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Abstract

This working paper, which will appear as a chapter of Framing the Social
Security Debate (forthcoming Fall 1998) (Brookings Ingtitution Press), discusses two
regulatory problems associated with the privatization of social security: first, the risk
that political interference with social security investments in equity securities will
disrupt private capital markets and reduce returns on social security assets, and,
second, risks associated with variations in investment return that individual
participants might experience under a privatized social security system. In brief, the
paper suggests that, while the investment of social security assets in private equity
markets could giverise to problems of political interference in those markets, there
are various ways in which such investments could be structured and managed that
would reduce the likelihood of these problems actually arising. Asto concerns that
political interference might reduce expected returns on social security assets, the
paper arguesthat past experience in other areas of financial regulation suggest that
any reduction in returns from political interference is likely to be less substantial
than the expected increase in financial returns associated with transferring a portion
of social security investments into equity markets. With regard to variations in
individual returns, the paper reviews various reasons why some individuals might be
expected to experience lower rates of return under a privatized social security system
than they do under our current system, even though privatization might generally be
expected to increase average returns on social security assets. The paper then
considers a variety of regulatory tools that could be employed to reduce the range
of variation in individual returns.

Professor of Law, Harvard Law School. This paper benefitted from comments and suggestions of
Douglas Arnold, Peter Diamond, Dan Halperin, and Henry Hu.
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How should a privatized socia security system be regulated? Are existing legal structures
adequate to police a privatized social security system ? Or are the problems associated with a
privatization sufficiently novel or acute to require new regulatory mechanisms? If new regulations
are required, what sort of supervisory controls be incorporated into reform proposals and what
protections can we reasonably expect them to afford social security participants? These are the
guestions that this essay explores.

InPart |, | discuss one regulatory problem associated with social security privatization: the
possibility that political considerations will interfere with the way in which socia security assets are
invested in the private capital markets, a topic which Theo Angelis has explored with considerable
care and insight in the preceding chapter. In Part Il, | broaden the analysis to consider other
regulatory problems of socid security reform and, in particular, the financial risks that social security
privatization would impose on individua participants. | conclude with a discussion of the regulatory
techniques that could be used to mitigate those problems and briefly consider how regulatory

considerations should be factored into the on-going debate over social security reform.

|. Public Interference with Private Capital Markets
As someone who spends much of his time dedling with the regulation of financia
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intermediaries and capitd markets, | greatly enjoyed Mr. Angelis' s paper. While the expanding body
of academic literature on socia security reform aludes to the regulatory challenges of privatizing
socid security, Mr. Angelis's paper is one of the first to attempt a carefu99l review of an important
aspect of such reforms: the concern that political considerations will interfere with the investment of
socia security funds in public capital markets. This possibility arises whether the trust fund’s own
assats areinvested in the capitd market or the investments are made through some sort of individual
accounts. In either case, the government may be tempted to intrude into our capital marketsin novel
and potentially troubling ways.

If a substantial portion of the social security assets were invested in the private equity
markets, Congress or other government officials might well be tempted to utilize that investment
authority to influence the management of private corporations — either directly through the proxy
process or indirectly through digibility requirements for inclusion in the trust fund portfolio.* While
it remains a matter of gpeculation whether Congress or regulatory agencies charged with overseeing
Trust fund assets would in fact attempt to manipulate the trust fund in this way, the concern is
sufficiently seriousthat it warrants careful consideration before we adopt proposals that would move
substantia amounts of private capital under the control of the trust fund or its managers. The critical
guestion is whether social security privatization can be structured so as to minimize the risks of

disrupting our equity markets without imposing undesirable collateral consequences. Although Mr.

1 One could, I suppose, distinguish between government actions designed to enhance corporate
performance and initiatives intended for collateral purposes unrelated to shareholder return. In practice,
however, this distinction is hard to maintain, as it will often be possible to recharacterize collateral purposes
as having a positive effect on performance. For this reason, my analysis makes no distinction between
appropriate and inappropriate government initiatives in corporate governance.
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Angdisrefrains from offering a definitive answer to this question, | think it is probably fair to say that
the paper is at least susceptible to the interpretation that problems of corporate governance are
substantial and not easily resolved.? While | am sympathetic to the concerns he raises, | am somewhat
more optimistic on both counts.

As Mr. Angelis suggests, afirst line of defense against political manipulation of trust fund
investments is to move investment control and shareholder voting decisions out of the hands of
government officials and under contractua assignment of private investment managers of the sort that
routinely manage private pension today and aso manage investments of the federal Thrift Savings
Plan. Aslong as these managers were selected, retained, and perhaps even compensated based on
their skill in matching as close as possible the performance of broad market indices, competitive
pressures would do much to insure than individual managers did not manipulate their investment
authority to curry favor with government officials®>  Such a structure should also make it difficult
for trust fund administrators surreptitioudly to establish alternative investment criteria on their own
initiative.

Thus, to aconsiderable degree, privatization can be structured to impose institutional barriers
to insulate investment management from political pressures. Structura restraints of this sort cannot,

however, guarantee Congress will not subsequently enact new legidation establishing political criteria

2| gather that is how my fellow discussant Warren Batts interprets the analysis.

