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KidSave
Real Problem, Wrong Solution

by Jagadeesh Gokhale and Michael Tanner

Executive Summary

There is growing bipartisan recognition that
the pathway out of poverty is not through con-
sumption but through saving and accumula-
tion. Thatidea has led to a number of interesting
and innovative experiments by state and local
governments and by private charitable organiza-
tions and has helped fuel the drive for personal
accounts as part of Social Security reform.

It has also, however, spawned a movement for
some form of “children’s allowance,” or federally
funded grant to children, known generally as
KidSave accounts, that would be saved for edu-
cation and retirement. Such proposals have
drawn support from liberals and conservatives,
Republicans and Democrats. These schemes are
well intentioned and address a very real problem:
the failure of Americans, especially low-income
Americans, to save for their own and their chil-
dren’s futures. The push for KidSave accounts is
also motivated by a perception that low-income
Americans have access to fewer tax-favored sav-

ings plans than do other Americans.

There is ample reason to be skeptical of
KidSave as an approach for increased saving,
however. The proposal would create a massive
new entitlement program, costing as much as
$266 billion over the next 75 years (in present-
value terms). If the program were to be expand-
ed, as some observers have advocated, to all chil-
dren instead of only newborns, the present-value
cost would rise to $414 billion. And the cost to
taxpayers would be even higher if the govern-
ment were to adopt proposals to match future
contributions made to KidSave accounts by low-
and middle-income parents. With entitlement
spending expected to skyrocket in the future,
this is a burden we cannot afford.

We should make every effort to expand savings
opportunities and wealth accumulation for low-
income Americans. The proponents of KidSave
have been asking the right questions. However,
they have arrived at the wrong answer.

Jagadeesh Gokbale is a senior fellow at the Cato Institute. Michael Tanner is director of health and welfare studies
atthe Institute and author of The Poverty of Welfare: Helping Others in Civil Society (Cato Institute, 2003).



It is important to
think about the
dynamic effects

of a KidSave
program on the
economy—
especially on
working and
saving by adults.

Introduction

Most modern welfare states have long offered
cash grants to all families with children. Today,
virtually every country in Europe, as well as
Canada, Australia, New Zealand, and many
African nations, provides “children’s allowances.”
These programs are generally the same, with ben-
efits unrelated to family income or parental
behavior." In contrast, the United States has
avoided such a broad-based universal entitle-
ment, offering instead a variety of tax preferences
and needs-based programs for families with chil-
dren, such as Temporary Assistance to Needy
Families; the Women, Infants, and Children pro-
gram; and Medicaid’s State Children’s Health
Insurance Program.

Proposals for the creation of some form of
children’s allowance or savings accounts have
floated around the U.S. political scene at
least since the 1960s without gaining much
political traction. In the late 1990s such pro-
grams found a champion in Sen. Robert
Kerrey (D-NE), who saw in the idea a way to
offset needed reductions in future Social
Security benefits while increasing national
savings and building wealth for low-income
families. Kerrey pursued several variations of
the proposal, some funded from Social
Security payroll taxes, some from tax credits
to parents, and some from family contribu-
tions. In some versions, funds could be used
for education. In others, they offset tradi-
tional Social Security benefits. Kerrey’s pro-
posals attracted significant bipartisan inter-
est, but none ever passed the Senate.

Although Kerrey has left the Senate, the com-
bination of debates over welfare reform and
Social Security has kept interest in his ideas alive.
The New America Foundation has been one of
the idea’s leading proponents. The center-left
organization’s Asset Building Project draws on
the expertise of some of the leading experts on
the concept, including Michael Sherraden and
Ray Boshara. Support for KidSave cuts across
political and ideological lines.* Liberal Demo-
crat Jon Corzine of New Jersey sponsored a
KidSave bill in the Senate, but so did conserva-
tive Republican Rick Santorum of Pennsylvaia.

Conservative columnist David Brooks likes the
idea, and the liberal American Prospect has written
favorably about it. The idea has also received
favorable notice from scholars at conservative
organizations such as the American Enterprise
Institute and the Heritage Foundation.”

Currently, there are three major legislative
proposals.

® America Saving for Personal Invest-
ment, Retirement, and Education Act of
2005 (S 868/HR 1767). Perhaps the most
prominent of current KidSave proposals,
ASPIRE is backed by a diverse group of leg-
islators, including Sens. Rick Santorum (R-
PA) and Jon Corzine (D-NJ) and Rep.
Harold Ford (D-TN). The legislation would
deposit $500 in an account for every new-
born child. Children from families with
incomes below the national median would
receive an additional $500. Further contri-
butions from any source could be added to
the accounts and would grow tax-free.
Contributions for low- and middle-income
children would be matched by the govern-
ment. Funds in the account could be with-
drawn for postsecondary education, for the
purchase of a home, or for retirement. At
age 30, account holders would be required
to repay the initial deposit that they received
from the government on an inflation-
adjusted but interest-free basis.

® Social Security KidSave Accounts Act
(HR 1041). Sponsored by Rep. Jerry
Weller (R-IL), HR 1041 would deposit
$2,000 in an account for every newborn
child. Families could contribute up to an
additional $500 annually to the accounts,
which would grow on a tax-free basis. At
age 30, account holders would be required
to repay the initial deposit that they
received from the government on an infla-
tion-adjusted but interest-free basis.
Funds in the account could not be with-
drawn until retirement.

