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Table 1: Differentiating Privatization, Prefunding, and Diversification 
of Social Security

• Privatization: Replace existing social security system with a system of individual accounts
held and managed by individuals.

• Prefunding: Raise contributions and/or cut benefits so as to lower the sum of explicit and
implicit debt associated with the system.

• Diversification: Invest social security funds into a broad range of assets, including equities.

Privatization
NO YES

P
re

fu
n

d
in

g

NO

• Current system • Create individual accounts

• Issue recognition bonds

• Perpetually roll over principal and enough
interest to keep path of debt same as that
of unfunded liability under current system

Diversification Diversification
No: Current system

Yes: Borrow, invest
proceeds in equities
through trust fund

No: Require individual accounts to
hold bonds

Yes: Permit individual accounts to
hold equities and bonds

YES

• Raise taxes / cut benefits
to decrease unfunded
liability

• Create individual accounts

• Issue recognition bonds

• Raise taxes / cut benefits to make path of
debt lower than path of unfunded liability
under current system 

Diversification Diversification
No: Invest trust fund in

bonds

Yes: Invest trust fund
in equities

No: Require individual accounts to
hold bonds

Yes: Permit individual accounts to
hold equities and bonds

Privatization, prefunding, and diversification are distinct concepts.
It is possible to have any one, without either of the other two. 



Table 2: Annual Inflation-Adjusted Returns on
Stocks and Government Bonds: 1926-1996

Asset
Arithmetic
average

return (%)

Standard
    deviation (%)

Real S&P 500 9.4 20.4

Real long-term government bond 2.4 10.5

Real intermediate-term
government bond

2.3 7.1

Real short-term T-bill 0.7 4.2

Source: Authors’ calculations based on data from Ibbotson & Associates (1998).



Estimated Real Internal Rates of Return
on Social Security Contributions

1876 1886 1896 1906 1916 1926 1936 1946 1956 1966 1976
0

10

20

30

40

0

1

2

3

4

5

Birth year

P
er

ce
nt

Source: Leimer (1994) tax increase balanced budget scenario.
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Figure 2: Social Security Net Intercohort Transfers
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Source: Leimer (1994) tax increase balanced budget scenario, and authors' calculations.
All figures are present values as of 1997.
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