3 For this competition to succeed, it would be desirable for the trust fund' s portfolio to be divided up
into several pieces, perhaps a haf a dozen, and to have the contracts subject to renewal periodically. In
addition to making it easier to police management fees and account performance, dividing up the portfolio
would reduce the volume of holdings of any manager. To the extent one is concerned about the overall size
of the funds portfolio, investment managers could be limited to holding no more than one percent of the overall
market.
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for trust fund investments or even imposing such criteria in the first place, notwithstanding the
recommendation of experts advisers to pursue the sort of hands-off strategy that Mr. Angelis
suggests.

Assessing thisrisk isamatter of politica prediction and, as such, inherently debatable. From
my perspective as a student of financial regulation, it is by no means clear that Congress would
choose to interfere with trust fund investment management in the ways outlined in the Angelis paper.
Most financia intermediaries — even those such as registered investment companies and private
pension plans that are regulated exclusively at the federal level — are not subject to politically-
motivated restraints on investment, at least not of the sort Mr. Angelis discusses,* even though there
have been, from time to time, politicians who have expressed an interest in imposing such
requirements.®> The one substantial exception to this point is the Community Reinvestment Act of
1977, which requires federally insured depository institutions to serve the credit needs of local low
and middle income borrowers.  Although originally understood as an initiative to prevent red-lining
in certain credit markets, the CRA is sometimes characterized as federal credit allocation scheme.
So, the field of federa financia institutions regulation does offer an example of socia financid

engineering. The statute is, however, extremely controversia in the banking community, and has

4 To be sure, some andysts characterize portfolio restrictions as motivated to serve the politica interests
of management. See (Roe 1994). But these restrictions also serve the more public-spirited goa of enhancing
diversification.

> Thedaes, in contrast, have demonstrated somewhat greater interest in imposing politically motivated
investment restrictions, both on insurance companies and banks. See, e.g., Metropolitan Life v. Ward, 470
U.S. 869 (1985) (reviewing states requirements that insurance companies invest locally). This difference
between gtate and federal tendenciesin this area may suggest that state experiences with public pension fund
restrictions may not be areliable guide of the political economy at the federal level.
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been widely criticized in the industry.

But, let’ s suppose that Congress overcame these structura impedi ments and proposed to play
politics with trust fund investments along the lines Mr. Angelis fears. How bad would it be? The
paper focuses our attention on several distinct harms: oneis a potentia deterioration in return on fund
investments -- that isan injury to the fund itself -- and the second is an interference with corporate
management -- that is an interference in the real economy.

A. Rate of Return Concerns

L et me begin with rate of return concerns. Suppose Congress were to limit trust fund equity
investments to the S& P 500 minus firms engaged in the sale of tobacco. It is certainly conceivable
that such alimitation could impair the returns of the fund’s equity investments.® However regrettable,
this potential loss of economic return is not necessarily a grounds for prohibiting trust fund
investments in equity markets. |f one accepts rate of return as the relevant metric,” the critical
guestion is not whether a politicaly constrained stock index would underperform a pure index; rather
the question is whether politicians would sufficiently mismanage the trust fund' s equity investments
to reduce the fund’ s return from its current all Treasury investment posture.

One cannot answer this question with confidence. But, if one looks at the available data, there
is some grounds for hope here. Throughout this conference and in the Advisory Council’s report

released last year, the conventional assumption is that the real long-term rate of return on equity

& Although it is also possible that, at least in some markets, such arestriction could improve returns.

” And this is a contested point, as discussed earlier in this conference. (Geanokpolos, Mithcell &
Zeldes, 1998).
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investments will be on the order of seven percent per annum, whereas the equivalent return on current
trust fund holdingsis 2.3 or 2.4 percent. So, under the assumption that the expected real rate of
return on equity investments is 450 basi s points above expected returns on the trust fund’ s current
portfolio — and that’ s the assumption that drives the privatization proposals analyzed in the paper
— the relevant question is whether the cost of politically constrained baskets of equities would eat
up al of this differential.? If one examines the empirical literature on the costs of social investing,
much of which is summarized in Mr. Angelis's paper, one finds an estimated effect of one or two
percentage points,® or less than half of the assumed differential.’®® To be sure, one can find
illugtrations of states (and foreign governments) making spectacularly poor investments with public
penson assets. But, asfar as| can tell, these errors occur when the assets have been directly under
government control and alocated to specific politically favored investments. The costs of a politically
constrained portfolio index would likely, at least in my view, be substantially less severe.

B. Manipulation of Voting Rightsfor Political Ends

A digtinct question is whether large trust fund investments in equity markets might introduce

political considerations into fundamental issues of corporate governance. Several members of the

&  This figure would be lower but still substantial if privatized funds were divided between bonds and
equity.

®  See Romano (1993); see aso Mitchell & Hsin (1994).

10 Returning to the CRA illustration for amoment, if one asks the question of how much this most visible
form of federal credit alocation has cot, the answer is that it has a relatively small impact on the overal
performance of depoditory institutions. Even critics of the statute estimate its cost at on the order of 12 basis
points of industry assets, see (Independent Bankers Association of America (1993) ( estimating the direct costs
of CRA compliance), further suggesting, at least to me, that the worst case effects of socia investment are
likely to eat up only asmall fraction of the increase in rates of return that privatization of fund assets would
be expected to generate.
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Advisory Committee took this concern seriously enough to recommend that trust fund voting rights
be cleansed: either through the statutory elimination of those voting rights (for securities held by the
trust fund), or through the adoption of a voting convention that mirrors the votes of other
shareholders.™