® Retirement Security Act (HR 1800).
Sponsored by Rep. Tom Petri (R-WI), HR
1800 would deposit $1,000 in an account
for every newborn child. Families could



contribute up to an additional $2,000
annually to the accounts, which would
grow on a tax-free basis. At retirement,
account funds would substitute for tra-
ditional Social Security benefits until the
account was exhausted, after which tradi-
tional Social Security would kick in.

Although these proposals are well inten-
tioned, they are seriously flawed.

A Real Problem

KidSave proposals are designed to respond
to a real problem, the lack of saving opportu-
nities for low-income Americans. As Michael
Sherraden of Washington University in St
Louis has noted, “For the vast majority of
households, the pathway out of poverty is not
through consumption, but through saving
and accumulation.”

By definition, poor people lack wealth. But
there is a difference between “wealth” and
“income,” and in this sense, the lack of wealth
among the poor may be a bigger long-term
problem than their lack of income. Wealth is not
just an amount of money that can be used to
buy things, but, as Melvin Oliver and Thomas
Shapiro wrote in their seminal book, Black
Wealth/White Wealth:

»

It is used to create opportunities,
secure a desired stature and standard
of living, and pass class status on to
one’s children. . . . The command of
resources that wealth entails is more
encompassing than is income or edu-
cation, and closer in meaning and the-
oretical significance to our traditional
notions of economic well-being and
access to life chances.’

Furthermore, as Sherraden notes:

When people begin to accumulate assets,
their thinking and behavior change as
well. Accumulating assets leads to psy-
chological and social effects that are not

achieved in the same degree by receiving
and spending an equivalent amount of
regular income. These behavioral effects
are important for household “welfare” or
well-being.’

For example, studies show that single
mothers with savings are significantly more
likely to keep their families out of poverty than
are other single mothers, even after correcting
for a variety of social and economic factors.”
Not surprisingly, women with economic assets
are far less likely to end up on welfare following
divorce.® Other studies show that families with
assets have greater household stability, are
more likely to be involved in their community,
demonstrate greater long-term thinking and
planning, and provide increased opportunities
for their children.”

Given the importance of asset ownership,
recent news is not good. A recent report by the
Federal Reserve reveals that the “wealth gap”
in America may be the largest ever. According
to the report, the difference in median net
wealth between the wealthiest 10 percent of
families and the poorest 20 percent jumped
by nearly 70 percent between 1998 and 2001.
The gap between whites and minorities grew
by 21 percent."

Some observers suggest that the approach
to defining poverty should be revised to con-
sider the accumulation of assets or the lack of
them. One common definition of “asset pover-
ty” would define people as asset poor if they
lack sufficient savings or other assets to survive
for three months at the poverty level. By this
definition, more than 25 percent of the popu-
lation would be considered asset poor, roughly
double the official poverty rate."" Asset poverty
is a particular problem for minorities, with as
many 61 percent of African Americans and 70
percent of Hispanics among the asset poor."”
Indeed lack of assets may be the biggest single
reason for economic inequality between whites
and minorities."

The problems caused by asset poverty are
multigenerational. The lack of asset ownership
by low-income households implies unequal
bequests that, in turn, transmit wealth inequal-
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indicate that
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unfunded
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A resolution

of the fiscal
imbalance would
require the
average wage-tax
rate to go up by
another 18
percentage
points.

ity to the next generation."* Other studies show
that intergenerational differences in economic
well-being between whites and blacks are far
more a function of wealth than of income.”

Studies are fairly clear in showing a variety of
benefits from asset ownership. For example,
Sherraden has studied recipients of individual
development accounts (IDAs), a program that
was started under the 1988 welfare reform
whereby states encourage savings by low-
income individuals through matching grants
and other incentives. Among other things, he
found the following:'®

® Participants performed better education-
ally, and 60 percent said they were more
likely to make educational plans for their
children because they were saving.

® Eighty-four percent of participants felt
more economically secure, and 57 per-
cent said they are more likely to plan for
retirement.

® Asset holding significantly improved
long-term health and marital stability,
even after controlling for income, race,
and education. Half of account holders
reported improved relationships with
family members, and one-third believed
that holding assets increased their com-
munity involvement or made them more
respected by their neighbors.

® Perhaps most important, 93 percent of
individuals with IDAs felt more confi-
dent about the future, and 85 percent felt
more in control of their lives because they
were saving.

It would seem, therefore, that it would be
wise public policy to encourage asset owner-
ship in general, and among the poor in par-
ticular. Despite such good intentions, howev-
er, there are several reasons to be concerned
about KidSave proposals.

