond those that already exist – which of the existing precedents will policymakers want to follow in deciding rights of family members to the accounts?  

We turn to spousal rights, first.  
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About 14 million individuals – 30 percent of all beneficiaries – receive Social Security benefits based at least in part on a spouse’s work record.  These beneficiaries are overwhelmingly women.  About 6 million women are entitled to Social Security as workers and to higher benefits as widows, wives, or divorced wives.  Another 7.8 million women receive Social Security solely as widows, wives or divorced wives. 

Individual accounts pose new questions about what rights spouses and widowed spouses would have to the accounts.  Answers to these questions are particularly important if accounts are designed to replace a part of Social Security benefits.  

Questions include: how would spousal rights be addressed during marriage?  What would happen to accounts at divorce?  Would married persons automatically inherit the account when their spouses die?   There are many precedents for answering these questions. 
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Social Security provides spousal benefits to wives, widows, husbands, and widowers, disabled widowed spouses, as well as to ex-wives and ex-husbands, protecting them against the income losses of a worker’s death, retirement, or disability.  Spousal benefits are paid only to the extent that the benefit exceeds what the spouse would receive based on his or her own work record.  These benefits are paid for life, keep pace with inflation, and are provided without reduction in the benefit paid to the worker.  The cost of paying spousal benefits is spread among all participants in Social Security.

 Federal rules set spousal rights for private pensions, IRAs, and 401(k) plans.  Private defined-benefit plans require that a widowed spouse receive at least a 50 percent survivor pension from the plan, unless the spouse waived that right.  The survivor pension lowers the pension for the retiree, as Jeff explained earlier.  IRAs, in contrast, provide no special spousal rights, although the accounts can be divided as part of a divorce settlement.  401(k) plans are between pensions and IRAs.  If a 401(k) account holder dies, the spouse would receive the account unless he or she previously consented to have it go to someone else.  If the 401(k) account holder rolled over the account into an IRA, the IRA rules apply and spouses lose the automatic survivor protection.  

A third precedent is family property law, which is determined by states and varies from state to state. Common law states consider the title-holder to be the owner of the property, although all common law states now call for equitable distribution of property at divorce or death.  The nine community property states (which include 29 percent of the U.S. population) view property acquired during the marriage as belonging equally to husbands and wives.  As family structures have grown more complex (children from multiple marriages, for instance), states have adopted varying solutions to resolve issues presented by contemporary family life.  Most states—both common law and community property—allow state rules on property rights to be overridden by a contract that is mutually and fairly agreed to by the husband and wife before or during a marriage or at divorce.
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If policymakers wish to implement uniform spousal rights under an individual account system, they will need to define the rules explicitly in federal law.   Absent that, state courts and legislatures will make decisions about spousal rights. These decisions will lead to different treatment of spousal rights for account holders residing in different states.  It may also lead to changes in the property treatment of accounts when account holders move between common law and community property states. 

The advantage of having national rules is clear:  they ensure uniform treatment for all account holders, no matter where they work or reside.  Moreover, uniform rules can reduce costs by reducing the need for lawyers to represent the rights of account holders and spouses and by simplifying plan administration.  But creating federal policy on spousal rights in an individual account system would require making tradeoffs. Because individual accounts are a finite pool of assets, when one person receives a share, another person’s share is reduced.  

 Letting states decide spousal rights would not provide the uniformity. But, at least arguably, state decisions might ensure more equitable treatment for individuals.  State courts, for example, routinely decide how to divide the martial property of divorcing spouses who have been unable to reach settlement.  Other retirement accounts (such as IRAs and 401(k)s), are already subject to division by state courts at divorce.  The advantage of this approach lies in its flexibility: one divorcing spouse might want to exchange his or her right to a retirement account for the family home, while another divorcing spouse who expects to live a long life might prefer the interest in a retirement account.  State courts might arbitrate these disputes and supervise settlements that better address the martial breakup circumstances.

 At the same time, relying on states courts could pose problems for low- and moderate-income individuals who are unable to afford lawyers. It is important to recognize that at least one party in family law proceedings typically does not have a lawyer.
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If establishing spousal rights, policymakers may consider how accounts are treated at different distribution points: during marriage, at divorce, at death, or at retirement.  Karen covered many issues about retirement.

 During marriage, one option would be to divide account contributions equally between husbands and wives, building community property principles into the account system.  Another approach would credit each spouse with her or his own personal contributions.  A related issue is whether a married account holder would need spousal consent to take money out of the account or borrow it, if such access were allowed at all.  If a spouse has a future claim on the account funds at widowhood or divorce, then spousal consent to use the funds for other purposes might be warranted.  

At divorce, would accounts be automatically divided under federal rules?  Or would state courts have authority to reallocate account funds as part of an overall divorce settlement?  If funds are transferred at divorce, would funds acquired be accessible?  As Peter discussed, many Social Security reform proposals ban access to fund before retirement.  Would that ban apply to funds acquired at divorce?  

At a worker’s death, would the account automatically go to a widowed spouse, or could the accountholder name any death beneficiary he or she chose? 

These questions are explored in depth and options are examined in the Spousal Rights chapter of our report.
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Administering spousal rights in an individual account system could impose new reporting and verification requirements, beyond those faced by the Social Security system.

Social Security benefit entitlement is generally based on family relationships in existence when individuals establish entitlement to benefits – when workers retire, die, or become disabled.  The system does not need to track marriage and divorce over the working life.  If individual accounts required ongoing updates on the account holder’s family status before becoming entitled to benefits, Congress would need to authorize new administrative arrangements for reporting and resolving disputes or discrepancies in marital status.  Additionally, the ongoing updates would need to account for less formal family relationships such as common law marriage (recognized by some states, but not by all), informal separation or abandonment, or parent-child relationships.

The current Social Security benefit structure provides a strong incentive for individuals to report and document family relationships.  Spouses and divorced spouses receive benefits in addition to those paid to workers, with no consequent reduction in workers’ own benefits.  By contrast, if individual accounts were divided between husbands and wives, either by contribution splitting year-by-year or by dividing accounts at divorce, account holders might fail to report a marriage because they do not want a spouse to receive funds at their own expense.  Policymakers would need procedures to track marriage and divorce and to hear and resolve disputes.

Any individual account proposal must look beyond the individual account holder and address the issues of spousal rights to the account during marriage, at divorce, at retirement, and at death.  A clear articulation of congressional intent as to the rights of current and ex-spouses would be necessary to clarify the process of payouts from individual accounts.
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When considering individual accounts as part of Social Security, it is important to take account of disabled-worker beneficiaries and their families. (Although it is preferable to refer to “people with disabilities” rather than disabled people, the term “disabled worker” is a term of art in the Social Security system.)  In 2003, about 16 percent of all Social Security beneficiaries were disabled-worker beneficiaries and their dependent children or spouses.
 
The test of disability in the Social Security program is strict – the worker must be unable to work because of a medically determinable physical or mental impairment expected to last for at least one year or to result in death within a year.  The person must also have recent work in employment covered by Social Security.  For those who qualify, Social Security disability benefits begin five full months after the onset of the disabling condition.  In this report, we assume that any individual account proposal would continue this disability definition for Social Security benefits.
About 5.9 million individuals aged 18-64 received Social Security disabled-worker benefits in January 2004; their average benefit was $862 per month, or about $10,000 per year.  In addition, 1.6 million children of disabled workers received benefits, averaging $254 per month.
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When compared to other people aged 18 through 65, disabled-worker beneficiaries are disproportionately male, due in part to men being more likely than women to have the recent work needed to be eligible for benefits.  About 60 percent of disabled workers are men.  As women are working more continuously than in the past, more women will be insured for disability in the future.
 When compared to other working-aged adults, disabled-worker beneficiaries are more likely to be:
      Black or Hispanic (17 percent compared to 10 percent); 50 years of age or older (60 percent compared to 21 percent); Unmarried (51 percent compared to 42 percent); Divorced (24 percent compared to 12 percent); Without a high school diploma (37 percent compared to 13 percent);  Without education beyond high school (75 percent compared to 48 percent);  Living alone (23 percent compared to 11 percent)
 The median adjusted family income of disabled-worker beneficiaries is about half that of other people aged 18-64.  Disabled workers are at high risk of being poor or near poor, with family income below 125 percent of the poverty threshold.  About 34 percent of disabled workers are poor or near poor, compared to 13 percent of others aged 18-64.
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Peter pointed out the difficulty a sustaining a ban on account holders’ access to the money when they need it.  The case for allowing access might become more compelling if the worker were disabled.  As noted earlier, disabled workers are financially vulnerable and must wait at least five months after they were no longer able to work to receive benefits that replace a fraction of their prior earnings.  Also, disabled workers must wait another two years before they gain Medicare coverage.  A hardship case for access to the individual account might be compelling, particularly if these workers expect to die before retirement.
 
One rationale for banning early access to the funds is that workers will need the money for retirement.  But if an account holder were terminally ill, this rationale would not be convincing.  Should policymakers allow an exception to the ban on access if an account holder is terminally ill?
 
Another rationale for banning access to the account is that the money would be needed to provide some protection for an account holder’s spouse.  Again, this rationale is not compelling for account holders who are single and terminally ill.  Should policymakers consider early withdrawals in this case?
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As Jeff reported earlier, some individual account plans require that accounts be used to buy retirement annuities and require that married retirees buy joint-life annuities.  The purchase of annuities raises different issues with regard to individuals who enter retirement as disabled workers or spouses of disabled workers.
 
In 2002, 11 percent of the individuals claiming Social Security retirement benefits did so after receiving disability benefits prior to retirement.  Would these retirees be in the annuity pricing pool on the same terms as other retirees?  Ideally, the appeal to consumers of risk pooling in annuities means that everyone in the pool has an equal chance of at least being average, and a chance of at most living longer than the next person.  For disabled retirees, the odds might work against them.  An individual account plan might create a special disabled retirees annuity pool that provides more favorable pricing for this group.  It is possible, however, that this choice might lead to higher-cost standard annuities for those without evidence of substandard life expectancy.
 
Aside from concerns about pricing fairness, two additional outcomes need to be considered that apply specifically to disabled workers and their spouses.  First, a disabled worker’s individual account might be significantly smaller than it would have been at normal retirement age, producing a much smaller annuity, which would be reduced even further due to a joint-survivor mandate.  And second, if the disabled worker dies earlier than most non-disabled workers (as is sometimes the case), the disabled worker’s spouse would need to live on a survivor annuity for more years than would a non-disabled worker’s spouse.
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If one group of account holders, such as disabled workers, receives special options not afforded all account holders, lawmakers might be pressured to expand the special options to the entire universe of individual account holders.  Further, any special options designed specifically to enhance the economic security of disabled workers might inadvertently encourage more workers to file for disability benefits.
As Steve Goss reported earlier, benefit offsets are typically designed with retirement benefits in mind.  Depending on how they are designed, the offset could have unintended effects on the benefits of disabled workers or other beneficiaries who may not share in the proceeds of the individual account.  These offsets usually differ depending on whether participation in the accounts is mandatory or voluntary.
 Consider a case in which individual account participation is mandatory.  Of the many ways of adjusting the defined benefit formula to accommodate this change, one simple approach would be to gradually phase in reductions in the primary insurance amount formula used to calculate Social Security benefits.  This type of change could affect beneficiaries who might not benefit from creation of the individual account, such as young disabled workers or young survivor beneficiaries.
 Chapter 7 of our report explores six possible payout designs for disabled workers depending on the nature and purpose of the individual account proposal.  Option One – Access at Disability Onset: The IRA Approach – is based on the precedent of individual retirement accounts and other savings that supplement Social Security.  The five other options explore disability payout rules in plans where accounts are meant to partially fill the role of Social Security defined benefits at retirement.  Option Two – Treat Disability Like Retirement – would simply apply the retirement rules of the generic plan to the case of disability.  The lower retirement benefit would be paid at disability onset.  Option Three – Mandate Private Disability Insurance – explores the notion of adding mandatory private disability insurance to Option Two, and preserving the account for retirement.  Options 4, 5, and 6 all pay higher disability benefits than retirement benefits.  In these options, a new issue arises about how to get a relatively smooth transition from disability to retirement benefits for disabled workers who live that long.  Option Four – Pay a Higher Disability PIA and Take Back the Account – explores introducing a higher defined benefit for disability than for retirement.  In return, the disabled worker’s individual account would be turned over to the disability insurance trust fund.  Option Five – Pay a Higher Disability PIA and Preserve the Account for Retirement – seeks to avoid the potentially unpopular feature of taking back the individual account at disability.  Option Six – Pay a Higher Disability PIA that Shifts to a Blended PIA and Annuity at Retirement – would, like Option Four and Five, pay a higher PIA for disability than for retirement.  At retirement, the disabled worker would shift to a somewhat lower PIA and start receiving an annuity from the account.
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About 3 million children under age 18 received Social Security in December 2002.  These child beneficiaries represent about 7 percent of all Social Security beneficiaries and 4 percent of all children in the United States.  About half of child beneficiaries are survivors of deceased workers, 38 percent are dependents of disabled workers, and about 12 percent are children of retired workers.  Another 2 million children live in families in which another member receives benefits from Social Security.  

Adults who have been severely disabled since childhood (before age 22) are eligible for benefits on the same terms as minor children, becoming eligible for benefits when a parent dies, becomes disabled, or retires.  About 749,000 disabled adults—the majority of whom were diagnosed with mental retardation—received these benefits in December 2002.  Like minor children, disabled adult child beneficiaries could be considered for special protections in the design of an individual account plan that is part of Social Security.

In total, 5 million children receive part of their family income from Social Security.
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Benefits for young survivor families are based on the same primary insurance amount formula used for retirement benefits.

The average monthly Social Security benefit for a widowed mother with two or more children was $1,909, or about $22,900 a year in January 2004.  The benefits keep pace with inflation and continue until the child reaches age 18, or 19 if he or she is still in higher school.  Surviving children are eligible for a benefit equal to 75 percent of the deceased workers’ PIAs.  A family maximum limits the total monthly benefits payable to a family of three or more.

Social Security is the main source of life insurance for most families with children.  According to actuaries at the Social Security Administration, Social Security protection had a net present value equivalent to a life insurance policy with a face value of $403,000, and a disability policy with a present value of about $353,000 for a young average earner with a spouse and two young children in 2001.
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As Steve Goss explained earlier, reductions in traditional Social Security benefits due to the creation of individual accounts can be designed and applied in a variety of ways.  Chapter 8 in our report considers some options if policymakers wanted to avoid applying offsets to benefits of surviving children and disabled adult children.  Similar to the options described by Marty for dealing with benefits for disabled workers and their families, the options for children’s benefits include shielding children’s benefits from any reductions, mandating the purchase of private life insurance, and providing no special protections for child beneficiaries.
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Chapter 8 also considers whether, and to what extent, children would have any special rights to, or claims on, their parents’ accumulated individual accounts.

