
Seminar Paper No. 686

FIVE FALLACIES IN THE SOCIAL

SECURITY DEBATE

by

Mats Persson

   INSTITUTE FOR INTERNATIONAL ECONOMIC STUDIES
   Stockholm University



Seminar Paper No. 686

FIVE FALLACIES IN THE SOCIAL SECURITY DEBATE

by

            Mats Persson

Papers in the seminar series are also published on internet
in Adobe Acrobat (PDF) format.
Download from http://www.iies.su.se/

Seminar Papers are preliminary material circulated to
stimulate discussion and critical comment.

June 2000

Institute for International Economic Studies
S-106 91 Stockholm
Sweden



Five Fallacies in the Social Security Debate ∗

by

Mats Persson
Institute for International Economic Studies

Stockholm University
S-106 91 Stockholm

Sweden
E-mail: mp@iies.su.se

Abstract:

This paper discusses five examples of the conventional wisdom that has often been
expressed in the social security debate, even among academic economists. These are:
1. The major problem in most social security systems is that of demography: people
simply live too long. 2. Disregarding the issue of demography, a Pay-As-You-Go sys-
tem is inferior to a fully funded system since the former usually has a lower rate of
return. 3. Disregarding the portfolio aspect (which might favor a PAYG system), a
funded system dominates a PAYG system in a world of certainty. 4. The social securi-
ty system is a suitable instrument for intergenerational risk-sharing. 5. The govern-
ment is a safe and reliable provider of insurance.

                                                
∗ I am indebted to Olivia S. Mitchell and Hiroshi Yoshida for valuable comments on an earlier version
of this paper
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Five Fallacies in the Social Security Debate

Social security, dealing with intertemporal and intergenerational issues, is a difficult

field. Therefore, the basic economic mechanisms are often obscured by technical

complications, and even academic economists might yield to conventional wisdom

when those basic mechanisms are concerned. In this paper, I will discuss five cases

where the conventional wisdom, although containing a grain of truth, could be

challenged.

These five points are not new. Still, I think it is useful to have them collected in one

paper, instead of seeing them scattered in various publications – sometimes only men-

tioned implicitly, in quite a different context.

1. “The Present Problems in the Social Security Systems Are Due to

Demography”

By demography, this argument usually refers to longevity, people simply live for too

long.1 The argument sounds quite convincing, and almost all papers discussing social

security begin with a section on ageing populations. These sections are very similar

for most countries, showing diagrams of how the dependency rations (i.e., the number

of retired persons relative to the size of the active population) have increased over the

decades

There is however a snag in the argument. In most countries, the problems of social

security are confined to government-run systems. Private pension schemes – at lezast

those sold in competitive markets – seem to be thriving, with no discernible difficulty

in coping with an ageing population. This is surprising, since demography should be

the same in both cases.

The enigma has a simple solution, however. Private pension systems are in principle

rather simple. Knowing the expected remaining lifetime of each cohort, and having a

                                                
1 There are two main changes in demography that affect social security: increased longevity and
changing cohort sizes. In this section, we only discuss the longevity issue. The problem of changing
(i.e., falling) cohort sizes is important in its own right; it means that the notional “yield” on the pay-as-
you-go system falls, and is therefore equivalent to a falling yield on a fully funded system.
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fair idea of the expected yield of the portfolio, the actuaries at the insurance

companies can easily compute the fees to be paid during the active years that are

necessary for a particular person to receive a given pension during retirement.

Assume now that the population is ageing, i. e., the expected remaining lifetime

increases. Such a change would cause no problem to the actuaries, as soon as they

have observed this new demographic feature in their data. It only means that the

(correctly computed) fees should be somewhat higher, in order for the funds to cover

a longer period of retirement. And the buyers of these pension schemes will gladly

pay these higher fees, since they know that a longer expected retirement period makes

higher fees - or correspondingly lower pensions - necessary for the pension scheme to

break even. Thus a rational individual will not regard a longer life expectancy as a

problem (as some social-security analysts seem to do) but as a blessing. The corollary

is that a private pension scheme, with actuarially fair contributions and benefits, will

be able to handle even large anticipated changes in demography2

Why does not the same apply to public schemes? The answer is that in most such

schemes the benefit rules are not actuarially fair; there is only a weak link between

what the individual pays to the system during the active years and what he or she later

receives as a pension. From the individual’s point of view, most of the contribution is

merely a tax on earned income.3 Note that this tax is not due to the fact that the indivi-

dual is forced to “save” in a system with a return that is lower than the market rate of

interest. That particular tax – which is the one criticized in many papers on social

security, e. g. Feldstein (1996) − will be discussed in Section 2 below. Here, the tax

derives instead from the fact that, regardless of the rate of return, the pension system

performs a considerable amount of intra-cohort income redistribution. If this redistri-

bution benefited low-income earners at the expense of high-income earners, the tax

would be like an ordinary progressive income tax and could perhaps be justified as a

form of intra-generational risk sharing. Since the benefit rules are often rather compli-