An important contribution of the Angelis paper isits attempt to understand the ramifications
of cleansing the voting rights of what could become a potentially large block of securities. I'd like
to focus on one component of his argument here: the possibility that cleansing voting rights would
tend to entrench management and weaken the mechanisms of shareholder control.*? In raising this
concern, Angelis postulates a public firm with alarge block of stock under management control —
say, twenty-five percent of outstanding shares. If the trust fund were to take another twenty-five

percent of that company’s shares out of circulation, management’s share of the voting shares that

1 See Advisory Council on Socid Security (1997, val. 1, p. 26). While much anecdotal evidence at the
state level has supported the view that government pension plans are prone to shareholder activism, it is not
clear that this phenomenon would be replicated at the federal level with socia security trust fund assets,
paticularly if voting rights were delegated to private investment managers, as they are with the federa Thrift
Savings Plan. Moreover, if, as| have suggested above, the resources were divided up among multiple advisers,
voting power would be more diffuse, and no single manager could speak for all trust fund shares. See supra
note 3. In this section, however, | accept the assumption that concern over corporate governance issues
necessitate a cleansing of voting rights, and then ask the question of whether cleansing the shares would have
an adverse effect on corporate governance.

12 Space and time congtraints prevent me from exploring a second potential problem of cleansing “voting
rights’: the possibility that thisloss of rights would cause the trust fund to “lose” the premium associated with
voting. In essence, this point is another “rate of return” worry: divesting voting rights will detract from fund
peformance. Whether or not the divestiture of voting rights will have this effect is, it seemsto me, a difficult
guestion of economics. The voting rights need not, after all, be lost forever and could reemerge when sold to
other parties. There would, moreover, be many other aspects of privatization — most notably the entrance of
such alarge and long-term investor in the equity markets — that could, it would seem to me, have even larger
effects on equity returns and these might easily swamp the voting rights issue. In any event, many of these
effects would, presumably, be incorporated into equity prices as soon as the parameters of the privatization
proposal were adopted and well before the trust fund acquired any shares.
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retained voting rights would rise to thirty-three percent, and its ability to block outside bids would
be enhanced.

In many public companies, however, management controls no such substantial block of votes.
Where activigsingitutional shareholders own severa significant shares — say three- to five-percent
blocks — the introduction of alarge block of cleansed trust fund shares will enhance the power of
outsiders, presumably improving the market’s ability to monitor shareholders. 1n essence, the cost
of seeking corporate control will decline, at least for those companies in which activist institutional
shareholders already have substantial blocks.

A separate and intriguing question is the effect of cleansed voting rights for companiesin
which neither management nor outsiders have large consolidated holdings. Although the matter is
hardly free from doubt, | believe the answer must turn on the issue of whose shares the trust fund
purchases. If we knew, for example, that the trust fund were to purchase its shares solely from
individua investors, who are the least likely to participate actively in corporate governance issues,
then the cleansing of their voting rights would tend to improve management discipline, because the
remaining shareholders would be proportionately more activist. On the other hand, if it is the activists
who sell out, the effect could easily be in the other direction.

Just as the macro-economic effects of Social Security privatization depend on the how the
public adjusts its savings and investment patternsin response to the change, so too it seemsto me do
the corporate governance ramifications of the proposal depend on how the ownership patterns of
public corporations are affected. It seems entirely plausible, as Mr. Angelis suggests, that for some

corporations there may be an entrenchment of management, but for many others it may cause an
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increase in shareholder discipline.  To answer this question, one would need to examine with greater
care the ownership structures of the companiesin which the fund was to invest, and also determine
to the extent possible the identity of shareholders whom the trust fund would succeed.

C. Palitical Influence Could Also Reach Individual Accounts

A final point | would like to address are the implications of this paper for the debate over
whether Social Security should retain its current defined benefit format or move to a defined
contribution format. Severd of the Advisory Council members who support the Individual Account
plan — adefined contribution dternative — did so partially on the grounds that the risks of political
interference were too great if equity investment were made in a defined benefit format.*®

One of the most interesting aspects of the Angelis paper isthat its analysis does not for the
most part turn on whether the investments are made in defined benefit or defined contribution form.
After dl, the primary line of defense against political manipulation that the paper considers are: first,
delegation of investment management to private firms selected by a politically independent board and
second, limitations of account investments to broad market indices, such as the S& P 500. (I would
also add a requirement that the funds be delegated to multiple managers so that inter-manager
comparisons on costs and performance would be possible.) All of these first-line structural restraints
could be imposed whether or not the investments were held directly by the trust fund or alocated to

individua accounts. Similarly, the voting rights of equity investments could be cleansed whether held

13 See Advisory Council on Socia Security (1997, vol. 1, p. 155) (Statement of Edward M. Gramlich
and Marc M. Twinney).
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in individual accounts or directly by the fund.**

Thetemptations for political intervention aso appear largely symmetric. With both a defined
benefit plan and a defined contribution plan organized along the lines of the federal thrift savings plan,
politicians will face the temptation of manipulating alarge body of capital market investments to fulfill
socia gods. To be sure, one might suppose that there would be strong public resistance to political
efforts to interfere with returns on individual accounts.™® But given the specia role of the social
security trust fund in our public debate, one might imagine equally strong opposition to political
attempts to exploit trust fund assets for the benefit of “special interests.” This political resistance
could be enhanced if there were clear indices — such as an undiluted market index — against which
the costs of socia engineering of trust fund assets could be measured.

