
in life expect ancies, and t he reduc-
t ion in fert ilit y rat es, not  f rom pro-
gram mismanagement . 
Never t heless,  m any  wonder  whet her  Soc ial
Securit y, devised during t he Great  Depression,
amidst  double-digit  unemployment , pervasive
povert y, and t he inabilit y of  all but  a few t o save for
ret irement , is suit able for t oday’s vast ly changed
economic, social, and financial condit ions.

Today, policymakers and t he public face a bewil-
dering array of  proposals t o reform or replace t he
nat ion’s public pension syst em. Fort unat ely for t he
interested cit izen, most  proposals t ake one of  t hree
approaches t o reform. Some replace t he current
public syst em wit h privat e account s. Others supple-
ment  t he current  system wit h privat e account s. St ill
ot hers st rengt hen and modernize t he current  sys-
t em. In what  follows we evaluat e several prominent
plans f rom each of  t he t hree major  ref orm
approaches, as well as sket ch out  one of  our own.
All t he plans would rest ore financial balance t o t he
nat ion’s basic ret irement  syst em.

Crit eria for Reform
We evaluat e each plan on four crit eria: benefit  ade-

quacy,  prot ect ion against  risk, administ rat ive ef f i-
ciency, and ef fect  on nat ional saving.

In our view a successful plan should, first , ensure
adequate benefit s t hat  are equit ably dist ributed t o
maintain prot ect ion for low earners and ot her vul-
nerable people. Current  Social Securit y benefit s are
not  unduly generous. Benefit s of  average earners
who ret ire in t he Unit ed States at  age 65 are less
than 1.5 t imes t he U.S. povert y t hreshold. U.S.
benefit s replace significant ly less of  pre-ret irement
earnings t han do public pension benefit s in Europe.
Large benefit  cut s would leave ret irees, t he dis-
abled, and survivors inadequat ely protect ed. At  t he
same t ime, overall benefit  increases are also unde-
sirable because t hey would push cost s, which will
grow as baby boomers ret ire, t o very high levels.

Second, t he plan should spread broadly t he
unavoidable risks of  long-t erm pension commit -
ments, not  place t hem on t he shoulders of individual
workers. Third, administ rat ive cost s should be low,
and t he plan should not  be unduly complex for pri-
vat e businesses, workers, and t he government .
Finally, t he plan should raise nat ional saving by
adding to reserves held in t he Trust  Fund or individ-
ual account s (less any reduct ions in private saving or
government  surpluses outside of  t he ret irement  sys-
t em).

Ret iring Social Securit y
Two prominent  plans would replace t he current
Social Securit y syst em wit h individual ret irement
account s.

Most  Americans underst and t hat Social Securit y f aces a long-t erm imbal-
ance bet ween t he cost  of  benefit s promised under current  law and t he pro-
gram’s project ed income. They realize t hat  t he looming deficit s arise f rom
t he coming ret irement  of  t he large baby boom cohort , t he st eady increase

Henry J. Aaron and Robert  D. Reischauer are senior
fellows in t he Brookings Economic Studies program
and t he aut hors of  Count down t o Reform: The Great
Social Securit y Debat e (A Century Foundat ion Book,
1998), f rom which t his art icle is drawn.
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The Personal Securit y Account s
Plan
The Personal Securit y  Account s ( PSA)  p lan,
advanced by  fi ve members o f  t he 1 9 9 4 –9 6
Advisory Council on Social Securit y, would gradually
replace Social Securit y wit h a t wo-t ier system—a
flat  benefit  based on years worked and t he age at
which benefit s are first  received and a benefit  based
on balances accumulat ed in mandated personal sav-
ings account s. The flat  benefit  for workers and t heir
spouses, as well as disabilit y and survivor benefit s
t hat  would be retained but  scaled back, would be
financed by a payroll t ax of  6.2  percent  for employ-
ers and 1.2 percent  for employees; 5 percent  of
each worker’s earnings, up t o t he maximum subject
t o t he payroll t ax, would go int o his or her personal
account . (The Social Securit y payroll t ax is 12.4
percent  of  t axable wages—6.2  percent  on t he
employer, 6.2 percent  on t he worker.)