 

As Joan explained earlier, wives and husbands often have certain minimum inheritance rights under state law, and ERISA spells out additional rights of spouses to pensions accumulated under tax-favored employer-sponsored retirement schemes.  Would, or should, children, including disabled adult children, have any special rights to individual accounts in the event that a parent died before retirement?

 

Most individual account plans specify inheritance rights only for widowed spouses and only for a current spouse.  If there were no spouse, most plans would let the account holder pick anyone he or she chose as the death beneficiary.  In this case, the account holder could name someone other than dependent children, or name only some children and leave out others.  As we saw with spousal rights, policymakers will need to decide whether to have uniform federal policies concerning children’s rights or to leave the issues to state jurisdiction.  In addition, members of Congress will need to address the following questions:

 

 Would a widowed spouse with children have access to the inherited funds for immediate needs?

 If children and a widowed spouse live in separate households, how would interests of each be accommodated?

How would child support requirements affect distribution of accounts at a parent’s death?
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Almost all individual account proposals allow account holders to bequeath their funds to heirs if death occurs before retirement.  At the same time, proposals financed with Social Security taxes usually limit or foreclose bequests by such features as mandatory annuitization, or mandatory transfer of the account to a widowed spouse or, as suggested earlier, special inheritance rules for children.  These constraints on bequests are generally motivated by a desire to preserve benefits that Social Security now provides (such as income for life and financial protection for widows). To the extent that funds from Social Security taxes are paid to heirs who would not otherwise be eligible for Social Security (such as non-disabled adult children, siblings other relatives, friends, or institutions), either more money would be needed to pay eligible beneficiaries or the account recipient’s benefit would need to be offset in some way.

In conclusion, this Uncharted Waters Panel is a major contribution in thinking through the technical details of individual account proposals.  The attention to payouts from accounts – and in particular to payouts for spouses, children, and disabled workers – is an important aid to policymakers.  
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Report shows four options:  (1) Broad access to retirement funds; (2) Mandatory annuities with special protections; (3) Option 2 as a default; (4) Option 2 only up to some level.



Should the purchase of annuities in an individual account program be mandatory?  Compulsory annuities would eliminate the risk that people would outlive the money in their accounts, and they cost less, on average, because short-lived people are required to buy a product that might not be a good deal for them Optional annuities cost more because people with short life expectancies tend not to buy them while people who expect to live a long time are more likely to annuitize.

The report considers four potential options for retirement payouts.  One option gives retirees Unconstrained Access to their accounts.  It is based on the federal employees’ Thrift Savings Plan.  A second option is at the other end of the spectrum; it requires the purchase of annuities that are indexed for inflation and that automatically provide survivor benefits for widowed spouses.  A third option makes annuities the default, but would allow other payouts, while the last option requires annuities only up to some level.

This policy decision is likely to be influenced by the purpose of the accounts, the level of Social Security defined benefits that go with the accounts, and whether people are required to have accounts.  If the accounts are supposed to provide basic income security, policymakers might want mandatory, inflation-indexed annuities with spousal protections. On the other hand, if the accounts are voluntary savings on top of traditional Social Security, policymakers might favor the broader choices of option one. 
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Social Security is the major source of income for most retired Americans. About 90 percent of people aged 65 and older receive benefits.  For two in three of those beneficiaries, Social Security is half or more of their total income.  Women without husbands are the most reliant on Social Security benefits.  For three in four elderly unmarried women receiving Social Security, the benefits are more than half their income.  For nearly three in ten of such women, Social Security is their only source of income.  

Social Security benefits alone do not provide a comfortable level of living.  The average benefit for a retired worker was about $922 a month, or $11,060 a year in 2004.  Under current Social Security law, benefits for future retirees are scheduled to rise in real terms.  Benefits will grow somewhat more slowly than earnings, however, because the 1983 law raised the “full benefit age” from 65 to 67.  That law phases in over the next 20 years.  Although the real level of benefits will be higher, benefits for 65-year-old retirees will replace a smaller share of prior earnings than is the case today or at any time in the last 30 years.  Because Social Security is not in long-run financial balance, other changes might be enacted that would either raise revenue or lower benefits.  
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Offsets Based on Hypothetical Individual 
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Annuity value of hypothetical account relative to actual individual account annuity

		(1) Hypothetical Account Offset Larger Than Actual Account Annuity		(2) Hypothetical Account Offset the Same as Actual Account Annuity		(3) Hypothetical Account Offset Smaller Than Actual Account Annuity

		Traditional Social Security retirement benefit		$1,200		$1,200		$1,200

		Hypothetical annuity value reduces Social Security benefit		-450		-300		-150

		Net traditional Social Security benefit		$750		$900		$1,050

		Plus actual individual account annuity		+300		+300		+300

		Total retirement income		$1,050		$1,200		$1,350





























A number of proposals that would permit workers to shift Social Security taxes to personal accounts would base an offset on a hypothetical account – that is, the offset would be based on the value of Social Security taxes put into the actual account plus some predetermined interest rate, such as the rate for U.S. Treasury bonds.  Contributions to the actual account plus the accumulated predetermined interest are tracked in hypothetical, or shadow, accounts.

In this example, Joan’s traditional Social Security benefit is $1,200 and the annuity value of her actual individual account is $300 per month.  If the returns on her hypothetical account exactly matched the returns on her actual individual account (as in scenario 2), her offset would reduce her traditional benefit by $300 and her combined retirement income would be increased by her $300 individual account annuity, resulting in no change in net retirement income.  Scenarios 1 and 3 illustrate Joan’s combined retirement income if her hypothetical account annuity did not match the returns to her actual account.

The predetermined interest rate used to calculate the value of the hypothetical account, which differs depending on the proposal design, is generally set so that plan participants would have a chance of achieving a better realized yield on their actual account investments (but that still fully compensates the Social Security trust funds).  How an account actually performs, of course, depends on a participant's investment choices and on market performance.
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The pros and cons of allowing early access to individual accounts will depend, in large part, on the intended use of the accounts, whether people have any choice about whether to participate, and whether the accounts are viewed as personal property.  If the accounts are supposed to provide baseline economic security in old age, the case for banning early access is strong.  Leakage from the accounts could seriously erode security in old age. Yet, if the purpose of the system is to expand opportunities for voluntary retirement saving, then early access might encourage more people to save and to save more than they otherwise would. 
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Compared to withdrawals, loans have the advantage of limiting permanent losses from the accounts, if the money is paid back with interest. The opportunity to borrow funds appears to increase participation in 401(k) plans to some degree.  The main drawback of loans is their greater administrative burden.  Employers with 401(k) plans are urged to think through the administrative burden of loans before offering them.  



Restricting access to only certain uses of the funds has the advantage of limiting leakage from the accounts.  On the other hand, documenting reasons for loans or withdrawals involves more administrative tasks, and may require an appeals process if some loans are denied.  



Experience with the federal employees’ Thrift Savings Plan and IRAs show a general trend to reduce restrictions on early access to funds over time.  When the TSP began in 1984, it offered only loans for specified purposes.  1996 changes expanded access to loans for any reason and withdrawals for hardship.  
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If access to individual accounts is allowed but restricted in some way, a gatekeeper will be needed to determine whether a particular withdrawal is allowed.  When access is denied, procedures will be needed to give participants an opportunity to have a denial appealed and reconsidered.  

Employers who sponsor 401(k) plans are responsible for deciding whether employees’ withdrawals or loans comply with rules of the plan and with the Internal Revenue Code.  The employer bears the risk of losing tax-favored status for the entire plan in case of wrongful determination, although the Internal Revenue Service can levy lesser penalties.  

A new national system of individual accounts will pose new questions about:

what entity would play the gatekeeper role;

what incentives would prompt the gatekeeper to prevent wrongful withdrawals;

what penalty would be imposed for non-compliance;

and on whom the penalties should fall.



If the overall purpose of the accounts is retirement income security, a penalty on the accountholder for a wrongful withdrawal might undermine the ultimate goal. 
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Third Parties, Means Tests, 

Sustaining a Ban on Access

		If accountholders have access, creditors might have a claim

		If accountholders have access, means-tested programs might require a spend down

		Sustaining a ban might be an ongoing challenge





Finally, early access to the accounts can be a two-edged sword.  Account holders’ access to their own retirement funds may mean that third parties can also make a claim on the funds in cases of bankruptcy, divorce, or unpaid federal taxes.  Further, some means-tested benefit programs treat accessible retirement funds as countable assets for the purposes of determining benefit eligibility.  In such cases, if the account holder has access to the money, he or she must spend it to qualify for assistance.



No U.S. precedent yet exists for a total ban on access to individually owned retirement savings accounts.  If policymakers create such a ban, history suggests that they will face pressure to ease the restrictions.  Sustaining limits on access to retirement funds that are required for income security, but that account holders view as their own money, is an important issue and likely to be an ongoing challenge. 







NATIONAL
ACADEMY
OF-SOCIAL
INSURANCE





INSURANCE

Uncharted Waters:

Paying Benefits From Individual Accounts
in Federal Retirement Policy

Study Panel Final Report








_1168095899.ppt


Competing Goals

		Ease of access:  (a) unrestricted withdrawals or loans. 

		Retirement security:  (a) No access at all; (b) Only loans, only for good reasons. 

		Administrative efficiency:  (a) No access for any reason; (b) Withdrawals for any reason.  





Early access rules create tensions among three competing goals: ease of access, retirement security, and administrative efficiency.

Participants will want easy access to their money when they need it.

But the goal of retirement security calls for minimizing leakage from the accounts by banning early access.  Yet, if access is allowed, the retirement security goal argues for restricting access to only loans and only for hardship.

The competing goal of administrative efficiency also argues for a total ban on access.  As a second choice, administrative efficiency points to the opposite policy of allowing unrestricted withdrawals.  More administrative resources are needed to process loans, which involve repayments, and to restrict reasons for withdrawals, which requires documentation, decisions, and perhaps a right to review when access is denied. 
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Precedents and Proposals

		IRAs generally allow access.

		401(k) have some restrictions, but funds are often accessible.

		Social Security is not available except at entitlement in law.

		Many proposals for Social Security accounts would ban early access. 





Individual retirement accounts (IRAs) allow unlimited access as long as account holders pay taxes and, in certain cases, a 10 percent tax penalty on amounts withdrawn.

Employer-sponsored 401(k) plans permit somewhat more limited access, but employees can usually get the money if they need it—through a loan or hardship withdrawal, or by leaving the job and cashing out the account.

Many U.S. proposals that envision individual accounts as a partial replacement for Social Security retirement benefits would totally ban early access to the money. 
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       Divorce, Disability, Early Death 

and  Worker-Specific Offsets

		If accounts are divided at divorce, should offset obligations also be divided?

		Will offsets apply to disability benefits, or only to retirement benefits?

		What offset policy is most appropriate for young survivor families?  

		Would offsets affect bequests when workers die and no traditional benefits are payable?





At divorce, if the proposal mandates (or permits) a division of accounts between husbands and wives, some conforming rules might be needed for worker-specific offsets.  For example, if the personal account is viewed as an “asset’ in divorce proceedings, should the accompanying offset be viewed as a “debt?”  Would the debt transfer with the asset, or remain with the original account holder?  A case might be made for either approach.

Worker-specific offsets could be designed to exempt disabled-worker beneficiaries from the offset until they reach retirement age.  

Similarly, when a worker dies leaving minor children (or disabled adult children), policymakers could decide to not reduce the benefits payable to the children.  A key question is whether a worker’s decision to shift Social Security taxes to a personal account should affect family life insurance protection otherwise provided by the worker’s earnings and contribution history.  

If the account is bequeathed to heirs, but no traditional benefits are payable, how, if at all, would the offset apply?  
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Worker-Specific Offsets

		The Panel’s work is an exploratory effort to identify the many questions that can arise in applying worker-specific offsets in plans that allow workers to shift part of their SS taxes to individual accounts.  





The application of worker-specific offsets could produce many different outcomes.  

Chapter nine in this report is a first step toward exploring details of worker-specific offsets and their consequences for workers and families in different circumstances.  We believe we have succeeded in posing thoughtful  questions, even if the Panel does not offer answers to all of them.  
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Administrative Issues

		What event would trigger retirement offset?

		Offsets and Mandatory Annuity Thresholds

		Offset Accountability

		Minimum Benefit Guarantee





An offset proposal would need to specify what event would trigger the calculation and application of a worker-specific offset.  If an offset were to reduce traditional Social Security benefits, it would make sense to calculate the offset no earlier than when benefits were initially claimed.  This policy would insure that the offset is based on all the taxes shifted to the individual account and that no retirement benefits could be received without offset.

If initial withdrawal from the individual account triggered the offset, the proposal would need to ban early withdrawals.

If an individual account proposal requires annuitization of the account up to a prescribed level, this intent would need to be coordinated with the application of a worker-specific offset to determine the actual level of benefits.

When designing an offset mechanism, the decision must be made whether each individual account holder would be legally responsible for his or her entire offset, or if it would be assumed that any overall target offset amount would be met across the entire individual account population.  If a worker dies before his or her entire offset is recovered, other workers might be called on to make up the difference.  Conversely, long-lived workers might incur a greater offset than indicated by his or her account.

If an individual account proposal includes a minimum benefit guarantee, the offset mechanism would be expected to apply firsts, with a subsequent determination on a case-by-case basis of whether additional payments were needed to meet the guarantee.
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Social Insurance and Property



		Social insurance features

		Property features

		Issues





Owning and controlling property is the mainstay of a capitalist economy.  Individual are encouraged to own property – land, buildings, financial resources, or other types of assets – not only to stimulate economic well being but also to help raise one’s standard of living.



Property ownership is essentially a bundle of rights created by law.  Individual ownership generally implies control of the owned asset (and to exclude others’ rights to that asset), and ownership grants the holder wide discretion in asset consumption. However, these rights may be limited by the nature of the property right, by regulations, spousal rights, creditors’ claims, or when owner rights would reduce or infringe on the rights and security of others.