                                                
2 For unanticipated changes, however, things are different. Private pension funds would need a buffer
fund to cope with such changes – but that is not the issue here, since the demographic changes that are
rocking the public pension schemes are the results of long-term trends that have been known and anti-
cipated for many years.
3 For the Swedish ATP pension, 75% of the contribution is a tax with no relation to later pension bene-
fits. See Persson (1998) and the references cited therein.
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cated, and have evolved over the years as the result of several political compromises,

there is however no such egalitarian twist to the system in general. For most countries,

the redistribution is quite arbitrary; in some cases, it has even been shown to benefit

high-income earners at the expense of low-income earners.4

Regardless of whether the actual redistribution taking place can be justified on egali-

tarian grounds or not, the contributions are thus to a large extent to be regarded as

income taxes. And income taxes have tax wedges that distort the economy. As life

expectancy increases, it is problematic to raise the fees of non-actuarial systems, since

this will be equivalent to a tax increase. Thus, with non-actuarial rules, an ageing

population will mean larger tax wedges and thereby more distortions to the economy.

This is, I think, the main reason why public systems run into problems as demography

changes, while private systems do not.

Thus demography should not bear all the blame for the present problems of social

security all over the world. Rather, the combination of demography and non-actuarial

benefit rules is the main problem. And since demography is not a policy instrument,

the first step towards a reform should be the introduction of actuarial rules.5 After

that, one could start dealing with the more subtle issue of a pay-as-you-go system

versus a funded system.

2. “A Pay-As-You-Go System is Inferior to a Funded System, Since It has a

Lower Rate of Return”

This is the most common argument against Pay-As-You-Go (PAYG) systems. It is the

basis for the view expressed by e. g. Feldstein (1996) of the PAYG system as a tax,

with a distortive tax wedge. There is some evidence supporting it. For example, the

average yearly increase in the U.S. real wage sum over the period 1960-1995 was 2.6

percent, according to Feldstein. Forcing individuals to save at such a low rate of

return, the average real yield on equity over the same period was 9.3 percent, implies

a rather high tax indeed. I will not argue that this view is wrong, but I will argue that a

lower rate of return of the PAYG system does not necessarily imply that we ought to

                                                
4 This has for example been the case of Sweden; see Ståhlberg (1990).
5 In fact, this is the kind of reform that has just been decided in Sweden.
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change into a funded system. There are two ways of arguing, one that will be discus-

sed here, and one that will be discussed in Section 3 below.

The fact that asset A has a higher average yield than asset B does not mean that the

latter should be banned from the rational investor’s portfolio. Not even if B has both a

lower average yield and a higher risk should it be automatically excluded. It all

depends on the covariances; maybe the low-yielding asset can be used as a hedge to

reduce total portfolio risk.

Let us take an example involving three assets. In Sweden, the average yearly real

yield on equity (the change in the SOX stock market index) was 5.6 percent over the

period 1963-1997. Over the same period, the average yearly yield on an index of

Swedish nominal bonds was 2.6 percent,6 while the yearly increase in the wage sum

was 2.2 percent. From a casual glance at these figures, one would be tempted to

exclude the third “asset” from one’s portfolio. The covariance matrix, however, looks

like this:

Stocks Bonds PAYG

Stocks 0.04959 0.00275 0.00005

Bonds   - 0.00246 -0.00022

PAYG   -   -   0.00099

Table 1: Covariance matrix for Swedish stocks, bonds and the wage sum,

 1963-1997.

Using these data, we can compute the efficient frontier for these three assets. This is

shown in Figure 1, which illustrates the importance of the PAYG “asset”. The mini-

mum risk portfolio consists of 32% bonds and 68 percent PAYG. As we move up

along the frontier, the share of PAYG falls and the share of stocks increases. At a

standard deviation of 0.012 (corresponding to an expected return of 0.04), the PAYG

                                                
6 There is no reliable bond index for any long time period. The data refer to the bond portfolio of the
Swedish national pension fund (The AP Fund) which could perhaps be regarded as a useful proxy.
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ceases to be an interesting “asset”; at that point, the efficient portfolio consists of 56%

bonds and 44% stocks. Needless to say, the underlying data are highly unreliable, and

this example serves as an illustration only.