So, oneimportant lesson of the Angelis paper isthat, at least in choosing between direct trust
fund investment and the individual account approach, concerns over politica interference in

investment strategy do not point strongly in one direction or the other.*

II. Regulating a Privatized Social Security System

14 Asdescribed in some detail below, one could aso combine substantial restraints on financial risk with
a defined contribution privatization proposal.

5 This was perhaps my intuition and | gather that of Mr. Angelis, but it's interesting to note that my
felow discussant Francis Cavanaugh has the opposite intuition — that politicians might be more inclined to
impose political consideration on individual account plans.

6 On the other hand, if one were concerned that privatization of socia security was likely to prompt
inappropriate government intervention when the capital marketsfdl, it isnot clear to me whether such an action
would be more likely with the Maintain Benefit approach (where the government shoulders the risk) or with
an Individua Account approach (where individuals bear the losses directly).

11
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The need to condrain paliticd interference in asset management is, however, only one of the
regulatory chalenges of socid security privatization. A separate, and from my perspective even more
important, concern is the amount of financia risk that participants in a privatized socia security
system would assume, particularly if privatization were implemented with IRA-style, personal security
accounts.”” This section reviews the regulatory challenges of privatization and then considers the
kinds of regulatory regimes that could be deployed to mitigate those challenges.

A. Regulatory Challengesfor a Privatized Social Security System

Granting socid security participants unbridled discretion to invest all or a substantial portion
of their social security contributions raises a host of regulatory challenges. Inlight of the number
of participantsinvolved — many of whom will be first time investors — and the aggregate amount
of assets available for management, the potential for abuse and over-reaching will be great. The sort
of scam-artists and scoundrels that have perpetuated penny-stock fraud and boiler-room operations
will be atracted to individua socia security accounts like moths to aflame. At a minimum, millions
of participants -- even those who restrict their investments to bank CD’ s and money-market money
funds -- may overpay for investment services, particularly in the early years as the market for account
management works itself out, and some will undoubtedly suffer from outright fraud. Even if instances
of wrongdoing were limited to afew percent of participants, the absolute number of abuses could be
extremely high.

Fraud aside, the actual returns received on individual socia security accounts may be much

7 Advisory Council on Social Security (1997, vol. 1, pp. 30-33) (describing proposal for persona
security accounts).

12



Regulatory Problems in Privatizing Social Security November 5, 1998

more problematic than many privatization proposals suggest. For the most part, discussions of social
security privatization proceed on the assumption that average rates of return on capital market
investments will exceed the risk-free rate paid on government securities and substantially beat the
implicit return on current socid security contributions. Even if thisis true on average, actua returns
onindividua accounts will vary. Returns on many individual accounts will fall below the average.’®
Indeed, if individuals are given any substantial degree of latitude in determining how to invest their
socid security accounts, it isal but certain that some participants will do worse on their investments
than they would under the current social security system. By assuming financial risks, participants
will experience variationsin the rates of return earned on their accounts. Put differently, privatizing
socid security will not offer participants a costless exchange of low-returns for high-returns. Rather,
it offers a trade-off between the current system’s low average, no-variance returns and a new
system’ s higher-average, higher-variance returns.

Absent effective regulatory safeguards, severd factors could contribute to variation in returns
on individual accounts, including the following:

1. Variationsin Administrative Costs
As has been noted elsewhere, individual accounts would have relatively high
administrative costs. both in terms of the direct fees paid to account managers and in terms

of indirect costs from account managers obtaining less than optimal execution practices,

8 Depending how returns are distributed — for example, if the performance of the median account is

below the average — more than half of all account will do worse than the average. See, e.g., Shoven (1998)
(reporting data on alarge number of hypothetical portfoliosin which mean returns exceed median returns).
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brokerage commissions, and other services.® One effect of high administrative costs would
be to lower average performance on individual accounts, but high costs can also generate
variations in return. The level of administrative costs could vary considerably across
individud accounts. The wealthy (with other assets available for management) could easily
find themselves paying much lower administrative costs than poorer participants. In the
financial markets, service providers often reduce feesin order to reach wealthier customers
to whom other products might be marketed. Similarly, sophisticated participants can be
expected to search for lower cost providers better than those who lack investment experience.
In addition costs for smaller accounts would likely be higher, as a percentage of assets under
management, than costs for larger accounts.
2. Other Sourcesof Variationsin Financial Performance

A variety of factors could lead to variationsin the rate of return on individual account
performance. From my perspective there are four principa sources of such variation:

a). Inter-generational variation. Because the private capital markets do not
outperform risk-free portfolios in a uniform manner, some generations will do better than
others with their individual accounts. Those whose retirement years fall in a period of low
asset prices will fare worse than those who retire in strong markets. Thus each generational
cohort will not necessarily earn the long-run average market return.

b) Variation from Asset Allocation Decisions. Even those within the same
generational cohort will experience substantially different rates of return. The degree of
variation will increase the greater the choice of investments available to account participants.
If one consdersthe closest current andog to individual accounts — 401(k) plans — the data
reveals that there is considerable variation in the ways in which individuals invest their

accounts. with some investing little in the stock market and others completely invested in the

19

Someindirect costs may not show up directly in administration fees, but will tend to lower portfolio
performance over time. Lessthan optimal execution practices, for example, will have this effect.
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equities®® Different decisions about how to allocate account assets will lead to substantial
differences in performance of accounts over time.