Property ownership carries with it a certain amount of risk.  The assumption of risk is a key component of a capitalist ownership system, with greater rewards generally related to greater risk.  Property owners can buy private insurance for some types of property risks, such as fires or theft, but some economic security risks, such as becoming disabled or living to very old age, are less commonly insured in the private market.



Social insurance emerges, in part, as a response to market failure in private insurance.  Other rationales for social insurance build on the notion that a competitive economy sometimes fails to provide for all individuals, exposing them to risks outside their control and not commonly insured by the private market.  Some workers earn low wages over their entire work careers and cannot save adequately for retirement, while others face circumstances that significantly derail their ability to save.  A prolonged period of involuntary unemployment, sickness, or incapacity can deplete whatever savings have been set aside for the future.  Social insurance, through universal participation, pools risks broadly to provide a basic level of economic security.



Social insurance has played an important role in many nations by protecting individuals from risks inherent in competitive economies.  In the United States, social insurance programs compensate workers who are laid-off from their jobs or are injured on the job  Social Security, the nation’s largest social insurance program, provides workers and families with benefits in retirement as well as protections against economic insecurity due to prolonged disability or the death of a family worker.  Social Security benefits are closely tied to work and past wages from which contributions were paid.



Individual accounts are typically considered to be personal property, while the traditional Social Security program is social insurance.  Both property and social insurance are important components of retirement security; each has particular strengths, but they differ in important respects.  



Purpose. A 401(k)-type savings plan gives workers a chance to save for retirement on a tax-favored basis.  Social Security provides a basic wage-replacement income for almost all American workers and their spouses and widowed spouses.  Social Security also provides basic insurance protection when families lose wage income due to the disability or the death of a worker.



 Relation of contributions and payments.  401(k)-type holders get out what was put in, plus investment returns, minus administrative costs. Social Security pays more relative to contributions to: (a) low earners; (b) some widowed and divorced spouses, who receive benefits without paying more; (c) disabled workers and young families of deceased workers, who have disability and life insurance protection; (d) larger families, because benefits are paid for children without paying more; and (e) people who live a long time have the guarantee of inflation-indexed benefits that last for life. Groups who receive less relative to past wages and contributions have the opposite characteristics: higher earners, dual-earner couples, single workers, childless workers, and those who die early without family members eligible for survivor benefits.



Choice.  While 401(k)s offer broad choice in payouts, Social Security offers little or none. 
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Plan for Today 

		Three panels



Retirement and Pre-retirement payouts

Institutional Arrangements for Annuities

Spousal Rights, Disability, and Children, Life Insurance, and Bequests

		Question and answer session following each panel

		Two breaks





An issue for co-chairs is whether we want to reorder in any way:

Panel One  -- Retirement and Pre-Retirement

		 Financial demographics – Lisa

		 Retirement payouts – Jeff

		 Married couples and annuities – Karen

		 Worker-specific offsets – Goss

		 Pre-Retirement access – Peter

		 Tax treatment – Lily





Institutional Arrangements for Annuities

		 Overview – Howell

		 Private provision – Doug Elliott

		 Public provisions – Jane Ross (Virginia?)



Spousal Rights, Disability, Life Insurance Children

		Spousal rights – Joan

		Disability – Marty

		Children – Kilolo (Maya?)

		Wrap-up - Maya









NATIONAL
ACADEMY
OF-SOCIAL
INSURANCE





INSURANCE

Uncharted Waters:

Paying Benefits From Individual Accounts
in Federal Retirement Policy

Study Panel Final Report








_1168094098.ppt


Paying Benefits from Individual 

Accounts in Federal Retirement Policy

A Study Panel Final Report

National Academy of Social Insurance

January 26, 2005



Panel Co-Chairs:

Kenneth S. Apfel, U. of Texas

Michael J. Graetz, Yale Law School



Any new system of universally available individual accounts requires answers to three broad questions: How will money get into these accounts? How will the funds be invested and managed? How will workers and their families get  payments from these accounts? 

Questions surrounding the “payout” phase — how people would receive their funds after retirement or in case of death or disability—have often been neglected.  This Study Panel report examines these largely unexplored issues in depth.

We have an extremely talented Panel of more than two dozen knowledgeable, energetic and politically diverse experts to tackle these questions.   The list of Panel members and their bios are in your folders. I would like to introduce the panel members and ask them to stand and be recognized. 



Lily Batchelder, Assistant Professor of Law and Public Policy, NYU School of Law

Ray Boshara, Director, Asset Building Program, New America Foundation

Jeffrey Brown, Assistant Professor of Finance, University of Illinois at Urbana-Champaign

Craig Copeland, Senior Research Associate, Employee Benefit Research Institute

Douglas Elliott, President, Center on Federal Financial Institutions

Joan Entmacher, Vice-President and Director of Family Economic Security, National Women's Law Center

Martha E. Ford, Director of Legal Advocacy, The Arc of the United States and United Cerebral Palsy

Douglas Fore, Director of Portfolio Analystics, TIAA-CREF Investment Management

Fred Goldberg, Attorney, Skadden, Arps, Slate, Meagher & Flom LLP

Stephen C. Goss, Chief Actuary, Social Security Administration

Karen C. Holden, Professor of Public Affairs & Consumer Science, University of Wisconsin

J. Mark Iwry, Non-resident Senior Fellow, The Brookings Institution

Howell Jackson, James S. Reid Jr., Professor of Law, Harvard Law School

Charles A. Jones, Director of Reengineering, Michigan Family Independence Agency

Kilolo Kijakazi,  Program Officer, Ford Foundation

John H. Langbein, Sterling Professor of Law and Legal History, Yale Law School

Maya MacGuineas, Director, Fiscal Policy Program & Retirement Security Program, New America Foundation

Lisa Mensah, Executive Director, Initiative of Financial Security, The Aspen Institute

Peter Orszag, Joseph A. Pechman Senior Fellow, Economic Studies, The Brookings Institution

Pamela Perun, Affiliated Scholar at The Urban Institute

Eric Rodriguez, Director, Economic Mobility Initiative, National Council of La Raza

Jane Ross, Director, Center for Social and Economic Studies, National Research Council

Dallas L. Salisbury, President, Employee Benefit Research Institute

Bruce Schobel, Vice-President and Actuary, New York Life Insurance Company

Sheila Zedlewski, Director, Benefits Policy Center, The Urban Institute



The project received financial support from the Ford Foundation, The Actuarial Foundation, and the TIAA-CREF Institute. 

[Acknowledge each of them by name.  I believe we told Panel members they would be acknowledged during the program.  At a minimum, all will be wearing name badges, while other attendees will not.] 
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Payout Questions are

Important

The point of retirement security policy is to ensure some level of adequate income.  Key questions:



		Who gets paid?

		When do they get paid? 

		Where does the money come from?

		What do families get?  What happens when the account holder retires, dies or becomes disabled?





Payouts are important because a central goal of retirement security policy is to assure some level of adequate income.  Our report examines such questions as:   

Will retirees be allowed to take lump sums when they retire, or will they be required to buy life annuities that promise monthly payments for life?

 Will people be allowed to withdraw funds or borrow against their accounts before retirement age, as they can now with 401(k) savings plans?  Do these answers change if the worker becomes disabled or dies before retirement?

 What rights does a spouse or former spouse have to the accounts?  Will accounts be divisible property at divorce?  Will spousal rights be decided in federal law or by family law that differs from state to state?  

 Can creditors reach the accounts?  Will accountholders have to spend the accounts in order to get Medicaid or other means-tested benefits?

 What institutions – government or private – will be responsible for making payments from the accounts?  If private institutions are responsible, will federal or state government regulate their conduct and ensure their solvency?  Insurance companies today provide private life annuities and states guarantee their solvency.    

 If these accounts are part of Social Security, how will they affect payouts of Social Security benefits for retirees, disabled workers and families of workers who die?  
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Examples of Individual Account Plans

		New Earmarked Contributions for Accounts		Currently Scheduled Social Security Taxes for Accounts		Unspecified General Revenues for Accounts

		Mandatory Participation		
(1)		
(2)		

(5)

		Voluntary Participation		
(3)		
(4)



























Different kinds of individual accounts have been proposed for different purposes and they could be grouped by any number of criteria depending on the scope of the discussion.  For some of its deliberations, the panel found it useful to classify proposals along two dimensions: whether contributions to accounts would be mandatory or voluntary, and whether the accounts would be funded with new earmarked contributions from workers, or by using currently scheduled Social Security taxes, or by some other means, such as general revenues.



The Panel also agreed that when discussing payouts from individual accounts, a key issue is whether proceeds from the accounts are meant to replace part of traditional Social Security retirement benefits or are intended to provide new retirement resources.  This distinction also emerges in this grid.



In general, individual account plans that fit into categories 1, 2, and 4 consider the proceeds from the individual accounts as part of Social Security benefits; only plans that fit category 3—voluntary participation with new earmarked contributions for the accounts—view the accounts as being separate from Social Security and its financing.



Panel members hold very different views about how to analyze plans that rely on unspecified general revenue transfers.  The disagreement centers largely on whether the need for large general revenue transfers would result in pressure to further reduce traditional social Security benefits, or whether the funding for such transfers could be accommodated from other sources, such as income taxes, reduced spending on other programs, or from an increase in public debt.



While the Panel did not evaluate Social Security solvency, Panel members agreed that the long-range shortfall in Social Security finances was an important backdrop for our deliberations.  Social Security retired-worker, disability, and survivor benefits are financed mainly by earmarked Social Security taxes.  Currently the Social Security trust funds take in more in revenues than are paid in benefits.  The reserves were $1.5 trillion at the end of 2003.



The Social Security Trustees project that tax revenue flowing into the trust funds will exceed outgo until 2018, under their intermediate, or best estimate, assumptions.  Through the redemption of Treasury bonds plus Social Security tax revenue and interest income, scheduled Social Security benefits can be paid in full until 2042, at which time the trust funds are projected to be depleted.  If no changes are made to the program, taxes coming into Social Security are expected to cover about 73 percent of the scheduled benefits.



This Panel’s charge was not to recommend ways to achieve balance in Social Security.  Rather, our purpose was to help policymakers think through payout issues that arise in various type of proposals that would introduce individual accounts as part of Social Security.  We also consider payout issues that might arise if a new system of individual accounts were set up separate from Social Security.



Given this Panel’s focus on payout issues as opposed to the restoration of solvency to Social Security, we distinguish between reductions in scheduled defined benefits designed solely to help achieve solvency, and other reductions in traditional defined benefits that flow from decisions to shift part of currently scheduled Social Security taxes to personal accounts.  These latter reductions are called “offsets.”



Many of the plans that use scheduled Social Security taxes or general revenues to fund the accounts call for reductions in scheduled benefits for the purpose of putting Social Security in long-run financial balance.  These benefit reductions take many forms and the reductions could apply to all beneficiaries (for example, by reducing scheduled benefits across the board) or they could target particular subsets of beneficiaries, such as early retirees, high earners, dependent spouses, children, and so forth.



Plans that shift scheduled Social Security taxes to individual accounts typically call for further changes in scheduled benefits to accommodate, or “offset” the partial shift of scheduled Social Security taxes to personal accounts.



If accounts funded with scheduled Social Security taxes are mandatory and universal, the offset to accommodate that tax shift could also be mandatory and universal.  All Social Security contributors would automatically have part of their Social Security taxes put into individual accounts and all workers would be affected by across-the-board changes necessary to balance the remaining defined benefit system with a smaller amount of Social Security tax revenues.



If workers have a choice whether to shift part of their Social Security taxes to personal accounts, then some mechanism is need to personalize the reduction in scheduled benefits.  A worker-specific offset would ensure that only individuals who chose to shift their Social Security taxes to individual accounts would have their traditional Social Security benefits reduced for this reason.  
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Framework for Analyzing

Payout Rules

		Purpose of accounts

		Size of Social Security benefit

		Are contributions mandatory or voluntary?

		Are account funds from current Social Security taxes, new contributions, or borrowing? 





The Panel believe that policymakers’ decisions about payout rules for any new system of individual accounts will differ depending on: the intended use of the accounts; the level of traditional Social Security benefits that accompany the accounts; the source of funds for the accounts; and whether participation in the accounts is mandatory or voluntary.



If the main purpose of the accounts is to provide basic security in retirement, then payout rules might aim to resemble features of Social Security, calling for payments for life, family protection, and inflation indexing. On the other hand, if the main purpose is to help build financial wealth, then payout rules might resemble rules in other savings, such as IRAs or 401(k) plans.  And, if the main purpose is to build funds to invest in human capital or business enterprise before retirement, then payouts would be designed to target these purposes. 

If Social Security is thought to meet basic adequacy goals, more discretion in payouts from individual accounts might be called for.  But if the account funds are viewed as an integral part of basic Social Security protection, more restrictions on payouts might be called for.



If policymakers want to encourage contributions, flexible payout choices may be needed. Restrictive payout rules could discourage participation in voluntary accounts. 

If current Social Security taxes are used for accounts, there might be a stronger case for having payouts provide some of the protections of Social Security. Yet, if accounts are funded with new contributions from workers, more choices in payouts might be in order.  Tax treatment of payouts might differ depending on the source of the funds.
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Financial Demographics

 Lisa Mensah, Aspen Institute





		 Role of Social Security

		 Pension Trends

		 Tax-Favored Retirement Savings

		 Lessons from Individual Development Accounts





Our first speaker is panel member Lisa Mensah of the Aspen Institute.
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How Big Might Accounts Be?

After 40 years

If 2% of wages and 4.7% real investment returns, after 40 years, account at 65 would be about 1.7 times annual earnings. 

Earnings level		Account	Annuity*

$34,700  (medium)		$59,400	  $333	

$15,600  (low)		$26,700	  $150

$55,500  (high)		$94,900	  $536



* Inflation-indexed monthly single life annuity



How Big Might Accounts Be?

 Size will depend on how much people put in, how long they have to contribute before reaching age 65, and their investment returns.  

 We have examples for illustrative workers who contribute 2 percent of their earnings and reap investment returns of 4.7 percent a year over inflation.  After 40 years, a 65 year old would have an account equal to about 1.7 times his or her annual earnings. Examples of what this means for workers at different lifetime indexed earnings levels follow.    

A medium earner – making about $34,700 – would have an account of about $59,400 after 40 years.  It would pay an inflation-indexed life annuity of about $333 a month. 

A low earner – making about $15,600 – would have an account of about $26,700 after 40 years.  It would pay $150 a month.  

A high earner – making about $55,500 – would have an account of about $94,900 after 40 years.  It would pay a life annuity of about $536 a month.  