/   Figure 1 about here   /

A PAYG system can thus be justified on welfare grounds; it introduces a new “asset”

and spans a wider space for the investor. There is a lot to be said about this, and I will

briefly touch upon some problems. First, the variances and covariances in Table 1 are

computed from yearly data and it is not self-evident that yearly returns are relevant to

a pension plan having an investment horizon of maybe half a century. Since reliable

data are not available on a semi-centennial basis, however, I use the yearly data only

to illustrate my point7. In fact, the proper investment horizon, and thus the covariances

relevant for portfolio analysis, is still an unsolved issue in pension fund management.

Let us finally note that the view of a PAYG system as an “asset” to be included in

investor portfolios raises an interesting issue in terms of capital market equilibrium.

From the CAPM we know that asset prices will be determined endogenously, the only

exogenous variable being the risk-free rate of interest. The data, on expected yields

and covariances of Swedish stocks and bonds, used in my numerical example above

were taken from a period when Sweden had a PAYG system, and the asset prices are

thus likely to have been affected by that fact.

An alternative would have been to take data from a period prior to the introduction of

a PAYG system. The question is then whether the expected yields and the covariance

matrix of the financial assets, prior to the introduction of the PAYG system, should be

used to assess the desirability of introducing such a system. After the introduction of

the PAYG system, the asset prices might have adjusted in such a fashion that the

PAYG “asset” should always be included in the portfolio, in the same way as the

CAPM determines the prices of all existing assets so that all of them become included

in the market portfolio. The problem is complicated by the fact that the PAYG “asset”

                                                                                                                                           
Since there was no well-functioning bond market before the early 1980s, the yield figures from the
years before 1984 are very unreliable, and serve as a hypothetical illustration only.
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is not traded on any market; its price can be considered as exogenously given and not

affected by capital market equilibrium considerations8. In fact, the view of the PAYG

as an asset seems to generate several interesting questions that have not yet been satis-

factorily dealt with in the literature.

3. ”In a Riskless World, a Low-Return PAYG System is Dominated by a High-

Return Funded System”

The argument in Section 2 above is based on the possibility of reducing total portfolio

risk. But in the absence of risk, wouldn’t a PAYG system with a (risk-free) yield of,

say, 2.6 percent be dominated by a funded system with a (risk-free) yield of, say, 9.3

percent?

The answer is, not necessarily. As has been pointed out recently by Robert Shiller

(1998), the yield differential is not to be regarded as a sign of the PAYG system being

inferior to the funded system, but rather as a form of payment for the gift to the first

PAYG generation. If we switch back to a funded system, this gift still has to be paid

somehow. How it is paid, and who pays it, depends on how we design the new

system.

The simplest kind of reform is to privatize the PAYG system by letting the first

generation of the reformed system bear the cost in the form of a “double contribu-

tion”. The members of that generation thus both pay the pensions of the previous

generation and buy bonds in the market to place in its own pension fund. Then we

would really have a funded system in the true meaning of the word.

Another way would be for the government to privatize the PAYG system by explicitly

recognizing the existing pension claims and backing them by issuing new government

bonds. These bonds are then placed in the new pension fund. From a legal point of

view, we would thus have a funded system. From a macroeconomic point of view,

however, the system would still be PAYG since the pensions of the present retired

generation (which are paid from the interest earned by the bonds in the fund) are

                                                                                                                                           
7 In fact, the overlapping-generations framework used in Section 4 below, where each time period in
the model is half a lifetime, is perhaps the most appropriate approach to pension fund management.
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actually paid by the present active generation, being the taxpayers servicing the newly

issued government debt. In the old PAYG system, the active generation received a

low return on its contributions. In the reformed system, the active generation receives

a high return, but has also to pay higher taxes to pay for the higher return on the con-

tributions of the earlier generation. In principle, the two systems are thus equivalent,

although they look quite different from a formal point of view.

Reforming the system by explicitly recognizing the pension claims and issuing new

government bonds is perhaps more fair – or at least more egalitarian – since it does

not place the entire burden of paying the gift on the first generation of the reformed

system. Rather, it makes it possible to distribute the burden over an arbitrary number

of future generations of taxpayers.