The PSA plan would be phased in over many
years. Ret irees and workers over age 55 would
remain under t he Social Securit y syst em. Workers
bet ween 25  and 55  would receive a blend of
benefit s under t he new and old syst ems. Workers
under age 25  would receive benefit s only under t he
new syst em. The new system would run a deficit  for
t he first  few decades, forcing t he government  t o
borrow some $2 t rillion (in 1998 dollars). Payroll t ax
rat es would jump 1 .52 percent age point s—0.76
point s for t he employer, 0.76 point s for t he work-
er—for about  seven decades t o pay t he int erest
cost s and repay t he principal on t hat  borrowing.
Eventually, as Social Securit y phases out , revenues
would exceed cost s and t he debt  would be paid of f .
When all borrowing had been repaid, t he supplemen-
t al payroll t ax could be repealed.

The PSA flat  benefit  would guarant ee inflat ion-
protect ed payments (of  roughly 75  percent  of t he
current  Social Securit y benefit  t o low-wage work-
ers)  unt il t he worker and his or her spouse died. The
personal account  benefit  would not  provide financial
protect ion against  inflat ion (or a long life) unless
the worker chose t o buy an inflat ion-indexed annu-
it y wit h his or her personal account  balance. All of
t he flat  benefit , but  none of  t he personal account
benefit , would be subject  t o income t ax, a change
t hat  would raise t axes on low- and moderat e-
income ret irees and lower t axes on ret irees wit h
higher incomes.

Benefit  adequacy and equit y . The PSA plan
promises good benefit s for ret irees on average but
fails t o prot ect  cert ain vulnerable groups. For
example, it  cut s disabilit y benefit s (now provided
by  Social Securit y )  as much as 3 0  percent .

Because workers would be able t o invest
t heir personal account s in a wide range of

asset s, some would do well, but  others would do
poorly and suf fer reduced benefit s.

Prot ect ion against  risk. The inflat ion-adjust ed flat
benefit  would provide excellent  prot ect ion against
risk. Personal account  ret urns would be risky, how-
ever, since t hey would depend on how funds were
invest ed, what  administ rat ive fees were imposed by
fund managers, how high asset  values were when
balances were wit hdrawn, and whet her pensioners
bought  annuit ies when t hey ret ired.

Administ rat ive efficiency. The PSA plan does
poorly on t his crit erion. The Social Securit y admin-
ist rat ive st ruct ure would have t o be maint ained for
many years, and t wo new systems would have t o
be set  up: one t o administ er t he flat  benefit  and
anot her t o see t hat  employers made t imely and
accurat e deposit s int o personal account s and t hat
t he fi nanc ial inst i t ut ions managing personal
account s complied wit h t he unavoidable regula-
t ions. The administ rat ive burdens on small employ-
ers might  be so onerous as t o make t he plan
unworkable. Finally, dramat ically higher administ ra-
t ive cost s would lower net  ret urns t o workers,
compared wit h plans t hat  managed similar invest -
ment s cent rally.

Nat ional saving. The PSA plan adds t o nat ional
saving by raising payroll t axes. But  t he personal
account s would be so similar t o exist ing IRAs and
401(k)  plans t hat  workers might  reduce other pri-
vat e saving or increase borrowing. Congress would
also come under pressure t o give workers access
t o t heir account s—for medical emergencies, say,
or college t uit ion—before ret irement . Yielding t o
such pressure would diminish bot h t he resources
for ret irement  and any posit ive ef fect  on nat ional
saving.

The Feldst ein Plan
The second proposal t o replace Social Securit y was
craf t ed by Mart in Feldst ein, a Harvard economist
and former chairman of t he Council of  Economic
Advisers. Under his plan each worker would deposit
2 percent  of  earnings, up t o t he maximum subject
t o t he payroll t ax, in a personal ret irement  account .
To of fset  t he cost  of t hese deposit s, workers would
receive an income tax credit  financed by t he pro-
jected federal budget  surpluses. Once t he surpluses
ended, increased federal borrowing, t ax increases,
or spending cut s would be required.