If contributions are 4% instead of 2%, accounts would be twice as big.  If contributions were only 1% instead of 2%, they would be only half as big. Actual investment returns would make an important difference. 
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Tax-Favored Retirement 

Savings

		About half of U.S. families own tax-favored retirement savings.  Median value is $29,000

		Many families are “asset poor” – without enough savings to stay out of poverty during a 3 month gap in income. 





Today, about half of all U.S. families own a tax-favored retirement account other than a defined-benefit retirement plan..  The median value of the accumulated balances in those accounts was $29,000 in 2001.  

The lack of tax-deferred retirement savings affects middle income families as well as families with lower incomes.  Of families in the middle fifth of the income distribution, half lack retirement savings accounts.  At all income levels, the typical value of tax deferred savings (for those who had any) was less than one year’s income.  

Age differences matter.  Younger workers have more of their working lives ahead of them, while older workers have little time left to increase their savings. Of families age 55-64, about 59 had any retirement savings accounts.  The median value was $55,000.  

Another measure of economic vulnerability is the capacity of families to withstand setbacks such as joblessness or prolonged illness.  Haveman and Wolff (2001) define households as “ asset poor” if they lack sufficient assets to meet basic needs (to stay out of poverty) for three months without income.  By this measure one in four families is asset poor, if their total net worth, including home equity, is considered available to meet basic needs.  If only liquid assets (excluding home equity and retirement savings) are considered, four in 10 families are asset poor.  .  
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Pension Trends

		About half of couples and one third of unmarried persons age 65+ have pensions.

		Half of private sector workers are covered.

		Plans are shifting to defined contribution.  Workers have more choice, more responsibility, and more financial risk.





Employer-sponsored pensions are an important supplement to Social Security for the half of married couples and one third of unmarried men and women age 65 and older who receive pensions.  At any time over the past 25 years, about half of private-sector workers have been covered by pension plans.  The form of these plans has shifted dramatically from the 1970s and 1980s when defined-benefit plans were dominant.  Today, defined-contribution plans, such as 401(k) plans, are more common.  In defined-contribution plans, workers have more choices about whether to participate and how much to contribute; they can take the accounts with them when they change jobs; and they have more choices about when and how to withdraw the money.  At the same time, workers take on more responsibility for financing the plans and bearing the investment risk that employers bear in defined-benefit plans.  
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Lessons from IDAs

		Many Americans lack experience with banks or financial institutions.



		Individual development accounts (IDAs) tested ways to help low-income people save through matching funds rather than tax deductions.  





Many Americans lack experience with financial institutions.  This lack of financial experience merits attention in the design of a new individual account system.  The size of the “unbanked” population – those who do not have a checking or savings account with a bank or credit union – is estimated to be between 10 and 20 percent of all U.S. families.  Low-income and minority families are most likely to be without a connection to a financial institution.    



Individual development account experiments have offered financial education and matched savings to low-income workers.  The savings are earmarked for specific purposes, such as higher education, purchase of a first home, or starting a business.  Conditions that appear to foster successful saving include:  (a) access to a savings plan, (b) incentives through matching funds, (c) financial education, (d) ease of saving through direct deposit and default participation, (e) clear saving targets and expectations, and (f) restrictions on withdrawals.







NATIONAL
ACADEMY
OF-SOCIAL
INSURANCE





INSURANCE

Uncharted Waters:

Paying Benefits From Individual Accounts
in Federal Retirement Policy

Study Panel Final Report








_1168094083.ppt


Annuities Insure Risks 

Retirees Face

		Retirees face uncertain life spans, inflation, interest rates, and risk of widowhood.  

		Life annuities can cover these risks.

		Annuitants pay the premium up front.

		Insurer provides monthly income for life of annuitant.    





Retirees face at least four kinds of financial risk. They don’t know how long they will live, how long their spouse might live, how prices might rise in the future, nor what returns they will earn on their savings

A life annuity is a financial product that can guarantee money will last for the rest of a retiree’s life. From the buyer’s perspective, the downside of a life annuity is that you pay the full price up front and you can’t undo the the purchase later. 

When you buy a life annuity, the insurance company has a contractual obligation to pay you a guaranteed income for life.  The annuity shifts your longevity risk and investment risk to the insurance company.  Because the insurer pools many annuitants, the extra funds from those who die early are used to cover the annuity costs of those who live a long time.  

Other strategies to spread your money over the rest of your life – such as taking phased withdrawals – do not guarantee the money will last as long as you live.



Consider a healthy 65-year-old who has a savings account of $100,000 and who want to produce income for life.  Let’s compare 2 annuity options and 3 “do-it-yourself” strategies that this individual could employ.
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Payouts at Retirement

Jeffrey Brown, University of Illinois

at Urbana-Champaign



		Annuities insure retirees’ financial risks 

		Pros and cons of mandatory annuities

		Joint-life annuities: symmetric or contingent

		Features affects price: inflation, spouse protection

		Guarantees and prices 

		Timing and interests of heirs





Our next speak is Jeff Brown of the University of Illinois.  He will discuss some features of annuities. 
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Five Strategies to Make Income 

Last a Lifetime



Fixed Annuity.  If a 65-year-old bought a fixed annuity with $100,000, it would pay about $9,700 a year, assuming unisex pricing.  Given annual inflation of 3 percent, after 25 years the annuity would be worth just over $4,630.

Inflation-Indexed Annuity.  If the same person bought an inflation-indexed (real) annuity, the payments would start out lower, at about $7,450 a year, but they would rise with inflation. The annuity would maintain its purchasing power for as long as the annuitant lived. 

Fixed Withdrawal Strategy.  If the annuitant followed a fixed withdrawal strategy, each year he or she would simply withdraw about $9,700 from the account—the amount available from a fixed annuity.  This person saves the upfront purchase price of an annuity, but would not be able to provide $9,700 annually for life, since this approach lacks the annuity provider’s risk pooling advantage.  If this individual continued to withdraw $9,700 a year, the money would run out after about 16 years and the individual would have nothing left. 

1/LE.  A one-over-life-expectancy approach might make the money last longer.  Each year the individual would divide the total account balance by remaining life expectancy and withdraw the resulting amount.  For example, if at 65 the individual expected to live 18.3 more years, he would withdraw (1/18.3 x $100,000) from his savings and leave the rest to earn investment returns.  The next year, he would divide his remaining resources by 17.3, and withdraw accordingly.  While this strategy would make his money last longer than Strategy #3, withdrawals would decline to negligible amounts if this person lives much beyond age 90.  

Amortize to 100.  Finally, this individual could amortize-to-age-100 and try to make the money last until he or she reaches 100 years of age.  One would choose an investment with a secure return and then determine how much he could withdraw each year to make his money last until his 100th birthday.  If he lived beyond that age, he would have no income.

As this figure indicates, an annuity would be an advantageous choice. 
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			113			0.4444444444			0.000019			0.500033			0.238449			0.000007			0.056858			0.000002						113			7454			2315			-0			0			0												-0			0			0


			114			0.5			0.000009			0.500014			0.231503			0.000003			0.053594			0.000001						114			7454			2248			0			0			0												0			-0			0


			115			0.5			0.000005			0.500005			0.224761			0.000002			0.050517			0.000000						115			7454			2182			0			0			0


						0			0.000000						6.729782			0.000016
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Existing Life Annuity Market

Private Insurers, State Regulation

		Federal		State		Private 

		Risk Bearing 

		Mortality
Investment
Inflation		

n.a.		

n.a.		X
X
n.a.

		Management

		Annuity design and pricing
Administration
Investment management
Consumer Education and Marketing		X
X
X
X

		Regulatory Oversight

		Solvency Regulation
Solvency Guaranty 		X
X

















































Three kinds of functions are involved in providing life annuities – risk bearing, management, and regulation.  In theory, these functions could be provided by three kinds of entities -- private insurers, state governments, or the federal government.  This figure illustrates how they are carried out in the existing life annuity market. 

Private insurers bear mortality risk and investment risk when they offer life annuities.  Annuities that are indexed for inflation are not generally not available.  [Some annuities are designed to rise by a specified percentage each year, others vary with investment returns.  But VERY few annuities are adjusted to keep pace with inflation.]  Insurers also design, price, and administer life annuities and managed the invested funds that back the annuities.  All regulatory oversight and solvency guarantees rest with state governments.  

These arrangements might be acceptable to policymakers if new individual accounts were voluntary supplemental savings plans in which retirees had broad choices about whether to buy annuities and had many other options for retirement withdrawals.  Experience suggests that few would buy annuities.  

But current arrangements present some drawbacks if annuities are required or are designed to replace part of Social Security.  Potential drawbacks are: the absence of inflation-indexed annuities; different prices for men and women, and other market segmentation; possible shortcomings of the state guaranty system if insurance companies should fail; and potentially inadequate consumer education.
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How does a spouse’s age affect

joint-life annuities? 

A younger spouse lowers the retiree’s annuity payment.  

Annuity as a percent of amount for single retiree at 65*



Joint 2/3 life annuity* with:

Spouse age 65						  93%

Spouse age 53						  78%

Spouse age 77 					112%





*Inflation-indexed annuities, symmetric joint-life annuity



The spouse’s age will affect the size of the annuity any given account will buy.  In general, a younger spouse will lower the initial annuity amount, because a younger spouse has a longer life expectancy.    

If a 65-year-old retiree were to buy a joint and two-thirds symmetric life annuity, it would start out at about 93 percent of the amount a single retiree would get (assuming the spouse was also age 65). 

If the spouse was much younger, say only 53 years old, the reduction in the initial annuity would be larger.   It would start out at 78 percent as much as a single retiree age 65 would receive.  

 [Karen, I would not raise this complexity unless you are asked, but I believe this calculation assumes that the widowed spouse would get an immediate payment if widowed at, say, 54 years of age. The reduction would not be quite as much if the widowed spouse would not receive a payment until, say age 60 –like SS, even if widowed sooner..]  

On the other hand, an older spouse of , say, age 77 would cause the retiree’s initial annuity to be higher – 112% than what a single retiree would get.  [This occurs because there is a fairly high probability that the married retiree in this case will become widowed and have his or her annuity fall to 2/3 of the prior amount.]  

The main point is that age disparities between spouses will affect the size of annuities that each get if they buy joint-life annuities. 
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Annuities:  What Protections for

Widowed Spouses? 

Karen Holden, University of Wisconsin



		Social Security pays benefits to widowed spouses (including divorced spouses) without reducing the worker’s benefit.  

		Joint-life annuities reduce the retiree’s payment in order to pay a surviving spouse and pay only one widowed spouse





Karen Holden will discuss issues and choices with regard to annuities for married couples.  
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Guarantees and Heirs

		Ten-year certain annuity pays for 10 years even if annuitant dies before 10 years

		Refund-of-premium annuity pays at least as much as the purchase price. 





Guarantees seem to be popular, though some experts believe they are not a wise buy. 



Some annuity contracts guarantee a payment to a death beneficiary if the annuitant dies shortly after buying an annuity.  A ten-year-certain annuity, for example, guarantees payments for ten years even if the annuitant dies in less than ten years.  A refund-of-premium annuity guarantees that the annuity will pay out at least the nominal purchase price.  For example, if the annuitant paid $10,000 for a life annuity and died after receiving only $1,000, then $9,000 would be paid to the death beneficiary.  

Guarantees lower the monthly annuity that a given premium will buy.  For $10,000, one could buy a single-life, inflation-indexed annuity of $62 a month.  Adding a 10-year certain feature would lower the monthly amount to about $58, while a refund of premium annuity would lower the amount to about $55 a month.  

Many experts believe guarantee features are not a wise purchase on purely economic grounds. Yet annuity buyers often choose guarantees, perhaps because the guarantees help their heirs avoid disappointment and serious regret if the annuitant paid a large amount for a life annuity and died soon after. 
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Annuity Features Affect Price

Monthly annuity for $10,000 premium, retiree age 65 

with 65-year-old spouse



Single-life

		Flat monthly payment			$80

		Inflation indexed 				$62



Joint-Life, Inflation-Indexed Annuities

		100 percent survivor benefit		$50

		Two-thirds survivor benefit		

			Payment when both alive	          $57

        		Payment to survivor		$38

 

 



A basic life annuity covers the risk of outliving one’s income, but additional annuity features can help mitigate other retirement risks such as loss of purchasing power and the loss of a spouse’s income.

Addition protection for inflation-indexing and survivor benefits lowers the size of the annuity a given account will buy.  With $10,000, a 65 year-old retiree could buy a life annuity of about $80 a month.   If the annuity is indexed to keep pace with inflation at 3 percent a year, it would start out lower, about $62 a month.  If it would continue inflation-indexed payments for as long as either the retiree or spouse lived, the annuity would start out lower still, about $50 a month.  This assumes the full annuity is paid to the widowed person.

If the annuity for the widowed person would drop to two-thirds of the prior amount, the initial annuity would be about $57, while the payment to the widow or widower would be $38. 



[Assumptions underlying the annuity estimates are consistent with assumptions used in the 2003 report of the Social Security Trustees.  It is assumed that the annuity buyer and spouse are both age 65, purchase of annuities is mandatory, the federal government would provide the annuities, inflation is assumed to be 3.0 percent per year, and the real interest rate is 3.0 percent per year, such that the nominal interest rate is 6.1 percent.]  
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Timing of Annuity Purchase 

and Heirs

		Purchase of an annuity ends the chance to bequeath the money used to buy annuities (unless the annuity has guarantee features).

		Delaying annuity purchase lengthens the period when accounts can be left to heirs.  





The interests of heirs could influence the question of whether and when to buy an annuity.  From a strictly selfish perspective, named beneficiaries might want the accountholder to delay buying an annuity so that the money remains inheritable.  An unmarried account holder, for example, might name an adult child, friend or other relative as a death beneficiary.  If the account holder died before buying an annuity, the entire balance would go to the heir.  If the account was used to buy an annuity, the bequest is gone.    

The timing tradeoff affects married retirees, too.  If one spouse is expected to die relatively soon, the couple might be wise to delay or avoid buying joint-life annuities.   The survivor’s income in the form of a single-life annuity based on the balance in both accounts would be considerably higher than the survivor payment from joint-life annuities from both accounts.  So, both single and married retirees might want flexibility in the timing of annuity purchase. 
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  One Earner Couples: Annuities 

and Social Security

Payment as a percent of amount for single retiree



					Social Security 	2/3 Life Annuity*

Single Retiree Bob		     	100		100

Married Retiree John 			100		  93

John’s non-working wife Mary		  50		    0

Total for John and Mary			150		  93

When John or Mary is widowed		100		  62





*Symmetric annuity joint and 2/3 life annuity, both age 65 at purchase	





Symmetric joint and two-thirds life annuities are like Social Security in some respects and different in others. 