¢) Variation from Differences in Portfolio Balancing Strategies. Portfolio
rebaancing decisons will exacerbate variations in performance. Consider two individuals of
the same generation with the same level of contributions to an individual account. Suppose
both invest only in ether diversified stock funds or diversified bond funds, moving back and
forth based on their own sense of which market islikely to perform better in the next quarter.
Depending on the skill and/or luck with which they move their accounts between these two
asset classes, these two individuals could enjoy dramatically different rates of return, even
though they both followed the same asset alocation strategy. If a person made particularly
bad decisions in this regard — constantly selling low and buying high — it is quite possible
that person to experience poor account performance even though both bonds and stock
performed well over-dl. Differencesin alocation strategies trandate into variations in return
— that is, financial risk.

d) Variation fromthe Selection of Investment Managers. Finaly, even within asset
classes, there are likely to be subgtantid differencesin financia performance over time. If one
looks to the most common vehicle for individual investment in the stock market — stock
mutual funds — one also sees considerable variation in performance between the best and
worst funds over any period of observations. So even with individuals in the same
generationa cohort with the same allocation and timing strategy — 100 percent investment
in the stock market all the time — there is likely to be variation in performance, unless the

individuals used funds based on the same market index or otherwise equivalent portfolios.

November 5, 1998

As aresult of all the foregoing factors, the actual rate of returns for a large number of

participantsin individual accounts could be expected to fall well short of average returns for certain

asset classes. It is, moreover, quite possible that some fraction of individual account participants will

20

See Employee Benefit Research Institute (1996)
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do less well than the implicit rate of return currently generated on OASDI contributions.”

B. Designing a Regulatory Structureto Mitigate the Risks of Privatization

From aregulatory perspective, the most interesting question about socia security privatization
is the extent to which privatization legisation should and could address the regulatory challenges of
fraud, excessive administrative costs, and variations in returns across individual accounts. As
explored below, numerous regulatory options are available, and many might be used to dampen the
risks that privatization could impose on socia security participants. Regulatory restraints would,
however, limit the investment choices available to socia security participants, and thus conflict with
the gods of individud autonomy and freedom that underlie many privatization proposals. In the end,
framers of privatization legidation must balance the need for regulatory protections against the

desirability of enhancing participant autonomy.

1. Establishingthe Locus of Regulatory Supervision
Aninitial question about regulating the privatization of social security is determining at which
entitiesthe regulation would be directed. As the contribution to social security individual accounts
would presumably come from payroll taxes, a natura target of regulation could be employers.
(ERISA’sregulation of employer-sponsored pension plans provides a model for such aregulatory

system.) One could imagine imposing a legal duty on al employers to offer their employees an

2L In arecent paper relying on Monte Carlo simulations, Professors Bodie and Crane demonstrate how
standard retirement investment strategies might be expected to underperform the government risk free rate of
return under various circumstances. See Bodie & Crane (1998). Part of the public debate over socia security
reform should, in my view, entail an extension of this sort of analysis to present the expected distribution of
returns from competing proposas for privatization. Such analyses would help counteract the current emphasis
on predicted average returns.
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appropriate investment vehicle or range of investment vehicles for their privatized social security
accounts.”

There are, however, substantia drawbacks to an employer-based system of regulation. Most
importantly, it would extend regulation to a huge number of entities: all employers in the United
States. Beside straining supervisory resources, this gpproach would be costly and of dubious efficacy
inasmuch as many employers are small businesses or individuals, lacking in the experience necessary
to assume substantial responsibilities for overseeing investment management. As a result of the
problems associated with comprehensive regulation of employers, | suspect that social security
privatization regulation would have only limited gpplication to employers, perhaps requiring only that
whatever portion of their employees socia security contributions are earmarked for privatized
accounts are transferred to digible account managersin atimely manner.® Under such a system, the
critical issue will be determining who is an eligible provider and under what restrictions will such
account managers operate.

2. Defining Eligibility to Provide Servicesto Privatized Accounts
Eligibility to offer investment services to privatized socia security account could be

determined in any number of ways. At one extreme, the government could offer alimited number

22

The ERISA safe-harbor regulations establishing an appropriate range of choices for 401(k) accounts
offer onemodel for national standards of eligibility. See ERISA § 404(c), 29 U.S.C.A. § 1104 (West 1998);
29 C.F.R. § 2550.404c-1 (1998) (implementing regulations). An gpproach of this sort would establish general
parameters regarding the type of investment choices employers must offer their employees, but then allow
individual employee consderable latitude in deciding how to allocate their retirement investments within these
general parameters.

% 1t would also be appropriate to grant such obligations an appropriate priority should the employer
become insolvent.
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of investment choices, and al participants would have to choose among those options. Thisis, in
essence, what the Advisory Council’ s Individua Account option would provide. Typically, however,
privatization proposas contemplate that individual accounts will be managed by or invested in
regulated financia intermediaries: that is, banks, insurance companies, investment companies, and
perhaps registered broker-dealers or investment advisers. So, at the other end of the spectrum, a
wide range of financia intermediaries could be eligible to offer privatized socia security accounts.