A Costly New Entitlement

Suppose we were to follow the recommen-
dation of the KidSave Accounts Act (HR 1041)

and award $2,000 to families in the name of
each newborn child for initiating savings
accounts beginning on January 1, 2006.
Suppose, also, that the amount of seed money
awarded each year were increased with the rate
of inflation (to maintain the investment’s real
value). Projecting the federal budget cost of
this annual outlay using the Social Security
Administration’s estimates of births in 2006
puts the cost for that year at $8 billion."” That
cost would grow with the increase in the num-
ber of children born each year. Using the
Social Security Administration’s projections
through the year 2080, the estimated present-
value cost of this program would be $266 bil-
lion during the next 75 years.'®

Once initiated for newborn children, there
would be considerable political pressure to
expand the KidSave program. After all, if to-
day’s newborns are endowed with a KidSave
account, why shouldn’t today’s one-year-olds
be provided with a similar windfall? Indeed,
not doing so would create a marked difference
in assets between people born before the pro-
gram began and those born after. Carrying this
argument forward, a case could be made for
providing KidSave accounts for all children
alive today. In fact, Sherraden, the intellectual
godfather of KidSave, has already written
about extending the program to all children
under age 18."” And the cost to taxpayers
would be even higher if the government were
to adopt proposals to match future contribu-
tions made to KidSave accounts by low- and
middle-income parents.

Suppose the age of eligibility for KidSave
accounts were restricted to 18 years and
younger. What would be the financial cost of
awarding KidSave accounts to all of today’s
children? The answer, again based on the
Social Security Administration’s population
estimates, is $414 billion.”°

To see where this can lead, one need only
look to Europe, where children’s allowances on
average consume 1.8 percent of gross domestic
product, with many countries spending much
more. Denmark devotes 3.3 percent of GDP to
the program.”!

Conceivably, expenditures of this magni-



tude could be justified if they would offset the
expected future deficits in Social Security—
that is, if account accumulations explicitly
substituted for benefits under the traditional
Social Security program. However, of the three
main legislative proposals, only HR 1800
includes that feature.

The other two plans, ASPIRE and HR
1041, structure their account contributions as
loans. In theory, as the loans are repaid, the
program will, to a large degree, become self-
sustaining, with repayments from one cohort
funding contributions to another. However,
there remains a 30-year gap before the first
contributions are repaid, making for a sub-
stantial increase in government spending over
that period. Moreover, the Congressional
Budget Office estimates that about 10 percent
of all recipients will never repay their “loan.”**

Because the federal budget is in deficit,
the government will have to borrow the
money used to fund the accounts. In doing
so, it will have to pay interest on the incurred
debt, but the account loans themselves will
be repaid on an interest-free basis. CBO esti-
mates that for every $2,000 loaned in this
interest-free manner, the government will
incur a $1,700 cost.

KidSave accounts are meant to redirect
resources from retirees and workers to chil-
dren. Although there is nothing wrong in
principle with attempting to do that, it is
important to think about the dynamic effects
of such a policy on the economy—especially on
working and saving by adults and on their
provision to children of private inter vivos
gifts and bequests upon death.

KidSave accounts would generate larger pub-
lic transfers to children. However, that would be
substantially neutralized by reductions in private
resource flows toward children—both directly,
through reduced bequests and inter vivos trans-
fers, and indirectly, through the impact of
KidSave accounts on capital and labor markets.
Establishing such accounts would compound
the fiscal challenge of funding federal entitle-
ments for retirees and the poor.

Given that existing federal commitments
to pay entitlement benefits to current and

future retirees already imply massive tax bur-
dens on present and future working genera-
tions, the scope for imposing additional bur-
dens on taxpayers to finance KidSave accounts
appears to be virtually nil. The ongoing debate
on Social Security reform indicates that, as a
society, we are unwilling to reduce future enti-
tlement commitments. However, it is becom-
ing increasingly clear that those commitments
are unsustainable.

Recent estimates indicate that existing fed-
eral unfunded entitlement obligations are
already impossible to finance—and not only
through tax hikes. Alternative ways of financ-
ing the obligations—massive cuts in other gov-
ernment operations or huge increases in debt
(each by itself or in combination) appear equal-
ly infeasible. Under such conditions, creating
yet another entitlement whereby children
would become the nominal but not the real
beneficiaries of government-financed endow-
ments would likely prove counterproductive.

First, let’s consider the size of those imbal-
ances and how they came into being: Federal
entitlement spending has been rising at a
rapid clip for more than 50 years. Ever since
the first expansion of Social Security benefits
in 1950, entitlement benefits have frequently
been increased. The Medicare and Medicaid
programs were implemented in 1965 to pro-
vide health benefits to retirees and low-income
individuals. Subsequent liberalizations of eli-
gibility criteria and care options have redirect-
ed federal outlays from traditional govern-
ment functions toward providing retirement
income and health care to retirees.

Federal outlays on Social Security and
Medicare grew from 2 percent of total federal
outlays in 1950 to 33 percent in 2004. The
addition of prescription drug subsidies, sched-
uled to be fully implemented in 2006, will fur-
ther increase the share of federal social insur-
ance outlays in total federal outlays.

When taken as a share of taxable income,
government (federal, state, and local) social
insurance outlays equal 21.2 percent today.”
The retirement of the baby-boom generation
is expected to increase the fiscal burdens
implied by such outlays on future workers by

Higher taxes to
finance KidSave
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cause negative
incentive effects
on labor supply,
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tion, productivity,
and output.
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considerably more. The Congressional Budget
Oftice calculates that the ratio of retirees (aged
65 and older) to the population of workers
(aged 20 through 64) will increase from about
21 percent today to 38 percent by 2050. That
unavoidable demographic change will trigger
an explosion in government spending on enti-
tlements under current rules. For example, the
CBO estimates that outlays on Medicare and
Medicaid alone will balloon from 3.6 percent
of GDP today to 23 percent by 2050.”°