The personal ret irement  account s would be
invested in regulat ed st ock and bond funds chosen
by t he worker and administ ered by private fund man-
agers. When workers began t o draw pensions f rom
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t heir account s, t heir Social Securit y benefit s
would be reduced by $3 for every $4 wit hdrawn. In
ef fect , the benefit s promised by t he current  Social
Securit y program would become a floor under pen-
sions. Overall, ret irees would receive about  60 per-
cent  of  t heir benefit s from Social Securit y and 40
percent  f rom personal account s. Higher earners
would depend more on t heir personal account s;
some would receive not hing from Social Securit y.
The cut s in Social Securit y benefit s would eventually
close the project ed long-t erm Social Securit y deficit .

Benefit  adequacy and equit y. By t apping int o t he
project ed federal budget  surpluses, t he Feldst ein
plan would be able t o raise pensions—a feat ure we
regard as imprudent  in light  of  t he sizable cost  of
pensions for ret iring baby boomers. It  would raise
benefit s more for high earners t han low earners. A
t ypical low earner, wit h average mont hly earnings of
$1 ,000 , would, at  ret irement , receive a Social
Securit y pension of  $560  and an individual account
pension of  $240. When Social Securit y benefit s are
reduced by t hree-quart ers of  t he individual account
pension, t he low earner’s t ot al pension would be
$620 , an increase of  11 percent  over t he current
Social Securit y benefit . A high earner, wit h average
mont hly earnings of  $5,600, would receive a Social
Securit y pension of  $ 1 ,37 5  and an individual
account  pension of  $1,340. The t otal pension, once
Social Securit y benefit s are reduced by t hree-quar-
t ers of  t he individual account  pension, would be
$1 ,720, an increase of 25 percent . Because high
earners are likely t o select  higher-yielding, albeit
riskier, port folios, t heir benefit s are likely t o increase
even more.

Prot ect ion against  risk. The Feldst ein plan pro-
vides subst ant ial prot ect ion against  market  risk
because it  guarant ees a pension at  least  as large as
t hat  promised by t he current  benefit  formula. But
t he plan is likely t o undermine polit ical support  for a
defi ned-benefi t  guarant ee like Social Secur it y
among high and moderat e earners, most  of  whose
pensions would be based on t heir  personal
account s. The plan also poses major fiscal risks
because t he commit ment  t o increased pensions
would generate severe budget  pressures, part icular-
ly af t er current ly projected surpluses end, t hat
would af fect  all government  spending and t axes.

Administ rat ive ef f iciency. The Feldst ein plan
would be complex and cost ly  t o  administ er.
Administ rat ive and investment  management  fees
will eat  int o returns on personal account  balances.
And t he Social Securit y Administ rat ion would have
to design and operate a syst em to make t he t hree-
quart er reduct ions in Social Securit y benefit s based
on wit hdrawals f rom personal account s.

Nat ional sav ing. The ef f ect s of  t he
Feldst ein plan on nat ional saving are complicat ed
and unclear. Init ially saving would not  be af fected at
all, as t he deposit s in individual account s would be
funded by budget  surpluses. The longer-run ef fect
on saving depends on how successive Congresses
and president s react  when t he surpluses can no
longer sust ain t he required indiv idual account
deposit s, as well as on t he ext ent  t o which workers
cut  back on ot her saving.

Reform Social Securit y 
and Add Personal Account s
Another group of  proposals would supplement  a
reduced Social Securit y syst em wit h small defined-
cont ribut ion personal ret irement  account s.

The Individual Account  Plan
The Individual Account  plan, proposed by Edward
Gramlich, chairman of  t he 19 9 4-9 6  Adv isory
Council on Social Securit y, would gradually cut
Social Securit y benefit s t o allow t he current  12.4
percent  payroll t ax t o cover fut ure program cost s.
Cut s would be small for low earners but  up t o more
t han 25 percent  for high earners. A 1.6 percent age
point  increase in t he employee payroll t ax would
finance small personal ret irement  account s t o be
invest ed in a limit ed number of  index mut ual funds
managed by a government  agency. Balances would
be convert ed int o inflat ion-prot ect ed annuit ies at
ret irement .

The annuit ies would be small. A worker wit h medi-
an covered earnings who was 40 years old when t he
plan was implement ed would receive, at  age 65,
mont hly benefit s of  $125 (in 1998 dollars) , about
13 percent  of  expect ed Social Securit y benefit
under t he current  syst em. Older workers would
st art  cont ribut ing at  a lat er age, cont ribut e for
fewer years, and receive less; younger workers
would part icipate longer and receive larger pen-
sions. Because payroll t axes would fully finance t he
new individual account s, t he plan would require no
other t ransit ional t axes or borrowing.