While all major categories of financia intermediaries in the United States are subject to
supervision, the content and intensity of oversight varies considerably from sector to sector.* In
some fields, the degree of supervision is extensive. For example, banks, insurance companies, and
money-market mutual funds are subject to strict investment restrictions and mandatory capital
requirements. Social security accounts invested directly in these intermediaries (through bank
depodits, insurance policies, or money market mutual fund shares) should incur relatively low levels
of financia risk.® Accounts invested through other intermediaries (registered broker-deaers,
investment advisers, other investment companies, or even bank trust departments) would, however,
assume higher degrees of financia risk. Existing regulatory safeguards in these other fields consist
primarily of open-ended fiduciary standards and disclosure obligations, which are not designed to
insulate investors from variations in returns, and experience shows that individuals who invest
through these intermediaries enjoy widely different rates of return.

In addition to exposing social security participants to awide and potentially confusing range

2 See Jackson & Symons (1998)

% Certain bank and insurance products are protected by public insurance programs — athough the
accounts of those near and in retirement could easily exceed current coverage levels.
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of investment choices, the supervisory difficulties in alowing all regulated intermediaries to manage
socid security accounts are daunting. Despite arecent flurry of large mergers, the American financia
services industry remains highly fragmented; tens of thousand of regulated entities and individual offer
financid services. Ensuring uniform oversight of such alarge number of potential account managers
would be a daunting challenge, particularly in policing abuses of fraud and over-reaching, which
typicaly necesstate |abor-intensve investigations and individual prosecutions. This supervisory task
would be greatly smplified if the number of eligible providers were limited in some substantial
manner. While certain elements of the financial services industry would undoubtedly resist such
restrictions, | would be inclined to limit digibility for account management to a relatively small
number of intermediaries with excellent records of supervisory compliance. To ease supervision and
reduce the likelihood of compliance problems, the number of eligible providers could be restricted
to, say, fifty or even fewer well-established and well-capitalized financia ingtitutions, all of whom
have substantial incentivesto avoid supervisory problems. One would probably want to allow for new
entrants every year or so, both to keep the system dynamic and to replace manager that merge or
otherwise go out of business.

4. Developing a New Level of Regulation for Privatized Accounts

However many financial intermediaries are ultimately authorized to manage individual
retirement accounts, the question then arises what lega regimes should govern the terms under which
these intermediaries can accept individual social security accounts. Conceivably, privatization
legidlation relying exclusively on existing regulatory structures could be adequate to safeguard
participant investments. (Accounts placed with insurance companies would be protected through

insurance regulation; accounts with banks, through banking regulation, etc.) Thiswould, however,
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be arisky strategy both for account participants and, perhaps also, the financial services industry.®
More likely, in my view, privatization legidation will include a meta-level of regulation to establish
anew system of rules governing private social security account investments, thus ensuring that there
be some uniformity and consistency in regulation for all participants.?

Such an over-arching regulatory structure might address any number of issues, but | would
be inclined to focus on the following areas:

a. Regulation of Account Fees & Other Administrative Expenses

As explored above, the absolute amount and variation in fees charges on privatized socia
security accounts is a matter of potential concern. To maintain competitive pressure on these
charges, privatization legisation could mandate disclosure rules comparable to those the SEC has
developed for the mutual fund industry.”® Care would have to be taken to ensure that these
disclosures reflect indirect compensation, such as soft dollar arrangements and similar practices,

whereby advisors can increase their revenues without direct charges to account participants. To the

% Therisk to the financial services industry is that problems with privatized socia security accounts

could lead to increased regulation of large portions of the financia servicesindustry, not just those portions
managing socia security accounts.

2 Thissupplemental level of regulation could build on existing regulatory structures in various ways.
For example, if one conceptualized digible providers as advisersto socia security participants, the regulatory
structure could mandate that account assets could only be invested in certain kinds regulated intermediaries:
for example, well-capitalized FDIC-insured banks or mutual funds regulated under the Investment Company
Act of 1940 with more than $1 billion in assets. The provider's selection of investment vehicles and
recommendations to account participants would be governed by the meta-regulation | recommend, but the
underlying investments would be regulated under existing regulatory systems — that is bank regulation and
the 1940 Act. Our private pension regulation system has elements of this sort of jurisdictional alocation for
plan assets placed in guaranteed insurance accounts and certain regulated investment companies. See ERISA
§ 401(b)(2), (2), 29 U.S.C.A. 8§ 1101(b)(1) (West 1998); see also Langbein & Wolk (1995) (describing
jurisdictional compromise).

% For a recent overview of SEC reforms in this area, see Proposed Amendment to Mutual Fund
Registration Form, 62 Fed. Reg. 10,898-01 (Mar. 10, 1997).
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extent that there is concern over fee differentials across account participants, regulations might also
establish acelling on maximum fees. More direct controls over fees are also conceivable, but as our
experience with fixed commissions and insurance rate regulation has demonstrated, price controls of
this sort are difficult and costly to administer effectively.

b. Establishing Fiduciary Obligationsto Participants

Another potentialy appropriate regulatory mechanism would be the imposition of afiduciary

obligation on the part of eligible providers to recommend only “suitable’ investments to social
security participants and otherwise act in the best interest of those participants. Anaogs of open-
ended obligations of this sort already exist in the field of securities regulation and pension law,” but
they do not exist in dl sectors of the financid servicesindustry. While there are unguestionably costs
associated with duties of this sort, such an obligation would establish important minimal standards
of conduct and prohibit awide range of abuses, which are difficult to proscribe prospectively.*

c. Direct Regulation of Account Investments

A more difficult question isthe extent to which privatization legisation should more directly

#  See, e.g., NASD Conduct Rule 2310, reprinted in NASD Securities Dealers Manual (CCH) 4261
(1997); ERISA § 404(a)(1), 29 U.S.C.A. § 1104(a)(1) (West 1998).