Evaluating the U.S. fiscal position using
the “fiscal imbalance” measure—the existing
debt held by the public plus the present dis-
counted value of future federal noninterest
spending minus the present discounted value
of future federal receipts—yields $63 trillion.
That amount is almost entirely the result of
shortfalls in the Social Security and Medicare
programs.”®

As a share of the present value of payrolls,
$63 trillion equals 18 percentage points of the
present discounted value of all future payrolls.
Thus, a resolution of the fiscal imbalance
would require the average wage-tax rate to go
up by another 18 percentage points. By impli-
cation, the existing payroll tax base would
have to be expanded by eliminating the Social
Security taxable ceiling, and the current pay-
roll tax rate of 15.3 percentage points would
have to be more than doubled immediately
and permanently. Alternatively, the average
income tax rate—estimated at 9.2 percent of
GDP over the next 10 years—would have to be
more than doubled.”’

Tax increases of this magnitude cannot suc-
ceed in resolving the fiscal imbalance embed-
ded in current policies. If that were attempted,
disincentives to work would become severe.
Despite the consensus among economists that
labor supply is relatively inelastic with respect
to after-tax wages, the output- and revenue-
reducing effects of such massive payroll or
income tax increases would be enormous and
would reduce both output and the tax base.
That, in turn, would require still higher tax
rates to generate the revenues necessary for
paying promised entitlement benefits. Taxing
other income sources—capital income, for

example—would have similarly negative effects
on output as investors would choose to avoid
the tax by exporting savings abroad rather than
investing it in the United States.

Similarly, steep cuts in federal spending—
estimated at S0 percent for non-Social Security
and non-Medicare outlays, or deficit financing
for raising the required revenues, would also
take a severe toll by increasing interest rates,
causing high and sustained inflation, and
reducing economic productivity.

Any future fiscal adjustment to resolve the
existing imbalances in entitlements must
involve a sizable reduction in federal payment
commitments for entitlements. To the extent
that we are unable or unwilling to reduce
those commitments, national saving needs to
be increased to improve the economy’s pro-
ductive capacity to pay projected retirement
and health care costs. KidSave accounts are
certainly motivated by the need to increase
saving. The key question is whether establish-
ing such accounts would help to do so.
Unfortunately, mandating saving on behalf of
children by imposing higher taxes on adults is
unlikely to work. Why? For the same reason
that imposing higher taxes for financing enti-
tlement commitments will not successfully
finance those outstanding commitments. As
detailed in the next few sections, higher taxes
would cause negative incentive effects on labor
supply, capital accumulation, productivity,
and output. For those reasons, KidSave
accounts might achieve exactly the opposite of
what is required.

Perverse Incentives

Impact on National Saving and
Investment

There are two possibilities for how the
KidSave accounts could be administered. They
could be created and managed by a central
authority and controlled by the federal govern-
ment or controlled by parents or guardians
until the child attains adulthood.

Under the first option, revenues earmarked
or appropriated for KidSave accounts would



be deposited with a central authority and allo-
cated to accounts created in each child’s name.
The newborn child’s parents or guardians
would receive reports about how much was in
the account and how it was invested. The cen-
tral authority would make decisions on behalf
of the children regarding how account assets
were to be invested.

There are obvious pitfalls in this procedure.
Just as the current Social Security and Medicare
trust funds hold Treasury securities, the new
KidSave fund would also hold government
bonds if the operating authority were restricted
in its investment choices. That would not nec-
essarily result in higher national saving, because
the funds would be made available to the feder-
al government and would likely be spent on
other federal operations. That is exactly what
happens to Social Security payroll tax surpluses
today. If some of the funds were invested in pri-
vate market stocks and bonds, the federal gov-
ernment would be in the position of picking
winners and losers, and investment policies
would be dictated by political preferences
instead of optimal returns. One has only to
look at state and municipal pension funds to
see the dangers of direct government invest-
ment. States have routinely attached a variety of
politically oriented investment mandates and
restrictions. Moreover, trustees of such funds
have frequently been unable to resist the temp-
tation to meddle in corporate governance.*®

Proponents of KidSave accounts appear to
recognize the inherent dangers in allowing the
government to invest and manage the funds
(although, curiously, some of the same policy-
makers and analysts refuse to acknowledge
similar problems with investing the Social
Security and Medicare trust funds in private
securities). Hence, they specify that parents or
legal guardians would serve as account custo-
dians and make investment decisions on
behalf of children until they reach age 18.
Default investment in a life-cycle-type fund
would occur if no explicit investment election
were made.”’

Account withdrawals would be restricted to
ensure that accounts were used for productive,
asset-building purposes. Withdrawals would

be prohibited until the account owner turned
18. Thereafter, withdrawals would be governed
by rules similar to those of Roth IRAs, which
permit withdrawals without penalty prior to
retirement for first-time home purchase and
postsecondary education. (In the case of home
purchases, however, whether a subsequent
home sale would trigger a reversion of the
released home equity into KidSave accounts
remains unclear. If not, this loophole could be
exploited for premature consumption of assets
accumulated in KidSave accounts. But requir-
ing such reversions would also entail greater
complexity in the tax code.)® Other distribu-
tions would incur steep penalties against with-
drawals of government contributions—that is,
use of funds other than for asset building
would trigger loss of all government matching
funds.