Benefit  adequacy and equit y. The Individual
Account  plan would cont inue t o rely heavily on
Social Securit y, alt hough benefit s would be cut
significant ly. On average, pensions financed by indi-
vidual account s would fill in t his gap for people of
ret irement  age. But  disabled workers would suffer
reduced benefit s unt il t hey reached ret irement  age,
and workers who became disabled when young
would have lit t le in t heir individual account  even
then.

Prot ect ion against  risk. The individual account s
would be subject  t o market  risk, but  t he risk would
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be moderat e because invest ment s would be limit ed
to a few cent rally managed index funds. The pen-
sions based on individual account s would form a
small port ion of  fut ure ret irees’ pensions—about  30
percent  for an average earner and 20 percent  for a
low earner. Bot h t he scaled-back Social Securit y
pension and t he individual account  pension would be
inflat ion-prot ected annuit ies.

Administ rat ive ef ficiency. Cent ral administ rat ion
and t he limit ed number of  indexed invest ment s
wou ld  ho ld  down adm inist r at iv e c ost s.
Nevert heless, t hese cost s would be somewhat  high-
er t han t hose under Social Securit y because  t he
federal government  would have t o deposit  funds in
account s of  each worker’s choice, educat e workers
about  t he opt ions, and respond t o quest ions.

Nat ional saving. The increased payroll tax and the
benefit  cut s would both raise nat ional saving. The
cent rally held individual account s would probably add
t o saving because t hey would not  be viewed as good
subst itut es for IRAs or 401(k)  plans.

The Moynihan Plan
Senat or Daniel Pat rick Moynihan (D-NY) proposes t o
cut  both payroll t axes and Social Securit y benefit s
and t o authorize—but  not  require—workers t o set
up individual account s. Ret irement , survivors, and
disabilit y benefit s would fall an average of about  20
percent . Payroll t axes would be cut  2 percentage
point s—1 point  for workers and 1 point  for employ-
ers—unt il 2025. Workers could spend t heir share or
save it , eit her in personal account s administ ered by
a new government  board or in special Individual
Ret irement  Accounts managed by financial inst it u-
t ions of  t heir choosing. Cont ribut ions of  workers
who chose t o set  up personal account s would have
to be mat ched by t heir employers. Wit hdrawal f rom
the account  at  ret irement  would be unrest rict ed; it
need not  be in t he form of  an annuit y.

From 2025  t o 2060 t he payroll t ax rat e would
rise gradually t o keep program revenues in line wit h
benefit  payment s. In 2060 t he payroll t ax rat e (by
t hen 13 .4 percent ) , t oget her wit h cont ribut ions t o
personal account s, would claim 15.4 percent  of
covered earnings, 3 percentage point s above t he
current  payroll rat e. Over t ime t he Moynihan plan
would ret urn Social Securit y t o a pay-as-you-go sys-
t em, wit h a cont ingency reserve suf f icient  t o t ide
t he system over a severe economic downturn.

Benefit  adequacy and equit y. This plan would
steeply erode benefit s and in ways t hat  could hurt
vulnerable groups t he most . Because benefit s would
be reduced by holding t he annual inflat ion adjust -
ments 1 percent age point  below t he Consumer
Price Index, t hose who received benefit s t he
longest —t he very old and t he long-t erm disabled—

would suf fer t he largest  cut s.
Prot ect ion against  risk. Because workers could

choose how to invest  t heir volunt ary account s, t hey
would be exposed t o invest ment  r isk. Social
Securit y would prov ide only par t ial prot ect ion
against  inflat ion; pensions derived f rom t he volun-
t ary account s would offer none. Wit h no rest rict ions
on when or how t o convert  t heir account  balances
int o ret irement  income, some ret irees could out live
the pensions based on t heir personal account s.

Administ rat ive ef f iciency. Government  adminis-
t rat ive cost s would r ise. The Social Securit y
Administ rat ion would be ret ained in full, and t he
government  would have t o manage a new individual
account  syst em and t o ensure compliance for pri-
vat e plans. Businesses would have t o keep t rack,
pay period by pay period, of whether workers want -
ed t o cont ribut e t o individual account s; whether, for
t hose who did, t o deposit  funds in t he government
syst em or in t he privat e account s; and, for t hose
who chose t he lat t er, which of  many t housands of
privat e fund managers t he worker had select ed.