% Articulating the precise scope of such a duty is beyond the scope of this essay. Drafters of

privatization legidation should, however, consider the extent to which participants will be permitted to waive
these fiduciary obligations. Supposing, for example, that a participant wanted to invest his or her entire
account in asngle high-technology start-up firm — an investment strategy widely perceived to be unsuitable
for aretirement account. Could the participant insist on such an investment? Should it make a difference that
the participant’s eligible provider recommended the stock for a portion of the participant’s account? Other
related issues, such as the extent to which socia security accounts can be pledged or otherwise dienated, would
also need to be addressed. See ERISA § 206(d), 29 U.S.C.A. § 1056(d) (West 1998).

The need for open-end fiduciary obligations would lessen if privatization regulation aso included direct
regulation of account investments, as discussed infra. In that case, fiduciary protections would not need to
extend to asset selection, but might be appropriate for advisory services and other aspect of account
management.
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influence the investment decisions of account participants. One could rely solely on the protections

afforded through an open-ended fiduciary duty imposed on digible providers, supplemented with

appropriate disclosures regarding the intermediaries recommendations. There are, however, other

regulatory alternatives. most notably, imposing mandatory portfolio restrictions on participant

accounts or, lessintrusively, smply requiring the eigible providers make certain kinds of investments

available to participants.®® The restrictions discussed below could be imposed as either mandatory

restrictions or required options.

Diverdgfied and Lower-Risk Investments. The primary justification for attempting to
narrow the range of possible investment is to reduce the financial risk that account
participants assume. The greater the choice of investment, the greater the possibility for
variationsin return across participants and the more likely some group of participants will in
fact do worse than they current do with implicit rates of return on their social security
contributions. At a minimum, it seems to me, it would be desirable to steer participants
towards elther diversfied pooled accounts (e.g., mutual funds, qualifying insurance products,
and perhaps appropriately constrained trust accounts) or relatively low risk instruments
(inflation-indexed government bonds, bank CD’s, regulated annuities). To simplify
participant choice, the number of investment choices might also be restricted to arelatively
small number for each type of investment.

Indexed Portfolios. Steering participants to diversified pools will not, however,
eiminate al financia risk. Even within the U.S. stock market, diversified pools have
heterogenous returns, leading to financial risk for participants. One could substantialy limit
this sort of risk by requiring that the diversified pools be based on broad market indices, abeit

at the cost of denying supra-market returns for those lucky enough to invest in the more

3 Traditional bank and insurance regulation has relied heavily on portfolio restrictions; ERISA’s new
safe-harbor rulesfor 401(k) accounts are an illugtration of aregime that simply requires that certain investment
options be made available. See supra note 22.
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successful actively managed accounts.® (The use of indexed portfolios would also make it
eader for participants to compare the past performance and administrative costs of different
eligible service providers.)

Limitations on Rebalance and Asset Allocation Decisons. Even limiting investments
to indexed funds will not, however, reduce all forms of financial risk. As mentioned above,
alocations of funds between indices and timing decisions in switching between indices
presents residual risks, which could in theory be diminished through limitations on both
allocation decisons and the timing of re-allocating portfolios. Regulatory restrictions could
discourage account participants from adjust their portfolios too frequently. For example,
participants could be precluded from changing investment strategies more frequently than
once ayear.

Protection from Inter-Generational Variation. Findly, to deal with the risks of inter-
generationd variation in returns, regulations could steer account participants into purchasing
some sort of insurance, guaranteeing a minimal rate of return on their account balances.®
Insurance companies have for many years offered similar products, in the form of variable
annuities with guaranteed minimum rates of return, and it is concelvable that similar products

could be developed for privatized social security accounts.®

% Largely because of the problems associated with direct participant investment in the market place,

some privatization proposals — most notably the individual account and Maintain Benefit proposals of last
year's Advisory Council report — specify that privatization should take the form of investments in broad
market indices. based for example on the S& P 500 or other recognized indices

¥ Asdiscussed above, one very important risk that indices do not eliminate is the possibility that stock
returns will underperform historic averages — that is, inter-generational risk discussed above. It remains
possible that the redl rate of returns on stocks will be substandard during any particular period. It is, in theory,
possible to design an invesment product that eliminates some of the downside risk of stock market investments
through some form of dynamic hedging Strategy.

% ltis, in theory, also possible to design an investment product that €liminates some of the downside

risk of sock market investments through some form of dynamic hedging strategy. While it might be difficult
to devise aregulation that would require equity investments of a PSA-style accounts to be hedged in this way,
if the stock portfolios were centrally managed (as in the Maintain Benefit or Individual Account proposals),
hedging strategies of this sort might be both feasible and desirable. For a discussion of hedging strategies of
this sort, see (Gordon (1997); see also Bodie & Crane (1998).
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d. Allocation of Supervisory Jurisdiction

A fina question of regulatory design isthe alocation of regulatory jurisdiction over privatized
social security accounts. There are two important dimensions of jurisdiction: the authority to
promulgate regulations and the authority to enforce those regulations. Both functions could be
centralized with the Socia Security Administration or some other appropriate agency. Or, the
jurisdiction could be divided between the Social Security Administration and the various regulatory
agencieswith primary supervisory over the financia intermediaries licensed to be eligible providers.
For example, the SSA could promulgate a system of regulation that the bank regulators would impose
on banks, insurance regulators impose on insurance companies, etc. Alternatively, both supervisory
functions could be delegated to the primary regulators, allowing a number of agencies to issue
authoritative (and potentialy conflicting) interpretations of the enabling statute. Our financia system
has illustrations of each approach to alocating jurisdiction,® although in this context — where an
important public goal would be to encourage participants to make comparison across sectors of the
financid sarvicesindustry — | believe centralization/uniformity of rule-making functions (of the sort
that would define disclosure standards for performance and administrative fees) would be desirable.