Despite the apparently comprehensive
safeguards against use of KidSave funds for
preretirement consumption, the program
would set up a conflict between the account’s
owner—the child—and its initial custodians—
parents or guardians. Older generations—par-
ents and guardians—are expected to finance
the accounts through higher taxes. Without
KidSave accounts, parents and guardians
would ordinarily determine how much to save
in anticipation of the child’s future needs.
However, KidSave accounts would provide an
incentive for the parents and guardians to off-
set their own saving for their children’s future.
For families that receive a KidSave subsidy
from the government, that offset would gen-
erally be larger than the family’s tax cost for
initiating the KidSave account and making
subsequent contributions to it.

KidSave accounts would allow tax-free
accumulations of assets until the money was
withdrawn (for retirement or earlier for emer-
gency spending needs). If parents were thereto-
fore unable to access a tax-free investment vehi-
cle to save for their children’s future needs,
such accounts would provide it. Access to a tax-
subsidized account would enable the parents
to save more for their children but also to con-
sume more themselves by reducing their own

saving on behalf of their children.

KidSave accounts
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KidSave accounts
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Offsetting this increase in consumption
would be a reduction in consumption for those
who would bear higher tax burdens but don’t
have children eligible for KidSave accounts.
Such individuals tend to be older and wealthier
and to save more. Their consumption would be
unlikely to decline by much because of the high-
er taxes they would pay to finance KidSave
accounts. Itis quite possible, therefore, that total
national consumption would increase as a result
of introducing KidSave accounts and national
saving would decline—ultimately causing lower
investment, productivity, and output for future
generations.

Thus, in spite of the seemingly elaborate
safeguards included in KidSave proposals to
prevent their early withdrawal for consump-
tion, such accounts would only enable older
generations to exploit the new government
matching grants and spend more on them-
selves instead of allowing those resources to
flow through to their children.

Empirical evidence that parents’ consump-
tion would increase following the introduc-
tion of KidSave accounts, although indirect, is
quite strong. Studies have shown that “effec-
tive” transfers of resources from younger to
older generations have, over time, increased
the consumption of older generations—as
would be expected in theory. The transfer itself
is the result of the political process whereby
older generations have voted for redistributing
resources from younger and future genera-
tions toward themselves.

Such transfers have occurred in two ways:
(1) directly, by providing older generations
entitlement benefits greater than their past
payroll tax contributions, and (2) indirectly,
through the forced annuitization of benefits,
which, by ensuring retirees against outliving
their resources, enables them to consume more
out of available resources, thereby reducing
involuntary bequests. The studies also confirm
that retirees have not undone their forced
annuitization of resources through Social
Security and Medicare by increasing their pur-
chases of life insurance.”

It appears unlikely that a transfer in the
reverse direction (that is, from older to younger

generations) will be similarly effective, because
older generations would retain control over the
transferred resources directly (as account
guardians and managers) or indirectly (through
the political process), thereby dictating the
future tax burdens to be imposed on children
when they become adults.

Other studies have shown that the distribu-
tion of intra-extended-family consumption
follows the distribution of intra-extended-fam-
ily income and that a transfer of resources
from children to parents prompts very small
reverse private transfers.” If forced transfers in
the oppostie direction (that is, from parents to
children) crimp parents’ budgets, they will pro-
voke significant reverse private transfers—from
children to parents—through parents’ actions
of reducing saving, increasing consumption,
and limiting bequests and inter vivos gifts to
children.

Impact of KidSave Accounts on Labor
Market Efficiency

KidSave accounts would not treat all fami-
lies equally. Groups that tend to have more
children—e.g., blacks and Hispanics—would
receive larger benefits (Figure 1). Groups with
lower fertility rates and a larger proportion of
childless women would receive fewer or no ben-
efits but would still pay the cost of a KidSave
program through higher taxes.

The windfall reaped by many families with
children would be in addition to the already
generous subsidies allowed in the tax code for
such families (currently $1,000 per child), spe-
cial state-based but federally subsidized pro-
grams for child health services, child nutrition
programs, and monetary assistance to families
with children.”

Apart from the uncertainty regarding the
impact of KidSave accounts on national sav-
ing and investment, there is also the issue of
the impact of such cross-family redistribution
of resources on labor markets. Such accounts
would be financed out of general revenues.
The benefits of KidSave accounts would flow
to families with children, but the taxes used to
finance those accounts would increase for
everyone. Thus, financing KidSave accounts



Figure 1
Fertility Statistics—June 2002
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would have a negative impact on labor mar-
kets in general, and the distortionary effect of
the program would impose a net loss of eco-
nomic welfare.

The labor market impact would be different
for families with and without children. The lat-
ter would face higher taxes but would not
receive any benefit from KidSave accounts.
Recent literature on the impact of higher taxes
on labor supply points to sizable (uncompen-
sated) elasticities—as high as 0.5.>* By implica-
tion, households facing higher taxes but receiv-
ing no benefits from KidSave accounts would
reduce their labor-force participation and
after-tax earnings in response to higher taxes.