The choice of whether – and how - to reform the system is thus not a question of

whether to avoid the cost of the gift to the first generation of the PAYG system. That

cost can not be avoided, the gift having already been given. The choice is instead, as

usually in economics, a question of distribution and a question of efficiency. The

distributional question is who should pay the gift. If we do not reform the system, but

hold on to the PAYG system, the cost is borne by all future generations in the form of

a lower yield on their contributions; if we reform the system, the cost could be shifted

to the first generation of the new system (the “double contribution” or to an arbitrary

number of future generations (the government debt approach).

The efficiency question is a matter of optimal taxation. If we do not reform the sys-

tem, the gift to the first generation of the PAYG system is financed by a tax (in the

form of a forced saving at a low yield, of a given fraction of labor income) on all

future generations. If we reform the system, and apply the government debt approach,

the gift is probably financed by a tax on the incomes of future generations. Since the

former alternative could be regarded as a tax on labor income only, while the latter

could be regarded as a tax on all income (including capital income), not reforming the

system seems to be preferred from an optimal-taxation point of view.

                                                                                                                                           
8 Of course, in a full general equilibrium, wages will be endogenous too. In this context, where we limit
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The view of the yield differential as a payment for the gift raises a host of new ques-

tions. For most countries, and for most time periods, the rate of growth of the wage

sum has been lower than the rate of return on financial assets. But this does not

always have to be the case. Assume, for instance, that the opposite holds. Does this

mean that the gift to the first generation is a free lunch? The answer is, yes. This is an

application of the Golden Rule in neoclassical growth theory: If the rate of growth of

the economy is higher than the interest rate, this is a sign of dynamic inefficiency9.

The capital stock is simply too large, and we could thus consume part of it without

having to reduce steady-state consumption. This reduction of the capital stock could

take the form of introducing a PAYG system with a corresponding gift to the first

generation. Another option – which might be more fair – would be to sell off part of

the capital stock in order to reduce national debt, which would increase consumption

of all future, debt-serving generations.

Another question is the following. Assume an economy with several risky assets, i. e.,

the portfolio model of Section 2 above is relevant. Assume further that there is no

dynamic inefficiency, i. e., no overaccumulation of capital, in the economy10. If we

introduce a PAYG system we give a gift to the first generation, but if this “asset” also

turns out to be a desirable item in the representative investor’s portfolio, there seems

to be a free lunch in this case, too. In fact, there is. The free lunch of the first genera-

tion in this case illustrates the welfare gain to society from creating a wider space of

assets for the investor.

4. “The Social Security System is a Suitable Instrument for Intergenerational

Risk-Sharing”

In a small but growing literature, social security is analysed as an instrument for

sharing risk across generations11. The idea is very reasonable; since generations are

linked via the contributions to a PAYG system, a real-wage shock to one generation is

                                                                                                                                           
our analysis to the capital market, we disregard such a complication.
9 At this level of abstraction, we disregard the distinction between the growth rate of the labor force,
the growth rate of the wage sum, and the growth rate of GDP. At the practical level of actual PAYG
systems, the Golden Rule interpretation is not that straightforward.
10 In the portfolio approach there are several interest rates. It is therefore difficult to relate such a world
to the concepts of neoclassical growth theory, since it is not obvious which interest rate should be com-
pared to the growth rate of the economy. For simplicity we disregard such complications and just
assume that dynamic efficiency, however defined, is not an issue.
11 See Shiller (1998) and Thøgersen (1998) and the references cited therein.
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transmitted as a shock in the yield to the social security “savings” of the next genera-

tion. In a general equilibrium model, this also holds for a funded system; a wage

shock then affects (the endogenously determined) interest rate, and thus the benefits

of the retired generation are affected.

The basic PAYG setup is the following. In a two-period overlapping-generations

model, each individual receives an income yY  when young and oY  when old. If labor

supply is modeled as endogenous, "wYy = , where w is the wage rate. Using a time

index t for the cohort that is young at time t, we see that there are two cohorts alive at

that time: the young generation, with an income ytY , and the old generation, with an

income 1, −toY . The net income of the young is )1( tytY τ− , where tτ  is the tax rate

(which could vary over time). Similarly, the net income of the old is

)1(1,1, tyttytto YnYY τρ −⋅⋅=⋅= −− , where tρ  is the replacement rate and n is the

growth rate of the wage sum.