In traditional Social Security, a one-earner couple receives 150 percent of the benefit of a single retiree (the spouse can get a separate check equal to 50 percent of the worker’s benefit).  The widowed spouse receives two-thirds of the couple’s prior combined amount, or 100 percent of the single retiree’s benefits.  The cost of spousal benefits is borne by all workers paying into the Social Security system. 

When buying a joint-and-survivor annuity, the retiree takes a reduction in his or her monthly payment to provide survivor protection for a spouse.  The size of the reduction would depend on the respective ages of the husband and wife.  If John and Mary were both age 65, a two-thirds survivor annuity would lower John’s initial payment  to about 93 percent of what a single annuitant would receive.  No supplemental annuity is paid to John’s wife.  When one of them dies, the survivor receives two-thirds of the “93-percent annuity,” or about 62 percent as much as a single retiree would have from an account like John’s.    
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Joint Life Annuity Options  

		What share for a widowed spouse?  Joint life annuities can be priced to pay 100%, 75%, 67% or any other fraction to the widowed spouse.  

		If a joint and two-thirds life annuity is:



“Contingent” – payment stays the same if the primary annuitant is widowed, but drops to 67% if the annuitant’s spouse is widowed.

“Symmetric” – payment drops to 67% of original amount when either spouse is widowed.



Many choices are possible in joint-life annuities. 



How much should the widowed spouse receive?  Annuities can be priced to pay the full prior payment (100% survivor payment); or to reduce the survivor payment to 75 percent, 67 percent,  50 percent, or some other fraction of the original amount.  

Another choice is whether joint-life annuities will be symmetric or contingent.  If John buys a contingent joint and two-thirds annuity, the payment for his widow will fall to two-thirds of the original amount if he dies, but the payment will remain the full original amount if he is widowed.  

In contrast, if he buys a symmetric joint and two-thirds annuity, the payment will drop to two-thirds of the original amount  when either he or his wife is widowed.  

The minimum federal requirement for spousal protection in private pensions is contingent.  The spouse must be offered a 50 percent survivor benefit.  The law does not require that the pensioner’s benefit be reduced if he or she is widowed. 

Each type has pros and cons that policymakers might want to address.
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Dual-Earner Couples:  Annuities 

and Social Security

Payment as a percent of amount for single retiree

John and Mary each earn the same as Bachelor Bob



					Social Security 	2/3 Life Annuity*

Single Retiree Bob		     	100		100

John, Husband of Mary			100		  93

Mary, Wife of John 			100		  93	

Total for John and Mary			200		186

When John or Mary is widowed		100		124





*Symmetric annuity joint and 2/3 life annuity, both age 65 at purchase	



If members of dual-earner couples compare their annuities to those of single persons with similar earnings, they sometimes have more and sometimes have less.  

This chart illustrates a case where the couple, John and Mary, each individually earn as much as Bachelor Bob.  If each bought symmetric joint and two-thirds life annuities, each would receive somewhat less than Bob (about 93 percent) because each of their annuities covers two lives.  

Then, when either John or Mary dies, the surviving spouse will receive two-thirds of each partner’s annuity (62% + 62% = 124%). 

Compared to traditional Social Security rules for couples, the 2/3 joint life annuities would pay slightly less to the couple while both are alive and slightly more to the widowed spouse because both annuities are added together. 

.  

In brief, there is a great deal of variation in how annuities might compare to traditional benefits retired couples in different circumstances. 

Whether ultimate payments from annuities plus traditional benefits in various Social Security reform plans would be higher or lower will depend on plan details and how annuities are offset against traditional benefits.  Those questions merit attention in considering specific plans (which this Panel did not do).  
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   Options for Providing      Widespread Inflation-Indexed

 Life Annuities

3 options illustrate the range of possibilities:

Private insurers issue annuities using TIPS to hedge inflation risk.  

(2)  Federal issuance, private risk-bearing and fund management. 

(3)  Federal issuance and risk-bearing, private fund management.  



	If the goal of an individual account plan is to offer widespread life annuities that are indexed for inflation, then the various functions could be divided up in different ways.  Three possible models are illustrated here:  

	Privately issued annuities, hedged by federally issued inflation-indexed securities (TIPS).   In this model private insurers would issue inflation-indexed life annuities and they would bear the mortality and investment risk.  The federal government would help the companies hedge inflation risk by issuing a sufficient volume of long-duration TIPS.  

	Federally issued annuities, with risk borne by private entities.  A second model would  have the federal government issue annuities directlyto participants.  It would rely on private entities to bear mortality and investment risk and manage the funds.

	Federally issued annuities, private investment management.    A third model would have the federal government issue the annuities and bear all risks.  It would contract out the fund management, but retain the upside and downside.



We look at issues in each in turn. 
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Budget Scoring Rules

Different precedents in budget scoring rules exist for how to classify receipts from annuity premiums?  

Treasury securities

Federal loan programs

Entitlement programs

TSP contributions

Federal insurance programs

Federal investment in corporate bonds or stocks





There are several precedents for how to how to score annuity premiums.  The report summarized each and we will not review them here, in the interests of time.

 

To wrap up, institutional arrangements for providing widespread or universal annuities to retirees pose a number of important policy questions.  This Panel’s contribution is not to provide the answers, but to help clarify the questions.  









Treasury securities.  When Treasury issues securities, no budget transaction occurs. It is simply an exchange of assets.  The government receives cash and issues securities of equal value.  There is no budget outlay and no receipt.  

Federal loan programs.  Under the Credit Reform Act of 1990, federal loan programs are scored similar to Treasury securities.  Loans are an exchange of assets, but the assets are not of equal value if the loan program subsidizes certain groups.  Only the present value of the subsidy is counted as a budget outlay in the year the loan is approved.  

Entitlements programs.  Under the unified budget, Social Security revenues are counted as receipts and benefit payments are counted as outlays.  Reserves held by the trust funds are viewed as government money. 

Federal insurance programs.  Federal insurance activities are generally scored on a cash basis.  For example, Pension Benefit Guaranty Corporation premiums are counted as receipts and pension payments are counted as outlays. Experts have recommended that Federal Credit Reform Act of 1990 concepts would provide better accounting of federal insurance.  

Federal investment in corporate bonds or stocks.  There are conflicting views about how the federal government’s purchase of corporate stocks and bonds should be scored. Office of Management and Budget Circular A-11, a basic document on budget rules, says that such a purchase is a government outlay, while the sale of such assets is a government receipt.  Many budget experts believe it would be more consistent to treat the transaction as an exchange of assets. Consistent with this view, Congress in 2002 allowed the Railroad Retirement Board to invest its assets in stocks and corporate bonds and both the Congressional Budget Office and the Office of Management and Budget scored the transactions as an exchange of assets.

 

Treasury securities.  When Treasury issues securities, no budget transaction occurs. It is simply an exchange of assets.  The government receives cash and issues securities of equal value.  There is no budget outlay and no receipt.  

Federal loan programs.  Under the Credit Reform Act of 1990, federal loan programs are scored similar to Treasury securities.  Loans are an exchange of assets, but the assets are not of equal value if the loan program subsidizes certain groups.  Only the present value of the subsidy is counted as a budget outlay in the year the loan is approved.  

Entitlements programs.  Under the unified budget, Social Security revenues are counted as receipts and benefit payments are counted as outlays.  Reserves held by the trust funds are viewed as government money. 

Federal insurance programs.  Federal insurance activities are generally scored on a cash basis.  For example, Pension Benefit Guaranty Corporation premiums are counted as receipts and pension payments are counted as outlays. Experts have recommended that Federal Credit Reform Act of 1990 concepts would provide better accounting of federal insurance.  

Federal investment in corporate bonds or stocks.  There are conflicting views about how the federal government’s purchase of corporate stocks and bonds should be scored. Office of Management and Budget Circular A-11, a basic document on budget rules, says that such a purchase is a government outlay, while the sale of such assets is a government receipt.  Many budget experts believe it would be more consistent to treat the transaction as an exchange of assets. Consistent with this view, Congress in 2002 allowed the Railroad Retirement Board to invest its assets in stocks and corporate bonds and both the Congressional Budget Office and the Office of Management and Budget scored the transactions as an exchange of assets.
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Worker-Specific Offsets

Stephen C. Goss, Office of the Chief Actuary, SSA 

		Plans that allow workers to shift Social Security taxes to individual accounts on a voluntary basis involve worker-specific offsets.  

		Purpose:  To compensate SS trust funds for foregone taxes and to equitably distinguish between those who do, and those who do not, shift Social Security taxes to personal accounts. 





As [Michael/Ken] mentioned earlier, benefit offsets arise in proposals that shift scheduled Social Security taxes to individual accounts.  A simple example illustrates this idea.

Suppose that one dollar was shifted from John’s Social Security taxes and deposited into his personal account.  If there were no adjustment to John’s traditional Social Security benefit, then John would be made better off by one dollar.  John would still have the same benefit from Social Security as he had before; in addition, he would have one dollar in his individual account.  As a result of transferring this dollar to John’s account, the Social Security trust fund balance would be reduced by one dollar.  The deterioration of Social Security’s long-fun finances means that this one-dollar gain to John must eventually result in a one-dollar cost to John or to other taxpayers or beneficiaries, because traditional benefits will continue to be paid from the trust funds.

Instead of having other taxpayers or beneficiaries pay for John’s one-dollar gain, policymakers might reduce John’s future claim to traditional Social Security benefits by one dollar.  This foregone future benefit is the “benefit offset” associated with the individual account.
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Annuities and Change in 

Marital Status

Whether a spouse dies right before or right after the purchase of annuities will affect the widowed partner’s amount.   

						       Survivor’s annuity 

If surviving spouse buys single life annuity 

with both accounts combined				100%

If each bought joint and 2/3 life annuity		  61%	

If each bought joint and 100 life annuity		  81%		  			 	     	



In general, life annuities can not be rewritten to shift from a single-life to a joint-life annuity, or vice versa.  This could affect individuals’ decisions about whether and when to buy annuities.  

Whether a spouse is widowed right before or right buying buying annuities could make a big difference in the size of the widowed spouse’s annuity. 

For example, if John and Mary each had individual accounts, and one died before they bought annuities, the widowed spouse would inherit the deceased spouse’s account and buy a single life annuity with the full combined accounts from both spouses. 

On the other hand, if both John and Mary each had bought joint and two-thirds life annuities, their initial annuities would be reduced to about 93% of a full amount.  When one died, the survivor would get 2/3 of that – or about 61% of what a single retiree would get their their combined accounts. 

Alternatively, each might have bought a joint and 100% life annuity.  In this case, their initial annuities would each be reduced to 81% of the full amount.  And the widowed spouse would continue to receive both of those annuities.  

In brief, if one is widowed shortly after buying a joint-life annuity, there is no way to shift to a single life annuity.  Similarly, if a single or widowed annuitant remarries, there is generally no way to change the annuity to cover a new spouse. 
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Tax Equivalences

Individual accounts can be taxed at three points

		Income Tax		 Consumption		Tax

		TTE		EET		TEE

		Deposits		Tax		Exempt		Tax

		Account Earnings		Tax		Exempt		Exempt

		Withdrawals		Exempt		Tax		Exempt



































		Basically, individual accounts can be taxed at three points. We can tax deposits. We can tax investment earnings. And we can tax withdrawals. 

		An income tax generally taxes deposits and investment earnings but not withdrawals. The shorthand is TTE.

		So, for example, if you put your paycheck in the bank, your paycheck itself has been taxed before you receive it, and you are then taxed on the interest that you receive when it is in the bank. But you are not taxed when you eventually withdraw and spend the money. 

		This is the “normal” way that we tax savings.

		A consumption tax is different and can actually operate in two ways at the individual level. 

		It can tax withdrawals but not deposits or investment earnings, which is how we tax 401(k)s and IRAs. This is what we usually think of as a consumption tax, where you are just taxed on your paycheck when you withdraw it from the bank and spend it, but not before. The shorthand is EET.

		But there is another way that a consumption tax can work. It can tax deposits, but not investment earnings and withdrawals, which is how Roth IRAs work. Basically the earnings on the money you save, which we call capital income, is never taxed.  The shorthand is TEE.

		What is important to understand is that, under certain assumptions, these two forms of a consumption tax are economically equivalent. The main assumption is that an individual’s tax rate is constant over time.

		And this equivalence is why you can’t understand how to tax payouts without understanding how deposits and investment earnings were taxed. 

		The last very general way to tax individual accounts is to exempt savings in them at all three points. This is generally considered a bad idea unless you are trying to redistribute because people who participate in the program can then receive a transfer from the government without increasing their net savings at all – basically through borrowing.
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Other Tax Considerations

Promoting specific policy objectives

Full tax benefits only if spouses split contributions

Tax incentives for annuitization

Tax penalties for early withdrawals

Are there implications for the tax treatment of Social Security benefits?



		Before closing, there are two final thing I want to emphasize.

		First, I have been discussing general models for taxing individual accounts.   But there are also a number of ways that the tax code can be used to promote specific policy objectives regarding them. 

		For example, you could say that married couples can only receive the full tax benefits associated with the account if they split their contributions equally.

		You could create tax incentives to annuitize.

		Or you could impose tax penalties for pre-retirement withdrawals. 

		Also, I have only been discussing models for taxing individual accounts themselves.  But if the accounts are voluntary and created as part of the Social Security system, policymakers may want to rethink the tax treatment of traditional Social Security benefits.

		All of this is to say that tax issues actually bear on a number of the topics that we have been discussing and that we will be discussing the rest of this afternoon. 
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Design Issues: Worker-Specific 

Offsets

		Offset Social Security benefit or individual account?

		Benefit offset based on



Actual individual account

Hypothetical (shadow) account



In terms of basic design, should the offset reduce the account holder’s scheduled Social Security benefits, or should it reduce the size of his or her individual account? 

Offsetting traditional Social Security benefits has advantages and disadvantages.  If the intention of the offset is to compensate the trust funds, in full or in part, for Social Security taxes shifted to individual accounts, it may seem logical to reduce individual account holders’ future Social Security benefits in exchange for their reduced participation in traditional Social Security. However, because Social Security provides life insurance (to surviving spouses and children of deceased workers) and disability insurance, reducing traditional benefits could mean that these non-retiree benefits are also reduced.