Families with children would also face high-
er taxes. That group is likely to contain a sizable
proportion of married households that gener-
ally take itemized deductions on their tax
returns. The negative impact of higher taxes is
likely to be even stronger on the labor supply
and earnings of this group, because itemizers
react strongly to tax changes, and the impact of
higher taxes is strong on secondary earners’
labor-force pa.rticipation.35 In addition, these
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households would reap benefits from the
resources redistributed to them from childless
families. The increase in their wealth is likely to
induce an additional shift away from work and
toward leisure for such households—reducing
their labor supply and earnings by even more
than predicted in the literature on labor supply
elasticities.®® Overall, therefore, the impact of
financing KidSave accounts could be to reduce
labor force participation, especially of house-
holds with children, and to worsen overall
labor-market efficiency.

KidSave Accounts and the Distribution
of Tax Saving Incentives

All of the proposals call for a flat contribu-
tion by the government for each newborn
child. Children born to rich or high-earning
parents would be treated the same as those
born to poor parents. Hence, an equal oppor-
tunity to save in a new tax-sheltered savings
plan would be created for all families. However,
studies on the impact of saving by households
in 401(k) and IRA accounts show that the rich-
est households would reap the most benefit

If forced transfers
from parents to
children crimp
parents’ budgets,
they will provoke
significant
reverse private
transfers—from
children to

parents.
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in response to
the program.

from participating in these plans. If tax deduc-
tions or credits were made available for contri-
butions to KidSave accounts, the highest earn-
ing households would reap the most benefits
as they would reduce their tax liability at the
highest marginal rate for each dollar of annual
contributions to KidSave accounts.

Indeed, poorer households may not be able
to contribute at the same rates as better-off
households. Inevitably, calls for liberalizing
the program by increasing the government
contribution for poorer households would
arise—expanding the size of the program and
leading to higher taxpayer burdens.

KidSave accounts are intended for long-term
saving. However, withdrawals may be permitted
for use in acquiring more education and skills.
Previous experience with college saving accounts
—529 and Coverdell tax-saving accounts—has
shown that participating households are penal-
ized by college financial aid policies that deny aid
to children with financial resources”” Hence, to
the extent that poorer households saved in
KidSave accounts, their efforts to achieve finan-
cial security for the child would be neutralized by

the “college tax.”

KidSave Accounts and Bequests

Data from the Survey of Consumer Finances
point to a declining bequest ethic among
Americans. Data from the 2001 survey suggest
that, among those aged 65 and older, about 50
percent thought that it was important to leave a
bequest to their offspring. But the share of those
who believe in bequeathing to children appears
to be declining. In 1989, for example, the share
of those aged 65 and older was higher, 55 per-
cent.”

Only about a quarter of retirees expect to
leave a sizable bequest to their heirs. Whether
they actually do so and the size of their bequest
will be affected by their perception of how well
off their children already are—a perception that
would be revised were KidSave accounts imple-
mented.

The process of private wealth transfers to
younger generations through bequests and
inheritances has been eroding over time for
several reasons: Rising longevity means that
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the elderly must consume more of their
resources before they pass away. Medical costs
are rising and an increasing number of retirees
are living independently from their children—
which is costlier than joint living. If these
trends continue, bequests will further decline
as a share of total retiree resources.

How will initiating KidSave accounts affect
this process? If anything, greater perceived self-
sufficiency among children is likely to increase
their parents’ and grandparents’ consumption,
as the latter will feel less compelled to conserve
resources for the benefit of their offspring. And
this sentiment would be reinforced if the par-
ents had earlier paid taxes to fund KidSave
accounts. Indeed, as assets accumulated in
KidSave accounts, parents’ inter vivos gifts to
children—whether by financing education or
providing for down payments on homes—
would likely decline.

In short, a handout to children in the form
of KidSave accounts could be substantially off-
set by smaller private transfers. Families that
enjoy a net gain would increase their consump-
tion. And all families that experienced higher
taxes would face reduced work incentives.
Because families with a larger number of chil-
dren and poorer families have higher consump-
tion propensities, such a redistribution of re-
sources would likely cause less overall saving.

As a result, children would suffer a further
indirect reduction in their lifetime wealth:
Greater consumption today by adult genera-
tions would reduce the national capital stock
and future labor productivity—precisely when
their children enter the workforce. Their
reduced productivity and wages would mean,
among other things, reduced ability of today’s
children to save for their own retirement.

Impact on Out-of-Wedlock Births

We do not understand what the impact of
KidSave will be on the serious problem of
out-of-wedlock births. Academic researchers
have increasingly come to accept the link
between the availability of traditional welfare
benefits and increased out-of-wedlock birth
rates. Of the more than 20 major studies of
the issue, more than three-quarters show a



significant link between levels of welfare and
out-of-wedlock childbearing.”

There is clearly a difference between tradi-
tional welfare payments and KidSave. The for-
mer provide subsidies directly to parents and
make those subsidies contingent in many
ways on the parents not marrying. KidSave
accumulations would theoretically only be
available only for the child’s use sometime in
the distant future. Moreover, the subsidy
would be unrelated to marital status.

Even so, parents of children receiving a
KidSave subsidy are likely to feel wealthier. If
so, KidSave could be perceived as a reward for
having children regardless of whether or not
the parents are married. Added to other wel-
fare benefits, KidSave may increase out-of-
wedlock births. At the very least, this ques-
tion is deserving of more study.

Better Solutions

Social welfare initiatives such as KidSave
are properly the province of state and local
governments o, better yet, of private charity.
And there is much that can be done at those
levels.