Nat ional saving. Theoret ically, because t he plan
would deny full inflat ion adjustments not  only for
Social Securit y benefit s but  also for t he personal
income t ax and all indexed benefit  programs except
Supplement al Securit y Income, it  would increase
nat ional saving. But  in pract ice, Congress is not  like-
ly t o permit  income tax collect ions t o rise over t he
years ( t he inevit able consequence of  not  indexing
t he t ax bracket s, exempt ions, and t he st andard
deduct ion)  or t he purchasing power of  ent it lement
benefit s t o fall. Thus t he plan would lower nat ional
saving. 

The Breaux-Gregg Plan
The plan proposed by Senators John Breaux (D-
LA) and Judd Gregg (R-NH) and ot hers would
divert  2  percent age point s of  t he current  payroll
t ax t o individual account s. To cover t hat  cost  and
t o close t he project ed long-t erm deficit , t he plan
would cut  Social Securit y benefit s an average of
25–30 percent . At  ret irement , a worker would be
required t o convert  enough of  his or her account
balance int o an inflat ion-proof  annuit y t o ensure
t hat  t he annuit y, plus t he reduced Social Securit y
benefit , would meet  a minimum ret irement  income
st andard. The balance of  t he individual account
could be wit hdrawn as needed by t he ret iree. A
minimum benefit  would be est ablished equal t o 60
percent  of  t he povert y t hreshold for t hose wit h 20
years of  covered earnings, rising t o 100 percent  of
t he povert y t hreshold for t hose wit h 40 years of
earnings. A fail-safe mechanism would automat i-
cally keep t he program in long-t erm balance.
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Benefi t  adequacy  and equit y . The
assured element  of  pension prot ect ion would be
drast ically curt ailed under t he Breaux-Gregg plan.
Large Social Securit y benefit  cut s are necessary
because t he plan would divert  payroll t axes f rom
Social Securit y int o t he individual account s.

Prot ect ion against  risk. The market  risk of  indi-
vidual account s would be moderat e because
invest ment s would be limit ed t o a few cent rally
managed index funds. The guaranteed minimum
benefit  would provide some prot ect ion t o low
earners if  ret urns f rom t heir individual account s
t urned out  t o be sub-par, t hough over t ime pro-
duct ivit y growth will push up real incomes while
t he povert y t hreshold will increase only at  t he
pace of  inflat ion. If  many low and moderat e earn-
ers received pensions based on t he guaranteed
minimum rat her t han on t he Social Securit y benefit
formula, t he fundament al relat ionship bet ween
cont ribut ions (based on earnings)  and benefit s
would be weakened, and polit ical support  for t he
system could diminish. The mandatory annuit iza-
t ion of  a port ion of  t he individual account s would
provide protect ion against  out living one’s pension.

Administ rat ive ef f iciency. The cent ral adminis-
t rat ion and investment  management  of  t he per-
sonal  ac co unt s  w o uld  k eep  c os t s d o w n .
Complexit y would arise wit h t he need t o calculat e
t he port ion of  each personal account  t o be annu-
it ized and t o administ er bot h t he annuit y and t he
remaining balance.

Nat ional saving. Because it  does not  raise pay-
roll t axes, t he plan would not  add much in t he near
t erm t o nat ional saving. Individual account s would
t end t o add t o nat ional saving because t hey would
not  be considered good subst it ut es for IRAs or
401(k)  plans.

Retain and Reform Social Securit y
The final approach t o reform preserves t he current
defined-benefit  syst em, t ying pensions exclusively
t o each worker’s past  earnings and years of  work,
not  t o fluct uat ing asset  prices.

The Ball Plan
Robert  M. Ball, a former commissioner of  t he Social
Securit y Administ rat ion, would restore project ed
long-t erm balance by raising revenues and cut t ing
benefit s modest ly, as well as by diversif ying t he
asset s held by t he t rust  fund reserves. Roughly
half  t he project ed long-t erm deficit  would be
closed by invest ing a port ion of  t rust  f und
reserves (up t o 40 percent  by 2015) in t he st ock
market .