An offset could be designed to reduce a worker’s individual account instead of his or her traditional Social Security benefit.  This type of offset, commonly referred to as a clawback, would shift at least part of a worker’s individual account into the Social Security trust funds.  While this offset design is less common in recent proposals, it would avoid reducing family Social Security benefits paid from individual account holders’ earnings records.

An offset could be based on a worker’s actual individual account.  In this case, an annuity could be calculated from that balance at retirement (whether or not the worker actually purchased an annuity), and the worker’s Social Security retirement benefit could be reduced by this monthly annuity amount.  The retiree’s traditional Social Security benefit could be reduced, or offset, by this amount for life.

An offset based on an actual account balance would be consistent with a plan that odes not allow individual account withdrawals prior to retirement.
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      Models for Taxing 

Accounts

Income tax

Consumption tax

IRA (EET)

Roth IRA (TEE)

Pure Exemption

Deferral

Social Security

Tax Credits



		Of course, we don’t always follow general, theoretical models for taxing savings. So there are also three other approaches out there that I would like to mention.

		The first is the deferral model. It is in between an income tax and consumption tax. You are taxed on deposits and investment earnings, but only on investment earnings when you withdraw funds from the account. This is the way we currently treat annuities and deposits to 401(k)s that are above the contribution limits.

		The second is the way we tax Social Security, which is completely different. We tax 50% of deposits because the employee share of payroll taxes is after-tax. We then tax nothing else if you are low-income. But we tax between 50-85% of benefits if you are higher-income. (I should emphasize that these percentages do not refer to your tax rate, which is much lower, but to the portion of benefits that you have to include income.)

		What this means is that Social Security model is more favorable than a consumption tax or income tax for lower-income workers, but it’s less favorable than either for higher-income workers. For workers in the middle, it’s a bit like a consumption tax.

		The last model isn’t really a model exactly, but more of a tweak. Any of these models that I’ve described can be combined with tax credits. 

		For example, right now we have a Saver’s Credit in the Code where low-income people get a tax credit that matches up to 50% of any funds that they deposit in a retirement account. 

		There are a couple of important advantages of tax credits. 

		First, if the accounts are voluntary and you want to provide everyone with the same incentive to participate in the program then you are going to want to use tax credits. This because deductions and exclusions provide larger incentives to higher-income people on a proportionate basis and both the consumption tax models and the deferral model rely on deductions and exclusions. 

		The other advantage of tax credits is that they can be made refundable, which means that people can receive the incentive or subsidy even if they don’t have any federal income tax liability. This important because more than a third of taxpayers actually don’t pay any federal income tax, although they do pay a number of other taxes. So if an individual account program is voluntary, the only way you can provide tax incentives to all workers to participate is generally through refundable tax credits.









NATIONAL
ACADEMY
OF-SOCIAL
INSURANCE





INSURANCE

Uncharted Waters:

Paying Benefits From Individual Accounts
in Federal Retirement Policy

Study Panel Final Report








_1168091931.ppt


Individual Account 

Taxation

Lily Batchelder, New York University





Tax treatment affects

Cost

Distribution of benefits

Participation rates and levels

Tax Treatment of payouts integrally related to tax treatment of deposits and investment earnings



		The tax treatment of individual accounts may fall last in this panel because it probably seems the most boring. But actually it can have a dramatic impact on a number of quite interesting issues.  For example, it affects:

		The cost of the accounts;

		Who the winners and losers are;

		Who participates in the accounts if they are voluntary; and

		What the participation levels are. 

		In order to get to these interesting issues, though, it is necessary to first understand a little bit about taxing savings in general. What I’m going to do is give you an overview of the different models for taxing individual accounts. Then if people are interested we can talk about the implications afterwards.

		The most important thing to understand is that you can’t look at the tax treatment of distributions from individual accounts in a vacuum. This report generally focuses on the withdrawal phase. But, unlike many of the other areas we cover you really can’t think about how payouts from the accounts should be taxed without understanding how contributions and investment earnings were taxed as well.

		The reason is something called “tax equivalences,” which I will try to explain briefly and in a fairly simplified way.
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Federally Issued Annuities, Private

Risk Bearing and Fund Management

A central administrative authority (CAA) – government or semi-private – to deal directly with annuitants

Private entities bear mortality and investment risk in bulk.  Government bears investment risk through TIPS.  

CAA set up pools of annuity buyers

CAA deal directly with individuals



This approach might set up a new central administrative authority – either as part of the government or a new semi-private entity -- to deal directly with annuitants. This Authority would sell annuities to individual retirees and collect their premiums.  It would then package large pools of annuities and contract with private insurers who, in return for receiving bulk premiums, would make future bulk annuity payments back to the government each month to cover promised payments to annuitants.   The government would issue TIPS in sufficient volume and duration to back the insurers’ inflation risk.  



The government would construct pools of annuitants with demographic characteristics that represent the entire population of annuitants with the aim of avoiding selective marketing and adverse selection. The federal government would make the actual payments to annuitants and be the record keeper.  
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Federal Annuity Provider: Private Investment Management

Federal government – or central administrative authority – bears mortality, investment and inflation risk.  

Deals directly with annuitants, guarantees payments

Issues:

What investment policy for annuity assets?

How are assets counted in the unified budget?



If the goal is to produce widespread life annuities at retirement that resemble aspects of Social Security, then the federal government might decide to provide those annuities directly.  The federal government already has experience paying Social Security benefits.  If the federal government were to be the guarantor of individual account annuities, then policymakers might choose to have the government bear the risks, rather than have it regulate and ultimately guarantee the solvency of private insurers. 



Remaining issues involve the investment management function.  Unlike Social Security, genuine life annuities would be wholly prefunded, placing investment management responsibilities on the federal government, unless it contracted out this function.

 The assets  backing universal annuities that are funded with 2 percent of workers’ earnings could amount to 15 percent of GDP when the system is fully mature.  This large volume of funds poses two questions:    

(1)  What investment policy would apply to the funds and who would be responsible for the investments?  Should annuity reserves be invested like the Social Security trust funds, that is, solely in special-issue Treasury securities?  Or should the premiums be invested in a more diversified portfolio?   Diversification into corporate bonds and stocks would produce higher expected returns, but might worry the business community about federal involvement in corporate decisions.  This function might be contracted out to private fund manager similar to the private fund management of TSP funds. 

(2)  How would the funds be viewed in terms of the unified federal budget? Budget scoring rules can affect how policymakers view various types of federal funds when they make taxing and spending decisions.  If annuity premiums are viewed as government receipts, policymakers might be tempted to spend them for current outlays. 
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Privately Issued Inflation-Indexed Annuities, Hedged with TIPS

Private entity bears mortality and investment risk.  Government bears inflation risk.

Private entity sells and administers annuities.  

Remaining issues:  

Whether/how to deal with adverse selection and selective marketing

Solvency regulation and guarantees.



In this approach, private insurers would market the annuities and bear the mortality and investment risks. The government would issue TIPS in sufficient volume and duration to back theinflation-indexed life annuities.  

 

[It is possible that private capital markets might develop new products to that assume some of the inflation risk.  The UK, which has issued inflation-indexed government bonds for some years, has developed a modest market of private, inflation-indexed bonds, such as from utilities.  Such a market might develop in the U.S. as well.] 



In this model, private annuity providers would deal directly with annuitants, selling annuities, making timely payments, adjusting payments for the cost of living, keeping track of annuitants’ change of address or direct deposit institutions, reporting income to the IRS and withholding taxes as appropriate, documenting annuitant deaths and making the transition to survivor payments.

  

Remaining issues include:  

How to deal with adverse selection and selective marketing?   High levels of adverse selection could make profitability difficult.  On the other hand, selective marketing could increase profits at the expense of fairness.



Solvency guarantees.  If the federal government required or strongly encouraged the purchase of annuities, buyers might expect it to guarantee those annuities in case of insurance company failure.  If the federal government were the guarantor, then policymakers might want it to also have a role in solvency regulation – setting reserve requirements, investment restrictions and so forth.  
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  TIPS and Inflation-Indexed Annuities

Some thought that TIPS issued in 1997 would launch a market in inflation-indexed annuities.  Why did that not happen?  Possible reasons:

Weak consumer demand?

Possible insurer concerns: (a) not enough 30-year TIPS; (b) inflation-indexing can increase exposure to mortality risk; (c) reserve and capital requirements may impede underwriting of inflation-indexed annuities.



The Treasury Department first issued TIPS in 1997.  Some people thought that this would launch a large market in inflation-indexed annuities.  But that did not happen.  Why not?  Several conditions might explain the failure of a market to develop.  .  

		First, consumers may not see the value of inflation-indexed annuities. Retirees simply may not understand inflation risk. 

		TIPS may not exist in sufficient volume, duration, and predictability to entice insurers to offer inflation-indexed annuities.  Treasury stopped issuing all 30-year bonds, including TIPS, in 2001.  Insurers might believe that only 30-year TIPS are long enough to cover the life spans of new retirees.  30-year TIPS are about $40 billion, or about 1% of all Treasury securities.  

		Third, insurers and their regulators might be concerned that inflation indexing would increase insurers’ exposure to mortality risk.  Even if inflation risk is hedged by Treasury securities, insurers who underestimate their annuitants’ life spans will be exposed to much greater losses if the annuities they promise keep pace with the cost of living.  

		Finally, uncertainty remains about how state regulators would set reserve requirements for inflation-indexed annuities.  
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Volume of assets backing 

inflation-indexed annuities 

Asset volume would depend on contributions to accounts, investment returns, and participation.

Assets backing universal annuities funded with 2% of workers’ earnings could amount to about 15% of GDP when the system is fully mature.  



The volume of reserves required to back widespread inflation-indexed annuities would be substantial.  

Reserves backing universal annuities funded with 2 percent of workers’ earnings could amount to about 15 percent of GDP when the system is fully mature.  Total, current federal debt instruments are roughly one-third of GDP.  So if TIPS substituted for other federal debt instruments and total federal debt remained one-third of GDP, TIPS would be roughly half of all treasury securities.   

 Assumptions underlying this estimate are:  participation in the accounts and purchase of annuities would be universal; during the accumulation phase, accounts would earn a net real return of 4.6 percent; annuity reserves would earn a 3.0 percent net annual return.  



Those annuity reserves would be equivalent to roughly 7 percent to 8 percent of the value of total U.S. financial assets. 



Today, total financial asset values are roughly twice the size of GDP, according to estimates of the Office of the Chief Actuary of the Social Security Administration.  Assuming that relationship remained unchanged, annuity reserves would be about 7-8 percent of total financial asset values.  
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 Inflation-Indexed Annuities

In the U.S., inflation-indexed annuities are not generally available on the private market

To develop a large market for inflation-indexed annuities is likely to involve the U.S. government in some way. 

Treasury Inflation Protected Securities (TIPS) 

Reinsure private insurers 

Issue inflation-indexed annuities to retirees  



A large market for inflation-indexed annuities does not yet exist in the U.S. and creating one is likely to involve the federal government – perhaps in one of three ways.  The government might issue a large volume of long-dated Treasury Inflation Protected Securities (TIPS) to help insurance companies hedge inflation risk, it might reinsure private insurers or guarantee their solvency, or it might issue inflation-indexed annuities directly to retirees. 



TIPS are a special class of Treasury securities.  Like other securities, TIPS make interest payments every 6 months and pay back the principal when the security matures.  TIPS are unique, however, in that the interest and redemption payments are tied to inflation. 
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  Policy Choices for 

Spousal Rights



How would spousal rights be addressed:

during marriage?

at divorce?

at the account holder’s death? 



If establishing spousal rights, policymakers may consider how accounts are treated at different distribution points: during marriage, at divorce, at death, or at retirement.  Karen covered many issues about retirement.

 During marriage, one option would be to divide account contributions equally between husbands and wives, building community property principles into the account system.  Another approach would credit each spouse with her or his own personal contributions.  A related issue is whether a married account holder would need spousal consent to take money out of the account or borrow it, if such access were allowed at all.  If a spouse has a future claim on the account funds at widowhood or divorce, then spousal consent to use the funds for other purposes might be warranted.  

At divorce, would accounts be automatically divided under federal rules?  Or would state courts have authority to reallocate account funds as part of an overall divorce settlement?  If funds are transferred at divorce, would funds acquired be accessible?  As Peter discussed, many Social Security reform proposals ban access to fund before retirement.  Would that ban apply to funds acquired at divorce?  

At a worker’s death, would the account automatically go to a widowed spouse, or could the accountholder name any death beneficiary he or she chose? 

These questions are explored in depth and options are examined in the Spousal Rights chapter of our report.
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    Current Social Security Benefits for Children



7% of all Social Security beneficiaries are children under age 18

About 749,000 disabled adult children received Social Security benefits in December 2002

5 million children receive part of their family income from Social Security



About 3 million children under age 18 received Social Security in December 2002.  These child beneficiaries represent about 7 percent of all Social Security beneficiaries and 4 percent of all children in the United States.  About half of child beneficiaries are survivors of deceased workers, 38 percent are dependents of disabled workers, and about 12 percent are children of retired workers.  Another 2 million children live in families in which another member receives benefits from Social Security.  



Adults who have been severely disabled since childhood (before age 22) are eligible for benefits on the same terms as minor children, becoming eligible for benefits when a parent dies, becomes disabled, or retires.  About 749,000 disabled adults—the majority of whom were diagnosed with mental retardation—received these benefits in December 2002.  Like minor children, disabled adult child beneficiaries could be considered for special protections in the design of an individual account plan that is part of Social Security.



In total, 5 million children receive part of their family income from Social Security.
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Regulating Life Annuities

States regulate insurance companies.  

States regulate consumer protection, pricing and financial backing of annuities, and guaranty payments in case of insurance company failure.  

The federal government regulates banking, securities, and pension industries.



Insurance regulation in the United States has been the purview of the states since enactment of the McCarran-Ferguson Act in 1945. While the federal government regulates the banking, securities, and defined-benefit pension industries, states regulate insurance companies.  Such regulations cover the pricing of annuities, financial backing of annuities, provisions for guaranteeing payments in the case of insurance company failure, and other issues. 
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    Insurance Company

 Solvency

State regulators aim to avoid insolvency by regulating insurers’ finances:   

Limit riskier investments, e.g., stocks

Set reserve requirements and minimum capital requirements.

State Guaranty Funds aim to ensure payment in case of insurance company failure.  Financed by insurance companies in the state.