The first and simplest approach would be
to remove policy barriers that prevent low-
income Americans from accumulating assets.
For example, most states still impose a limit
on the amount of assets a family may accu-
mulate while remaining eligible for TANF
assistance. These limits are usually quite low
($2,000-$3,000), meaning that families who
save, rather than spend, the assistance they
receive are penalized.”’ At the same time, poor
families who have some assets may be encour-
aged to spend those assets down in order to
qualify for government benefits. Those limits
should be significantly liberalized.

Of course, this involves a delicate balance.
Expanding the asset eligibility limits of welfare
programs to preserve eligibility despite larger
wealth accumulation would pose the risk of
increasing the population receiving welfare.
More people will qualify for benefits, and recip-
ients may remain on the program longer. Aside
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from the many other problems associated with
increased utilization, this would make it even
more difficult to translate higher savings
through KidSave programs into higher nation-
al savings, because the simultaneous expansion
of welfare eligibility limits would generate sav-
ing disincentives for a broader population:
inducing individuals at even higher earning and
wealth levels to work less and spend down their
assets in order to qualify for welfare benefits.

Still we believe this is a reasonable risk
when talking about benefits that are “sav-
able,” such as TANF, since current rules create
such perverse incentives not to save. Under
current rules a person who spends every dol-
lar of benefits retains eligibility for future
benefits, but a person who acts responsibly
and saves some of his benefits could lose eli-
gibility. Since noncash benefits, such as
Medicaid, cannot be saved, the same set of
incentives is not present. Therefore, eligibility
requirements for noncash or “in-kind” pro-
grams should not be weakened. Welfare bene-
fits generally, but particularly “in kind” bene-
fits such as Medicaid, should be time limited
and linked to work requirements so that peo-
ple feel that “dis-saving” to achieve eligibility
is not worthwhile.

States that wish to experiment with savings-
based programs for the poor are currently free
to do so, and many already are. For example,
the 1996 welfare reform bill authorized states
to set up IDAs on behalf of TANF recipients
and provided limited funding as well." The
individual funds must be used for accumulat-
ing capital for postsecondary education, for a
first-time home purchase, or to start up a busi-
ness. Individuals on the welfare rolls can con-
tribute to IDAs from earned income, from
matching funds coming from 501(c)3 non-
profit organizations, or from state or local gov-
ernment agencies. Funds in an IDA will be dis-
regarded for purposes of any asset tests for
TANTF or other forms of cash assistance.

Approximately 32 states have authorized
IDAs as part of their state TANF plans, but
only 15 have actually used their TANF funds
for IDAs, and only 7 of those have allocated any
significant amounts to IDAs.** States should

The richest
households
would reap the
most benefit
from KidSave
accounts.



To the extent that
poorer house-
holds saved in

KidSave accounts,
their efforts to

achieve financial
security for their

children would be
neutralized by the

“college tax.”

be encouraged to extend and expand these
experiments.

Some states are also experimenting with
KidSave-style accounts for newborns. For exam-
ple, in Kentucky the state treasurer (a Democrat)
and the secretary of state (a Republican) created
the Cradle to College Commission, which is
working with banks, colleges, businesses, and
foundations to design a test program of
accounts for children.”

Even better, private charities are becoming
involved in savings promotion and asset accu-
mulation programs. For example, several non-
profit organizations are contributing funds to a
program known as SEED (Savings for Edu-
cation, Entrepreneurship, and Downpayment),
a partnership of the Aspen Institute Initiative
for Financial Security, the Center for Social
Development of Washington University, CFED,
the New America Foundation, and the Univer-
sity of Kansas School of Social Welfare.* This
program provides an initial deposit and then
matches family contributions for four years—up
to $1,200. So far, several hundred children in
several dozen communities are participating.
Among those funding the initiative are the
Charles and Helen Schwab Foundation, Citi-
group Foundation, Ford Foundation, MetLife
Foundation, and Richard and Rhoda Goldman
Fund.

In another example, the St. Louis-based Jim
Casey Youth Opportunities Initiative offers
“opportunity passports” to teenagers leaving
foster care. The program, currently operating
in 12 communities around the country, pro-
vides $1,000 in matching funds for money that
these young people save for college, an apart-
ment security deposit, or a car.

Ironically, one of the barriers to these pro-
grams is state and federal welfare regulations
that may consider contributions to the ac-
counts and interest earned by the accounts as
income to the family, thereby jeopardizing the
family’s continued eligibility for programs
such as TANF, Supplemental Social Security
Income, and Medicaid. The potential loss of
such benefits discourages families from partic-
ipating. Although there appear to be ways
around most of the regulations—for example,
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establishing the accounts as an irrevocable
trust—they needlessly complicate the pro-
grams.* As mentioned above, states should be
encouraging asset accumulation by low-
income workers, not setting up barriers.

At the federal level, there are several mea-
sures that would make it easier for low-income
workers to save. For example, taxpayers should
be allowed to split their refunds, with a portion
being directed to retirement accounts. Cur-
rently, only a single refund option is allowed. If
low-income workers perceive their only choice
to be between spending and saving all of their
refund, most will choose to spend it. However,
the Treasury is currently considering a propos-
al to allow refunds to be split as many as three
ways. It is hoped that the option of saving a
portion of their refund, which could begin as
early as 2007, would encourage low-income
workers to save. This would be particularly
attractive when applied to existing refundable
tax credits, such as the Earned Income Tax
Credit or the Child Tax Credit."