C. TheRole of Regulatory Safeguardsin the Debate Over Social Security Reform

As this menu of regulatory restraints reveals, it is possible both to adopt a PSA-style
privatization proposal and at the same time adopt regulatory structures that will substantially
constrain the financia risks that participants will assume. As a practical matter, the more of these
condraints one imposes, the more sensbleit would be to rely on an individual account-style approach

where the government itself provides the investment choices. After al, a full menu of regulatory

% See Fein (1995) (reviewing various examples of jurisdictional coordination).
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restraints will leave very little room for market competition, while entailing substantial supervisory
and compliance costs. Indeed, to the extent one were to impose the full menu of regulatory
congtraints on socia security participants — that is, mandating that equity investments be hedged to
mitigate inter-generational variations in returns — one would have come very close to converting a
defined contribution program into a defined benefit plan. At that point, | would question whether it
would make a good deal more sense to go with a true defined benefit plan, such as the Advisory
Council’s Maintain Benefit approach, which is likely to be a good deal more straight-forward to
implement and administer.

If, however, the framers of a privatized socia security system seek some compromise
between the current define benefit program and a new PSA-style initiative, a number of intermediate
regulatory solutions are available. Regulatory structures could steer participants towards certain
investment choices without formally mandating them, while at the same time prohibit or at least
strongly discourage clearly ingppropriate investment choices. While these intermediate solutions will
necessarily expose participants to some degree of financial risk, appropriately structured regulatory
restraints can reduce the number and severity of potential bad outcomes.* Though not a complete
substitute for the kind of social insurance the social security system currently provides, regulatory
safeguards can dampen the volatility of privatized social security system, thereby protecting the
interests of future social security participants and their beneficiaries.

Asthe nationa debate on social security reform turns to the various privatization proposals,

% Assuggested above, see supra note 21, Monte Carlo simulations offer one technique for evaluating
the digtributional implications of various reform proposals. Alternative regulatory restraints could and, in my
view, should aso be evaluated in this manner.
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discussions should include careful attention to the efficacy and completeness of the regulatory system
that competing proposals contemplate. Rather than focusing solely on the average rate of return a
particular proposal contemplates, analysts should also consider the full distribution of returns that
participants can be expected to redize over time. Theregulatory protections built into each proposal
will have a substantial effect on these expected distributions. Carefully constructed and sensibly

administered regulations can do much to soften the potentially harsh redlities of social security reform.

26



Regulatory Problems in Privatizing Social Security November 17, 1998

ReferenceList

Advisory Council on Socia Security, Report of the 1994-1996 Advisory Council on Socia Security
(Washington, D.C. 1997) (Advisory Council on Social Security (1997).

Zvi Bodie & Dwight B. Crane, The Design and Production of New Retirement Savings Products 11-14 (Jan.
28, 1998) (Harvard Business School Division of Research Working Paper No. 98-070) (Bodie & Crane (1998)).

Employee Benefit Research Institute, Worker Investment Decisions: An Analysis of Large 401(k) Plan Data
(Aug. 1996) (EBRI Issue Brief No. 176) (Employee Benefit Research Ingtitute (1996)).

Médanie L. Fein, Functional Regulation: A Concept for Glass-Steagall Reform? 2 Stan. J.L. Bus. & Fin. 89
(1995) (Fein (1995)).

Jeffrey N. Gordon. Employees, Pensions and the New Economic Order, 97 Colum. L. Rev. 1519 (1997)
(Gordon (1997)).

I ndependent Bankers Association of America, Regulatory Burden: The Cost to Community Banks (Jan. 1993)
(Independent Bankers Association of America (1993)).

John Geanakoplos, Olivia S. Mitchell, & Stephen P. Zeldes, Would a Privatized Social Security System Really
Pay A Higher Rate of Return (Working Draft Jan. 24, 1998). [ed: modify cite to cross-reference chapter] (Geanokpolos,
Mitchell & Zeldes (1998)).

Howell E. Jackson & Edward S. Symons, The Regulation of Financia Institutions (forthcoming West
Publishing, 1998) (Jackson & Symons (1998)).

John H. Langbein & Bruce A. Wolk, Pension and Employee Benefit Law 644-48 (Foundation Press, 2d ed.
1995) (Langbein & Wolk (1995)).

OliviaMitchell & Ping Lung Hsin, Public Pension Governance and Performance (1994) (Pension Research
Council Working Paper Series 94-1) (Mitchell & Hsin (1994)).

Roberta Romano, Public Pension Fund Activism in Corporate Governance Reconsidered, 93 Colum. L. Rev.
795 (1993) (Romano (1993)).

Mark J. Roe, Strong Managers, Weak Owners (Princeton University Press, 1994) (Roe (1994)).

John B. Shoven, The Location and Allocation of Assetsin Pension and Conventional Savings Accounts (Mar.
1998) (NBER Working Paper Series) (Shoven (1998)).

27