Uncertainty as to the capacity of current system to handle one or more large failures.



Regulations on the financial backing of annuities include: (a) limits on risky investments, such as stocks, (b) setting standards for reserves – the funds the company is required to hold.  The reserved are the company’s legal liabilities and are calculated according to formulas set by states.  



State Guaranty Funds are set up in each state to ensure payment of annuities and other life insurance products in case of insurance company failure. 

Unlike federal insurance programs, such as the Federal Deposit Insurance Corporation for banks, state guaranty funds for insurance companies are not pre-funded.  Instead, states tax other insurance companies doing business in the state to cover the cost of an insurance company failure after it occurs.  The largest such failure involved Executive Life Insurance Company in the early 1990s.  State guaranty associations have paid about $2.5 billion for that insolvency as of 2004.

Existing arrangements for guaranteeing life annuities might suffice for a new system of individual accounts if the accounts are viewed as supplemental savings and retirees are given wide discretion on how they take the funds at retirement. But new institutional arrangements are likely to be needed if policymakers want to require or strongly encourage retirees to buy life annuities. 
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     Who Will Inform Consumers? 

If retirees have choices, consumer education will be important. For example,

  Whether and when to annuitize?

  What kind of annuity to buy?

  How to compare prices of annuities?  

SSA has very little experience because Social Security offers almost no choice.

In TSP, employers educate retirees.

Private employers have mixed capacity.

State laws do not currently address these issues.



Policymakers designing payout rules will confront an inevitable tension between offering choice and guaranteeing adequate retirement income for life.  Hard-and-fast rules, mandates, or defaults might ensure that the system meets certain high-priority goals, but they might also create pressure for exceptions.  The list of possible choices include:

(a)  Whether to buy an annuity at all; (b)  How much of one’s account to spend on an annuity;  (c)  Whether the annuity would be indexed for inflation;  (d)  When to buy an annuity;  (d)  Whether to buy a guarantee feature;  (e)  If a guarantee is desired, whether it is period-certain (and for how long) or a refund of premium, and whether it would go to a named beneficiary or to the estate;  (f)  If joint-life annuities were optional for unmarried individuals, whether to buy one and with whom;   (g)  If joint-life annuities were offered or required for married individuals, whether to buy symmetric or contingent products;  (h)  If joint-life annuities were offered or required, what size survivor protection to provide;  (i)  Whether to buy a guarantee in addition to a joint-life annuity;  (j)  Whether to coordinate claiming Social Security with the purchase of an annuity. 

Who would educate retirees about their choices could become a pivotal issue.  The SSA has little experience, because retirees’ only choice is whether and when to take the benefits they are entitled to.  While large employers with extensive benefits might have capacity to educate retirees, most private employers don’t have this capacity.
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    Pricing and Marketing 

Annuities

 Insurance companies currently have wide latitude to set prices for life annuities.

For individual accounts, should insurers charge more to groups with longer life expectancy or use uniform pricing for everyone of the same age?

Women v. men; healthy v. unhealthy, etc.

Pricing differentials reduce payments to people expected to live longer and increase them for those with shorter expected lives. Uniform pricing can cause “adverse selection” and selective marketing. 



Should insurers be allowed to charge more to groups with higher life expectancy – such as women (or Hispanics)?  This is a key policy question. 

In the individual life annuity market, insurers charge women more, and men less,  because women live longer than men, on average.  Yet, in the group annuity market, federal policy bans differential pricing between men and women in annuities tied to employee benefits. 

In a voluntary annuity market, if an insurer prices its annuities based on average risks, people with longer life expectancy would be more likely to buy the annuities while people with short life expectancies would not.  This “adverse selection” would drive up the cost to the insurer and lead the company to raise its prices.  The higher prices would further discourage short-lived people from buying annuities.  

If policymakers want uniform pricing of annuities for everyone of the same age (regardless of sex, health status, or other risk factors), the simplest way to avoid adverse selection is to remove choice and require everyone to buy annuities.  Uniform pricing in a voluntary market with differential risks can lead to selective marketing, whereby annuity sellers focus their  sales efforts on people with shorter life expectancy.  It is difficult for regulators to stop selective marketing without direct governmental oversight of marketing activities.  
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Converting Individual 

Accounts into Annuities





Individual Account

Participating

Worker

(at retirement)

Annuity

Provider



$$$



Annuity Payments

(guaranteed for life)



Life annuities are contractual obligations to pay the annuitant for the rest of his or her life.  Only life insurance companies sell life annuities.  A different product, deferred annuities, are tax-favored investment products that do not guarantee payment for life. Deferred annuities are used mainly as investment products to defer taxes on fund accumulations.  The account holder has the option to later use the funds in the deferred annuity to buy a life annuity, but relatively few people do that. Only life annuities protect the annuitant against the risk of not knowing how long he or she will live.  The Panel’s discussion focused on arrangements for providing life annuities.  

Scholars offer possible reasons for limited consumer demand for life annuities.  (1) Retirees who have money to annuitize may already have enough as monthly income.  Retirees with large financial assets often have good pensions and above average Social Security benefits. (2) The annuity tradeoff may not be appealing.  The premium looms large in relation to the future monthly income. (3) People may want to keep their options open. The purchase of a life annuity can not be undone.  (4) “Wealth illusion,” is the tendency to more highly value a lump sum than a future income stream of equal value.  (5) Myopia or short-sightedness. 

On the supply side, financial advisors may see two drawbacks of life annuities compared to deferred annuities. Life annuities generally pay smaller commissions (4% versus 6%).  Unlike deferred annuities, life annuities end the chance for future transactions and commissions because the money is turned over to an insurance company.  
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Life Annuity Market 

Is Currently Small

Life annuities are different from deferred annuities.

Life annuities are 5% of the annual sales of life insurance companies.  Other products (life insurance, deferred annuity investment products) are 95%.  Why so small a share?

Weak consumer demand?

Weak incentives to sell life annuities?

Individual accounts could dramatically increase market for life annuities 



Life annuities are a small share of the total business of insurance companies.  Of life insurance companies’ $300 billion in new product sales annually, life annuities are about 5 percent, or $15 billion.  Direct sale of life annuities is less than 2% while conversion of deferred annuities to life annuities is about 3% (LIMRA International, 2004).   Other products, including life insurance and deferred annuities, constitute 95 percent of the volume of insurance company business. 

Scholars offer possible reasons for limited consumer demand for life annuities.  (1) Retirees who have money to annuitize may already have enough as monthly income.  Retirees with large financial assets often have good pensions and above average Social Security benefits. (2) The annuity tradeoff may not be appealing.  The premium looms large in relation to the future monthly income. (3) People may want to keep their options open. The purchase of a life annuity can not be undone.  (4) “Wealth illusion,” is the tendency to more highly value a lump sum than a future income stream of equal value.  (5) Myopia or short-sightedness. 

On the supply side, financial advisors may see two drawbacks of life annuities compared to deferred annuities. Life annuities generally pay smaller commissions (4% versus 6%).  Unlike deferred annuities, life annuities end the chance for future transactions and commissions because the money is turned over to an insurance company.  







NATIONAL
ACADEMY
OF-SOCIAL
INSURANCE





INSURANCE

Uncharted Waters:

Paying Benefits From Individual Accounts
in Federal Retirement Policy

Study Panel Final Report








_1168091517.ppt


    Possible Changes in Children’s Defined Benefits with 

Individual Accounts



Reductions in traditional Social Security benefits can be designed in various ways

Children’s benefits can be shielded from reductions

Families can be required to purchase private life insurance

No special protections provided for child beneficiaries



As Steve Goss explained earlier, reductions in traditional Social Security benefits due to the creation of individual accounts can be designed and applied in a variety of ways.  Chapter 8 in our report considers some options if policymakers wanted to avoid applying offsets to benefits of surviving children and disabled adult children.  Similar to the options described by Marty for dealing with benefits for disabled workers and their families, the options for children’s benefits include shielding children’s benefits from any reductions, mandating the purchase of private life insurance, and providing no special protections for child beneficiaries.
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 Bequests to Heirs Other than Spouses and Dependent

 Children







Most plans allow inheritance if account holder dies before retirement (i.e. before annuitization)



Almost all individual account proposals allow account holders to bequeath their funds to heirs if death occurs before retirement.  At the same time, proposals financed with Social Security taxes usually limit or foreclose bequests by such features as mandatory annuitization, or mandatory transfer of the account to a widowed spouse or, as suggested earlier, special inheritance rules for children.  These constraints on bequests are generally motivated by a desire to preserve benefits that Social Security now provides (such as income for life and financial protection for widows). To the extent that funds from Social Security taxes are paid to heirs who would not otherwise be eligible for Social Security (such as non-disabled adult children, siblings other relatives, friends, or institutions), either more money would be needed to pay eligible beneficiaries or the account recipient’s benefit would need to be offset in some way.



In conclusion, this Uncharted Waters Panel is a major contribution in thinking through the technical details of individual account proposals.  The attention to payouts from accounts – and in particular to payouts for spouses, children, and disabled workers – is an important aid to policymakers.  
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 Institutional Arrangements for Providing Life Annuities



Howell Jackson, Harvard Law School



Douglas Elliott, COFFI
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 Children’s Rights to Parents’ Individual Accounts





Would, or should, children—including disabled adult children—have any special rights to an account if a parent dies?



Chapter 8 also considers whether, and to what extent, children would have any special rights to, or claims on, their parents’ accumulated individual accounts.

 

As Joan explained earlier, wives and husbands often have certain minimum inheritance rights under state law, and ERISA spells out additional rights of spouses to pensions accumulated under tax-favored employer-sponsored retirement schemes.  Would, or should, children, including disabled adult children, have any special rights to individual accounts in the event that a parent died before retirement?

 

Most individual account plans specify inheritance rights only for widowed spouses and only for a current spouse.  If there were no spouse, most plans would let the account holder pick anyone he or she chose as the death beneficiary.  In this case, the account holder could name someone other than dependent children, or name only some children and leave out others.  As we saw with spousal rights, policymakers will need to decide whether to have uniform federal policies concerning children’s rights or to leave the issues to state jurisdiction.  In addition, members of Congress will need to address the following questions:

 

		 Would a widowed spouse with children have access to the inherited funds for immediate needs?

		 If children and a widowed spouse live in separate households, how would interests of each be accommodated?

		How would child support requirements affect distribution of accounts at a parent’s death?
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   Current Social Security Benefits for Children



Benefits for young survivor families are based on the same primary insurance amount (PIA) formula used for retirement benefits.

The average monthly Social Security benefit for a widowed mother with two or more children was $1,909 (about $22,900 annually) in January 2004

Social Security provides life insurance with a face value of $403,000 and disability insurance with a face value of $353,000



Benefits for young survivor families are based on the same primary insurance amount formula used for retirement benefits.



The average monthly Social Security benefit for a widowed mother with two or more children was $1,909, or about $22,900 a year in January 2004.  The benefits keep pace with inflation and continue until the child reaches age 18, or 19 if he or she is still in higher school.  Surviving children are eligible for a benefit equal to 75 percent of the deceased workers’ PIAs.  A family maximum limits the total monthly benefits payable to a family of three or more.



Social Security is the main source of life insurance for most families with children.  According to actuaries at the Social Security Administration, Social Security protection had a net present value equivalent to a life insurance policy with a face value of $403,000, and a disability policy with a present value of about $353,000 for a young average earner with a spouse and two young children in 2001.
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Sustaining a Ban on Disabled 

Account Holders’ Access  

to the Funds





Disabled workers must wait at least five months to receive benefits

Two-year wait to qualify for Medicare

Should terminally-ill beneficiaries be allowed early access to retirement funds?



Peter pointed out the difficulty a sustaining a ban on account holders’ access to the money when they need it.  The case for allowing access might become more compelling if the worker were disabled.  As noted earlier, disabled workers are financially vulnerable and must wait at least five months after they were no longer able to work to receive benefits that replace a fraction of their prior earnings.  Also, disabled workers must wait another two years before they gain Medicare coverage.  A hardship case for access to the individual account might be compelling, particularly if these workers expect to die before retirement.

 

One rationale for banning early access to the funds is that workers will need the money for retirement.  But if an account holder were terminally ill, this rationale would not be convincing.  Should policymakers allow an exception to the ban on access if an account holder is terminally ill?

 

Another rationale for banning access to the account is that the money would be needed to provide some protection for an account holder’s spouse.  Again, this rationale is not compelling for account holders who are single and terminally ill.  Should policymakers consider early withdrawals in this case?







NATIONAL
ACADEMY
OF-SOCIAL
INSURANCE





INSURANCE

Uncharted Waters:

Paying Benefits From Individual Accounts
in Federal Retirement Policy

Study Panel Final Report








_1168091505.ppt


Other Disability Issues

Would special options for disability beneficiaries bring pressure to extent options to all account holders?

How would offsets apply to disability benefits?

Six possible payout designs for disabled workers’ benefits and account funds

The transition from disability to retirement 



If one group of account holders, such as disabled workers, receives special options not afforded all account holders, lawmakers might be pressured to expand the special options to the entire universe of individual account holders.  Further, any special options designed specifically to enhance the economic security of disabled workers might inadvertently encourage more workers to file for disability benefits.

As Steve Goss reported earlier, benefit offsets are typically designed with retirement benefits in mind.  Depending on how they are designed, the offset could have unintended effects on the benefits of disabled workers or other beneficiaries who may not share in the proceeds of the individual account.  These offsets usually differ depending on whether participation in the accounts is mandatory or voluntary.

 Consider a case in which individual account participation is mandatory.  Of the many ways of adjusting the defined benefit formula to accommodate this change, one simple approach would be to gradually phase in reductions in the primary insurance amount formula used to calculate Social Security benefits.  This type of change could affect beneficiaries who might not benefit from creation of the individual account, such as young disabled workers or young survivor beneficiaries.