Second, Roth IRA rules should be changed
to allow parents to set up accounts in the
names of their children. These accounts
would not be accessible until the child’s 18th
birthday, after which the accounts would con-
vert to standard Roth IRAs.

But the most important thing the federal
government could do to increase savings
among low-income families would be to allow
workers to save and invest a portion of their
Social Security payroll taxes.

The current Social Security system acts as a
barrier to asset accumulation in two ways.
First, workers are forced to pay 12.4 percent of
their income into Social Security, despite the
program’s uncertain future and below-market
rates of return. This regressive tax falls heaviest
on low-income workers, depriving them of the
income they need to save and invest privately.
As we have said, lack of discretionary income is
one of the biggest barriers that the poor face in
trying to save. Additionally, the belief that
Social Security is buying them some form of
retirement protection may discourage people
from saving on their own.*® As Martin Feld-
stein puts it, low-income workers substitute



“Social Security wealth” in the form of
promised future Social Security benefits for
other forms of savings.”

Unfortunately, “Social Security wealth” is
not real wealth. It is not, in any sense, saved or
set aside either by the worker or by the govern-
ment on the worker’s behalf. All the worker
really has is the promise that a Congress 20 or
30 years from now will raise taxes on future
workers and pay benefits. And that is not even
a legally binding promise. The Supreme Court
has ruled in Flemmingv. Nestor that workers and
beneficiaries have no legal, property, or con-
tractual right to Social Security benefits, even
after alifetime of paying Social Security taxes.”

Not only does Social Security contribute to
asset poverty among current generations, it
also helps perpetuate poverty for future gener-
ations. Social Security benefits are not inherit-
able. A worker can pay Social Security taxes for
30 or 40 years, but if that worker dies without
children under the age of 18 or a spouse over
the age of 65, none of the money he or she
paid into the system is passed on to his or her
heirs.”" Social Security essentially forces low-
income workers to annuitize their wealth, pre-
venting them from making a bequest of that
wealth to their heirs.”

President Bush has called for allowing
younger workers to privately invest part of
their Social Security taxes through individual
accounts. This could be financed by scaling
back future benefit promises to those whose
payroll taxes are redirected to personal ac-
counts. Individual accounts would, by defini-
tion, belong to the individual. Like any other
asset, they would be fully inheritable. They
would allow the current generation of low-
income workers to accumulate real wealth and
pass that wealth on to their children. In doing
so, they would help reduce long-term inequal-
ity and provide a host of social benefits.

Conclusion

An effective anti-poverty strategy would
include incentives to help low-income Ameri-
cans save and accumulate assets. The propo-
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nents of KidSave have clearly been asking the
right questions. However, KidSave does not
appear to be the right answer.

The proposal would create a massive new
entitlement program, costing as much as $266
billion during the next 75 years (in present-value
terms). If the program were to be expanded, as
some have advocated, to all children rather than
just newborns, the present-value cost would rise
to $414 billion. And the cost would escalate fur-
ther if the federal government were to match
future contributions by parents and guardians
of children in low-income families. At a time of
exploding entitlement costs, this is a burden we
simply cannot afford.

In addition, KidSave may have a number of
unintended consequences. Transferring re-
sources from the young to the old—as we have
witnessed during the last several decades—has
been easy. Going the other way will be harder.
That’s because older generations will exercise de
facto control over resources intended as chil-
dren’s savings: Private transfers to children
would be adjusted downward in response to a
larger public transfer to children. Older genera-
tions, especially those with children who receive
the transfers, are likely to consume more by
directly reducing inter vivos gifts and bequests to
children. Thus, KidSave accounts would fur-
ther reinforce the decades-long decline in pri-
vate intergenerational transfers.

Moreover, KidSave accounts would redis-
tribute resources from families without chil-
dren to families with children. As a result,
adults who face higher taxes and receive no
benefit would reduce their labor-market par-
ticipation. The reduction in the labor-market
participation of adults with children would
be even larger in response to the wealth effect
on leisure consumption due to receiving
KidSave subsidies. The reduced labor supply
would reduce current output—again, nega-
tively impacting capital accumulation.

If national saving were to decline, on net, as
a result of the saving- and output-reducing
effects of KidSave accounts, lower future capi-
tal intensity would reduce children’s earnings
when they enter the labor market—an indirect
worsening of their economic position.

Greater
consumption
induced by
KidSave accounts
would reduce the
national capital
stock precisely
when future
generations enter
the workforce.



If the federal
government
wants to become
involved in asset
building, it can
do so without
creating a broad
new entitlement.

Social welfare initiatives such as KidSave are
properly the province of state and local govern-
ments or, better yet, of private charity. In their
role as “the laboratories of democracy,” state
and local governments can experiment, inno-
vate, and find out what works. Many states are
already carrying out such experimentation,
and that should be encouraged. Even more
important, private charities are beginning to
recognize the importance of asset building and
are starting programs to help low-income
Americans accumulate wealth.

If the federal government wants to become
involved in asset building, it can do so without
creating a broad new entitlement, by allowing
younger workers to privately invest a portion
of their Social Security taxes through personal
accounts.

Advocates of increasing savings opportu-
nities for the poor have asked the right ques-
tion. But KidSave is the wrong answer.
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