This setup can be exploited in a number of ways. The simplest solution is that, at each

point in time, the incomes of the young and the old are pooled. Thereby the income

uncertainty for both cohorts can be reduced. This pooling can take many different

forms. For example, Thøgersen (1998) shows that a system with a fixed replacement

rate ρρ =t  (and thereby a variable tax rate, to ensure government budget balance)

will increase income uncertainty; while a system with a fixed tax rate ττ =t  (and

thereby a variable replacement rate) will provide intergenerational risk-sharing,

reducing the variance in net income for each generation.

The surprising thing with these studies, however, is that they only allow for risk

sharing over two generations. Thus uncertainty regarding ytY  (or tw , in the case of

endogenous labor supply) is pooled over the two generations alive at time t. Limiting

the number of risk-pooling generations to two is rather inefficient; if one could pool

income risk over three or four generations, the risk for each individual generation

would be correspondingly lower. In fact, there is a vehicle for achieving risk pooling

over an infinite number of generations, namely government debt. Since the organiza-

tion of a PAYG program requires the existence of a government in the first place, and
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since all papers on risk-sharing also assume the existence of government debt

(namely, to deal with the gift to the first generation of the PAYG system; see Section

3 above), there is no reason to limit the management of income risk to the social

security system only. In fact, I think the reason why all writers have limited them-

selves to two generations can be explained by the setup of the two-period OLG

model; it makes it natural to think of only two generations at the time, and thus limits

one’s thinking of the actual scope for risk sharing.

If exogenous income (or, with endogenous labor supply, the wage rate) follows a

stationary process, government debt can be used to remove virtually all income

uncertainty for each generation.12 I write “virtually all” since there are some technical

problems involved. For example, if income is exogenous and follows an i.i.d. process,

and if government debt is used to achieve complete smoothing, government debt will

follow a unit root process. Thus the government’s solvency constraint might not be

satisfied, and the actual amount of smoothing would therefore have to be conditional

on, e. g., the previous period’s stock of government debt.

Even disregarding such technical issues, I am not claiming that all uncertainty should

be (“virtually”) removed, only that it could be removed. Incidentally, eliminating all

income uncertainty also means that the uncertainty with respect to the yield of the

PAYG system disappears, which may not be desirable from a portfolio point of view

(cf. Section 2 above). Also, letting intergenerational risk sharing be a primary goal of

government debt management is in conflict with the traditional goal of debt manage-

ment, which is tax smoothing.13 In a more realistic setting, debt management should

be used to some extent for both purposes, the optimal mix being an empirical matter.

Third, using government debt to smooth wage variability might not be desirable from

an allocational point of view. If wages suddenly increase dramatically, this probably

reflects an increase in labor productivity, and the optimal response to such a situation

is to increase labor supply by intertemporal substitution. Artificially trying to reduce

the wage level in such a situation might not at all be welfare enhancing. The optimal

                                                
12 If income does not follow a stationary process, or if the parameters of that process are unknown,
things get more complicated since we can not assure that the government’s solvency constraint is satis-
fied. This problem is however not limited to the case of using government debt to achieve intergenera-
tional risk sharing; using only the social security system for that purpose will also be difficult in such a
case.
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mix of risk reduction (in the form of wage rate smoothing) and allocation (in the form

of intertemporal substitution) is yet to be worked out by means of an OLG model with

heterogeneous agents.

I thus do not claim that all risk should be eliminated. What I claim is that limiting the

risk pooling to two generations seems very arbitrary, and that social security issues

and government debt management issues should be analyzed as integrated parts of

public policy.

5. “The Government is a Safe Provider of Social Security”

A pension scheme is an insurance against the uncertainty with respect to an indivi-

dual’s life span. Almost by definition, the provider of such insurance must be reliable.

While private insurance companies might default on their obligations, we have grown

used to regarding the government as a safe provider.

Contracts entered by the government, however, are not always formulated in the same

waterproof way as are contracts entered by private corporations; they are subject to a

political risk. First, there might be small, technical changes in the contracts – changes

that are not subject to a political discussion at all, but are just implemented by the

executive branch. The Swedish ATP system, which was introduced in 1960, is an

illustrative example. Until 1999, it had not yet been subject to any major reform - but

over the years, the malfunctioning of the system had made minor, technical adjust-

ments necessary. One can show that if exactly the same benefit rules that were

decided in 1960 were still honored, pensions would be on the average 12-17 percent

higher today than they actually are.14 These changes have hardly been subject to

political discussion, since each individual change has been too small to be bothered

with. Still, these minor adjustments have accumulated over the years. If a private

insurance company would have tried to reduce contracted payments by small succes-

sive amounts each year, such a behavior is likely to have been observed − and

challenged in court. Since those changes have been decided by the government,

however, there is no legal way for the buyers of the insurance to legally enforce the

original contract.