 Chapter 7 of our report explores six possible payout designs for disabled workers depending on the nature and purpose of the individual account proposal.  Option One – Access at Disability Onset: The IRA Approach – is based on the precedent of individual retirement accounts and other savings that supplement Social Security.  The five other options explore disability payout rules in plans where accounts are meant to partially fill the role of Social Security defined benefits at retirement.  Option Two – Treat Disability Like Retirement – would simply apply the retirement rules of the generic plan to the case of disability.  The lower retirement benefit would be paid at disability onset.  Option Three – Mandate Private Disability Insurance – explores the notion of adding mandatory private disability insurance to Option Two, and preserving the account for retirement.  Options 4, 5, and 6 all pay higher disability benefits than retirement benefits.  In these options, a new issue arises about how to get a relatively smooth transition from disability to retirement benefits for disabled workers who live that long.  Option Four – Pay a Higher Disability PIA and Take Back the Account – explores introducing a higher defined benefit for disability than for retirement.  In return, the disabled worker’s individual account would be turned over to the disability insurance trust fund.  Option Five – Pay a Higher Disability PIA and Preserve the Account for Retirement – seeks to avoid the potentially unpopular feature of taking back the individual account at disability.  Option Six – Pay a Higher Disability PIA that Shifts to a Blended PIA and Annuity at Retirement – would, like Option Four and Five, pay a higher PIA for disability than for retirement.  At retirement, the disabled worker would shift to a somewhat lower PIA and start receiving an annuity from the account.
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    Children, Life Insurance, 

and Bequests

Maya MacGuineas, New America Foundation



Current Social Security benefits for children

Possible changes in children’s defined benefits with individual accounts

Children’s rights to their parents’ individual accounts

Bequests to heirs other than spouses and dependent children
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 Disability and Mandatory 

Joint-Life Annuities



Would disabled beneficiaries who reach retirement age be in the same annuity pricing pool as other retirees?

Potentially smaller account if work life cut short

Survivor annuity smaller 



As Jeff reported earlier, some individual account plans require that accounts be used to buy retirement annuities and require that married retirees buy joint-life annuities.  The purchase of annuities raises different issues with regard to individuals who enter retirement as disabled workers or spouses of disabled workers.

 

In 2002, 11 percent of the individuals claiming Social Security retirement benefits did so after receiving disability benefits prior to retirement.  Would these retirees be in the annuity pricing pool on the same terms as other retirees?  Ideally, the appeal to consumers of risk pooling in annuities means that everyone in the pool has an equal chance of at least being average, and a chance of at most living longer than the next person.  For disabled retirees, the odds might work against them.  An individual account plan might create a special disabled retirees annuity pool that provides more favorable pricing for this group.  It is possible, however, that this choice might lead to higher-cost standard annuities for those without evidence of substandard life expectancy.

 

Aside from concerns about pricing fairness, two additional outcomes need to be considered that apply specifically to disabled workers and their spouses.  First, a disabled worker’s individual account might be significantly smaller than it would have been at normal retirement age, producing a much smaller annuity, which would be reduced even further due to a joint-survivor mandate.  And second, if the disabled worker dies earlier than most non-disabled workers (as is sometimes the case), the disabled worker’s spouse would need to live on a survivor annuity for more years than would a non-disabled worker’s spouse.
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    Disabled Workers and their Families

Marty Ford, Arc of the United States and United Cerebral Palsy



Social Security disability benefits

Qualifying for disability benefits

Number of individuals receiving disability benefits



When considering individual accounts as part of Social Security, it is important to take account of disabled-worker beneficiaries and their families. (Although it is preferable to refer to “people with disabilities” rather than disabled people, the term “disabled worker” is a term of art in the Social Security system.)  In 2003, about 16 percent of all Social Security beneficiaries were disabled-worker beneficiaries and their dependent children or spouses.

 

The test of disability in the Social Security program is strict – the worker must be unable to work because of a medically determinable physical or mental impairment expected to last for at least one year or to result in death within a year.  The person must also have recent work in employment covered by Social Security.  For those who qualify, Social Security disability benefits begin five full months after the onset of the disabling condition.  In this report, we assume that any individual account proposal would continue this disability definition for Social Security benefits.



About 5.9 million individuals aged 18-64 received Social Security disabled-worker benefits in January 2004; their average benefit was $862 per month, or about $10,000 per year.  In addition, 1.6 million children of disabled workers received benefits, averaging $254 per month.
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Snapshot of Disability Beneficiaries



Disproportionately male

More likely to be

Black or Hispanic

50 or older

Unmarried

Without a high school diploma

Living alone



Disabled workers at high risk of being poor



When compared to other people aged 18 through 65, disabled-worker beneficiaries are disproportionately male, due in part to men being more likely than women to have the recent work needed to be eligible for benefits.  About 60 percent of disabled workers are men.  As women are working more continuously than in the past, more women will be insured for disability in the future.

 When compared to other working-aged adults, disabled-worker beneficiaries are more likely to be:

Ø      Black or Hispanic (17 percent compared to 10 percent); 50 years of age or older (60 percent compared to 21 percent); Unmarried (51 percent compared to 42 percent); Divorced (24 percent compared to 12 percent); Without a high school diploma (37 percent compared to 13 percent);  Without education beyond high school (75 percent compared to 48 percent);  Living alone (23 percent compared to 11 percent)

 The median adjusted family income of disabled-worker beneficiaries is about half that of other people aged 18-64.  Disabled workers are at high risk of being poor or near poor, with family income below 125 percent of the poverty threshold.  About 34 percent of disabled workers are poor or near poor, compared to 13 percent of others aged 18-64.
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Implementation Issues



Reporting and verification requirements

	Determination of family status throughout worker’s career, not just when benefits are claimed

Disincentive to report family relationships as benefits come out of the same pool of assets



Administering spousal rights in an individual account system could impose new reporting and verification requirements, beyond those faced by the Social Security system.

Social Security benefit entitlement is generally based on family relationships in existence when individuals establish entitlement to benefits – when workers retire, die, or become disabled.  The system does not need to track marriage and divorce over the working life.  If individual accounts required ongoing updates on the account holder’s family status before becoming entitled to benefits, Congress would need to authorize new administrative arrangements for reporting and resolving disputes or discrepancies in marital status.  Additionally, the ongoing updates would need to account for less formal family relationships such as common law marriage (recognized by some states, but not by all), informal separation or abandonment, or parent-child relationships.

The current Social Security benefit structure provides a strong incentive for individuals to report and document family relationships.  Spouses and divorced spouses receive benefits in addition to those paid to workers, with no consequent reduction in workers’ own benefits.  By contrast, if individual accounts were divided between husbands and wives, either by contribution splitting year-by-year or by dividing accounts at divorce, account holders might fail to report a marriage because they do not want a spouse to receive funds at their own expense.  Policymakers would need procedures to track marriage and divorce and to hear and resolve disputes.

Any individual account proposal must look beyond the individual account holder and address the issues of spousal rights to the account during marriage, at divorce, at retirement, and at death.  A clear articulation of congressional intent as to the rights of current and ex-spouses would be necessary to clarify the process of payouts from individual accounts.
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If accounts are NOT part of 

Social Security…

If new individual accounts are not part of Social Security, issues about disability and families remain important.

Precedents exist for family rights in IRAs, pensions, 401(k)s, and state family law with regard to property rights.

Which rules to apply?    



Finally, if newly created individual savings accounts are NOT part of Social Security, important policy questions remain about how these accounts that are designed with retired workers in mind would apply at other life events.



We have a variety of precedents for answering these questions:  in federal policies with regard to IRAs, private pensions, public employee pensions, and in state family law.  



If we set up new retirement savings accounts – beyond those that already exist – which of the existing precedents will policymakers want to follow in deciding rights of family members to the accounts?  



We turn to spousal rights, first.  
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   Precedents for Determining Spousal Rights



Social Security benefit rules

Federal rules for private pensions, 401(k)s, and IRAs. 

State family property rights

Common law states

Community property states



Social Security provides spousal benefits to wives, widows, husbands, and widowers, disabled widowed spouses, as well as to ex-wives and ex-husbands, protecting them against the income losses of a worker’s death, retirement, or disability.  Spousal benefits are paid only to the extent that the benefit exceeds what the spouse would receive based on his or her own work record.  These benefits are paid for life, keep pace with inflation, and are provided without reduction in the benefit paid to the worker.  The cost of paying spousal benefits is spread among all participants in Social Security.

 Federal rules set spousal rights for private pensions, IRAs, and 401(k) plans.  Private defined-benefit plans require that a widowed spouse receive at least a 50 percent survivor pension from the plan, unless the spouse waived that right.  The survivor pension lowers the pension for the retiree, as Jeff explained earlier.  IRAs, in contrast, provide no special spousal rights, although the accounts can be divided as part of a divorce settlement.  401(k) plans are between pensions and IRAs.  If a 401(k) account holder dies, the spouse would receive the account unless he or she previously consented to have it go to someone else.  If the 401(k) account holder rolled over the account into an IRA, the IRA rules apply and spouses lose the automatic survivor protection.  

A third precedent is family property law, which is determined by states and varies from state to state. Common law states consider the title-holder to be the owner of the property, although all common law states now call for equitable distribution of property at divorce or death.  The nine community property states (which include 29 percent of the U.S. population) view property acquired during the marriage as belonging equally to husbands and wives.  As family structures have grown more complex (children from multiple marriages, for instance), states have adopted varying solutions to resolve issues presented by contemporary family life.  Most states—both common law and community property—allow state rules on property rights to be overridden by a contract that is mutually and fairly agreed to by the husband and wife before or during a marriage or at divorce.
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Pros and Cons of Federal 

 Treatment of Spousal Rights



Pros

Ensure uniform treatment

Reduce need for litigation

Simplifies plan administration

Cons

Less flexible treatment for individuals



If policymakers wish to implement uniform spousal rights under an individual account system, they will need to define the rules explicitly in federal law.   Absent that, state courts and legislatures will make decisions about spousal rights. These decisions will lead to different treatment of spousal rights for account holders residing in different states.  It may also lead to changes in the property treatment of accounts when account holders move between common law and community property states. 

The advantage of having national rules is clear:  they ensure uniform treatment for all account holders, no matter where they work or reside.  Moreover, uniform rules can reduce costs by reducing the need for lawyers to represent the rights of account holders and spouses and by simplifying plan administration.  But creating federal policy on spousal rights in an individual account system would require making tradeoffs. Because individual accounts are a finite pool of assets, when one person receives a share, another person’s share is reduced.  

 Letting states decide spousal rights would not provide the uniformity. But, at least arguably, state decisions might ensure more equitable treatment for individuals.  State courts, for example, routinely decide how to divide the martial property of divorcing spouses who have been unable to reach settlement.  Other retirement accounts (such as IRAs and 401(k)s), are already subject to division by state courts at divorce.  The advantage of this approach lies in its flexibility: one divorcing spouse might want to exchange his or her right to a retirement account for the family home, while another divorcing spouse who expects to live a long life might prefer the interest in a retirement account.  State courts might arbitrate these disputes and supervise settlements that better address the martial breakup circumstances.

 At the same time, relying on states courts could pose problems for low- and moderate-income individuals who are unable to afford lawyers. It is important to recognize that at least one party in family law proceedings typically does not have a lawyer.
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Spousal Rights

Joan Entmacher, National Women’s Law Center

14 million individuals receive Social Security benefits based in part on a spouse’s work record (13.8 million are women)

As more women are employed, more will receive Social Security as workers.  Many will be dually-entitled to higher benefits as widows. 



About 14 million individuals – 30 percent of all beneficiaries – receive Social Security benefits based at least in part on a spouse’s work record.  These beneficiaries are overwhelmingly women.  About 6 million women are entitled to Social Security as workers and to higher benefits as widows, wives, or divorced wives.  Another 7.8 million women receive Social Security solely as widows, wives or divorced wives. 

Individual accounts pose new questions about what rights spouses and widowed spouses would have to the accounts.  Answers to these questions are particularly important if accounts are designed to replace a part of Social Security benefits.  

Questions include: how would spousal rights be addressed during marriage?  What would happen to accounts at divorce?  Would married persons automatically inherit the account when their spouses die?   There are many precedents for answering these questions. 
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The “Other Half” of Social Security Beneficiaries

About half of Social Security beneficiaries are entitled solely as retired workers.

The other half are disabled workers or entitled based on a family relationship:

12% of beneficiaries are disabled workers

30% are entitled as spouses, widowed spouses or 	divorced spouses

8% are children, including disabled adult children.



Of the 47 millions individuals receiving Social Security benefits, only about half receive benefits solely as retired workers, while the other half receive benefits based on disability or family relationship to a worker.



About 12 percent of people receiving Social Security are disabled workers.  (Although it is preferable to refer to “people with disabilities” rather than disabled people, the term “disabled worker” is a term of art in the Social Security system.)

Roughly 30 percent (who are overwhelmingly women) get benefits based, at least in part, on a spouse’s work record.  Many of these women are “dually entitled” – that is, they qualify for Social Security benefits as retired workers, and are entitled to a higher benefits as wives, widows or divorced wives.  In this case, their benefits are based on their own records, plus a supplement up to the amount of the benefit as wives, widows, or divorced wives.

Finally, about 8 percent of Social Security beneficiaries are children who get benefits when a parent dies, becomes disabled or retires.  The children include minor children under age 18 and about 750,000 adults who receive benefits as disabled adult children, based on a parent’s work record. 
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If accounts are part of 

Social Security…

Issues for disabled workers and family members include:

How will accounts affect defined benefits from Social Security?

What rights would families and disabled workers have to the accounts? 

When can they exercise those rights?   



If individual accounts are part of Social Security, there are important questions regarding how the new policies will affect this “other half” of beneficiaries.

If Social Security benefits are reduced or “offset” because part of Social Security taxes are shifted to individual accounts, how will those offsets apply to disabled workers?  How will such offsets affect families who receive benefit on a worker’s account?

As Steve Goss discussed, “worker-specific offsets” are designed as part of plans that permit workers to shift Social Security taxes to personal accounts on a voluntary basis.  Other plans may shift funds to personal accounts on a mandatory basis – and offset benefits across-the-board to accommodate the  change.  These policies could have unintended effects on families and on benefits for disabled workers unless these benefits are explicitly addressed.  



What rights will disabled workers, spouses, and children have to the funds in the personal accounts?  If they have rights, when can they exercise those rights.  These are key policy questions.  
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Spousal Rights, Disabled Workers 

and Children

By Kilolo Kijakazi, Ford Foundation

(formerly with the Center on Budget and Policy Priorities)





An Overview



Many Individual Account Plans Focus on Retirees   



Our next speaker is Kilolo Kijakazi now of the Ford Foundation.  Kilolo was with the Center on Budget and Policy Priorities when she joined the panel.  



Just as most discussion of individual accounts has focused on the accumulation phase, rather than the payout phase, most attention to the payout phase has focused on retirees.  The impact of new policies on other people who might be affect by – or have rights to – new accounts has received far less attention.  This panel focuses on three important groups:  disabled workers, spouses, and children. 
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