Benefit  adequacy and equit y. The Ball
plan would provide larger benefit s t han any of  t he
ot her plans described, save t he Feldst ein plan.
Vulnerable groups would be well prot ect ed.

Prot ect ion against  risk. Because t his plan would
rely exclusively  on defined-benefit  pensions, it
would spare workers exposure t o t he risks inherent
in individual account s. Annual cost -of-living adjust -
ment s would prot ect  against  inflat ion. The weak-
ness of  t he Ball plan is t hat  it  does not  solve t he
Social Securit y fiscal imbalance for t he long run.
The modest  changes it  proposes would allow
Social Securit y t o fall out  of  close long-run act uar-
ial balance. We t hink current  public dist rust  of  t he
ret irement  syst em and of  government  in general
makes it  vit al t o adopt  ref orms t hat  will restore
financial balance and sust ain it .

Administ rat ive ef f iciency. The Ball plan would
maint ain t he current  low-cost  administ rat ive st ruc-
t ure for t axes and benefit s. Small added cost s of
invest ing t rust  fund reserves in equit ies should
amount  t o no more t han 1/ 100 of  1  percent  of
funds invest ed.

Nat ional saving. Because t he Ball plan would
bot h cut  benefit s and raise t axes only modest ly, it
would have lit t le ef fect  on nat ional saving.

The Aaron-Reischauer Plan
Our own plan relies exclusively on a defined-benefit
ret irement  syst em. It  would cut  benefit s by about
8  percent  on t he average t o boost  reserve accu-
mulat ion and raise nat ional saving.

The plan’s dist inct ive charact erist ic is t he cre-
at ion of  a new Social Securit y Reserve Board, mod-
eled on t he Federal Reserve Board, t hat  would
manage all financial operat ions of  Social Securit y.
Wit h mult iple inst it ut ional safeguards in place t o
insulat e t he SSRB f rom polit ical pressure, t he
board would invest  Social Securit y reserves in
excess of  one and one-half  year’s benefit s passive-
ly in a broad mix of   privat e securit ies.

The operat ions of  t he SSRB would be removed
from t he budget  presentat ions of  t he execut ive
and legislat ive branches. Budget  resolut ions enact -
ed each year t o guide congressional act ion should
exclude Social Securit y f rom aggregat e t ot als.

Benefit  adequacy and equit y. Alt hough our plan
reduces benefit s more t han t he Ball plan does, it
does not  cut  pensions significant ly for vulnerable
groups such as t he disabled. It  would boost
benefit s for most  surviving spouses. The new
st rat egy for invest ing Trust  Fund reserves would
bring t o people dependent  on public pensions t he
higher yields made possible by a broad port folio of
public and privat e bonds and st ocks.
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Prot ect ion against  risk. Our plan preserves t he
key advant age of  defined-benefit  pension plans by
spreading risks broadly among t he general popula-
t ion. Benefit s would remain fully prot ect ed f rom
inflat ion. The plan more t han closes t he long-t erm
deficit , t hus reducing uncert aint y  about  fut ure
adjust ment . It  also incorporat es a mechanism t hat
would help t o ensure t hat  if  t he reformed program
were ever t o fall out  of  long-run act uarial balance,
policymakers would enact  correct ive measures.

Administ rat ive ef f iciency. Our plan maint ains all
t he ef f iciencies of  t he current  syst em.

Nat ional saving. Our plan would add moderat ely
t o nat ional saving. It  would isolat e Social Securit y
surpluses f rom t he general budget  process so t hat
t hey are more likely t han under t he current  budget
rules t o add up t o nat ional saving.

No St raight  A Grades Here
No perfect  way exist s t o reform t he nat ion’s
mandat ory ret irement  program. No plan, including
our own, t hat  cut s benef it s or raises t axes merit s
a st raight  A  g rade.  Whi le invest ing  Soc ial
Secur it y ’ s growing reserves, co llect ively  or
t hrough individual account s, in asset s t hat  have
higher yields t han government  bonds can help, it
cannot  alone close t he project ed def icit . To f inish
t he job, fut ure ret irees will have t o accept  smaller
benef it s t han t hose promised under current  law or
fut ure workers will have t o pay higher t axes. The
weight lif t er ’s maxim, “ no gain wit hout  pain”
applies also t o pension policy. The quest ion is
whose gain and whose pain? ■
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