                                                                                                                                           
13 Cf. Barro (1995).
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One might say that those changes were necessary, since changing circumstances had

made the original contract unrealisable. This is true, but beside the point. The basic

problem is that the government originally entered an unrealistic contract. A private

provider, knowing that contracts are enforced by the law courts, would have had

stronger incentives to study the demographic and macroeconomic trends (as in fact

private insurance companies are, and are forced to do by the regulatory authorities),

and never to enter an unrealistic contract.15

Second, there might be large changes in the system. Such reforms have usually been

on the political agenda for several years, and they have a democratic legitimacy that

the previously mentioned, gradual erosion of the social security systems are maybe

lacking. Still, large reforms, too, create uncertainty for the individuals. In a recent

paper, McHale (1999) has studied large changes of the benefit rules in a number of

countries. It turned out that such reforms have deprived the average (45 year old)

worker of roughly 10 to 20 percent of his or her social security wealth.16

Third, there is the particular uncertainty associated with delays in the decision pro-

cess. Sweden provides an illustrative example in this case, too. Two decades after the

ATP system had been introduced in 1960, it was evident that it was unstable. The first

government committee in charge of working out a reform proposal was appointed in

1984. The last committee was appointed in 1990 and presented its proposal in 1994.

Although leading politicians successively expressed their support for “the basic ideas”

in the proposal, discussions of technical details dragged on for five years. And “tech-

nical details” could of course be of great economic importance to individuals planning

their professional careers and lifetime earnings profiles. The final decisions were thus

not taken until the summer of 1999, which means that for almost twenty years, the

Swedish people knew that the rules of the social security system were likely to

change, but nobody knew what the new rules would look like.

                                                                                                                                           
14 Cf. Persson (1998) for references.
15 Of course, even very prudent projections of demographic trends and financial developments might ex
post turn out to be incorrect, but a private provider would nevertheless have to honor a contract; that is
the rationale for substantial capital adequacy requirements in the insurance industry.
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These three forms of political uncertainty raise several questions. One could for

example say that if the PAYG system is unstable, it would be pointless to force the

government to honor the contract just like a private insurance company. If the system

runs a deficit, and the rules can not be changed, the deficit has to be covered by the

government budget – and thus the uncertainty of the buyers of the pension scheme is

just shifted to the taxpayers (who are roughly the same persons). This is true, and I

guess this is an argument for privatization; a private provider would have an incentive

to avoid entering unrealistic contracts, which would reduce uncertainty, both for

buyers of pension schemes and for taxpayers.

Another argument is to regard political uncertainty just like any uncertainty in the

capital market. In a portfolio context, such uncertainty might be just as desirable (or

undesirable) as any other uncertainty. A government-run system (whether PAYG or

fully funded) should thus not be ruled out a priori; its desirability is an empirical

matter. The counterargument is that while normal uncertainty is relatively easy to

assess (it is simple to estimate the covariance matrix used in the numerical example in

Section 2 above) the probability distribution of the political changes is much harder to

estimate.

Finally, one might say privatization does not protect the social security against politi-

cal risk; the government could still tax the savers. While this is true in principle, it

seems like any government is less prone to levy explicit taxes on individual wealth

than to change complicated (and to most people, obscure) benefit rules. As Peter

Diamond (1996, p 80) observes, this might also hold for a government-run PAYG

system with notional accounts; it may be politically more difficult to reduce those

accounts by a well-defined amount than to make subtle changes in benefit rules. It is

thus not an argument for privatization per se, but rather for individual accounts,

transparency and, perhaps, actuarial benefit rules.

6. Conclusion

The conclusion to be drawn from this is that the first step of a reform should be to

make the benefit rules actuarial. After that, the gains from proceeding further, into a

                                                                                                                                           
16 Workers at the retirement age have lost considerably less, which probably reflects the fact that
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funded system, are not due to the fact that such a system has a higher yield. The gift to

the first PAYG generation has already been given, and a funded system can not re-

move that cost. What we can accomplish, by means of government debt management,

is to shift it over the generations. The main reason for funding the system seems to be

that it thus can be privatized. And the main reason for privatization is that of trans-

parency and safety; competition will guarantee that the rules remain actuarial, and the

political risk may thus be reduced.

                                                                                                                                           
younger persons could more easily adapt to a change in the rules.
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Figure 1: The Efficient Frontier
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