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1. Introduction

At firg glance, individua retirement savings accounts look smple. Each account belongs to one
person and contains a pool of assets produced by accumulated contributions and their earnings.  After
retirement, the assets in the account are paid out over time with the sze of the account determining the
amount of income produced. What could be smpler?

Individua accounts are smple but only until a spouse or dependent child enters the picture. Then
more than one person has a potential daim againg the account. Adding individua accounts to Socia
Security is controversid, in part because many fear accounts will fal to generate adequate retirement
income because of poor investment choices or low levels of contributions. But even if accounts grow as
intended, changesinthe family pose an equd, if not greater, threat. At best, individua accountsare azero
aum game. Thelr assets are finite. When the account must be divided, what one person wins, another
person loses. Family events suchas divorce and death may precipitate divisonand distribution of account
assets, condderably reducing the available retirement income.

Socia Security does not currently have a system to define and alocate competing interests to
bendfits. To implement individua accounts, a system of property rights must be created to manage the
inevitable conflicts between the needs of the individud for retirement income and other members for
support. Therisk istha asystem with poorly-designed family property rightswill dissipate account assets
prematurdy. It may aso cause prolonged disputesor expensgvelitigation that will consume account assets,
leaving little for the intended beneficiaries.

This paper begins a discussion of the gppropriate property rights syslemfor individud accountsin
Socid Security. It does not offer a prescription - that would be premature, given how few details of an
individud accounts program have beensettled. Instead, usng somefamiliar retirement schemesasmodels,
it analyzes the following basic issues that must be resolved.! What property rights should individua
accounts have? Who should hold thoserights? When and how should those rights attach to benefits? How
should those rights be enforced? 1t dso suggests these guiding principles:

1. Borrowthe best featuresof exigting models. There sno need for an entirely origind approach.

2. Recognize the needs of family members from the start. But remember that retirement income
isthe primary objective of individua accounts.

3. Definerights and remedies clearly and comprehensively. Thiswill minimize disputes.
4. Resolve disputesthrough an adminigtrativeclamsprocess. Litigation should bethelast resort.

5. Usefederd law. Rights should be the same no matter where people live.



2. Property Rightsin General

Although the term “property rights’ is a familiar one, it is surprisingly difficult to define. The
operative words, “property” and “rights” each derive their meaning from the system of law in which they
areembedded, and systlems of law vary fromcountry to country and fromone erato another (Cunningham,
Stoebuck and Whitman 1993). For purposes of this paper, the most relevant property rights concepts
are found in Anglo-American law, a system based upon principles of law developed in England in feudd
times.2

Thereis no Single satute which provides a comprehensive definition of property. Asone court
recently noted,

Theword ‘property’ isin law ageneric termof extensve gpplication. Itisnot confined to
tangible or corpored objects, but is a word of unusudly broad meaning. It isagenerd
term to designate the right of ownership and includes every subject of whatever nature,
upon which such aright can legdly atach. It ... isemployed to sgnify any vaugble right
or interest protected by law and the subject matter or things in which rights or interests
exig.

(Mears v. Mears 1991).2 Judges usudly decide what is and is not a property right by interpreting the
relevant satute or adapting general common law principles. The standards used vary from case to case.

Asthe definitionabove indicates, there are three concepts which define “ property” inalegd sense.

Fird, theremust be some subject matter or “thing’
identifidble as property. This is naot a difficult
standard to satisfy becauseamost any “thing,” either
tangible (land, goods) or intangible (a mortgage, an
easement), will qudify. Second, theremust be some
interest, expectation, privilege or right which
attaches to the property. Thisisaso not a difficult
standard as most property is composed of multiple
interests. Typicd interests are the right to use, the
power to s, the right to devise by will, the right to
mortgage, the right to possess, the right to exclude
dl others, the right to lease property and so on.
Depending on the type of property, these interests
can be hedd and alocated in an dmogt infinite
number of combinations. For example, one person
can hold dl interestsin a particular property and a
sngleinterest canbe hed by severa persons jointly.

Table 1. AreThese Property?

a professional
degree

no, it is unique to the
individual, can’t be sold
or transferred

tangible objects such
as land, buildings

yes, they can be sold,
leased, devised by will,
mortgaged etc.

intellectual property
such as copyrights,
trademarks

yes, statutes determine
rights

afuture inheritance

no, it is too speculative

financial assets such
as stocks, bonds,
bank accounts

yes, statutes and
common law determine
rights




Third, and most important, the law must be willing to enforce and protect a particular interest or it is not
a property right.

Property rightsinthe United States are particularly complicated becausethere aretwo setsof laws
- federa and state - which oftenoverlap and sometimesconflict. A substantia body of federd law, largely
datutory, governs the rights to such property as copyrights, trademarks and patents. Federa law
sometimes has exclusive jurigdiction but, in other cases, it leaves the fidd completely open to state law.
Each date has its own system for determining property rights. Where federd law conflicts with state law,
federd law generdly prevals.

3. Theoriesof Property Rights and Retirement Benefits

Retirement benefitsare a peculiar formof property. They are compensatory in nature, that is, they
are derived from compensation (e.g., wages or sdary) earned through an employment relationship.
Although retirement benefits are earned dong with wages and sdaries, they are redly deferred
compensation - earned now but paid later. This time lag can create difficult property rights issues,
particularly between married and formerly-married individuas. Conflicts over deferred compensation are
most gpt to arise at three events: distribution (when benefits begin to be paid); divorce; and degth.

The right to control compensatory property depends on two factors: (1) the marital status of the
recipient, both now and then; and (2) the law - federa law, state law or acombination- that applies. For
sangle people, asmplerule applies. 1t isther sole property to dispose of asthey wishunless, for example,
thereisa child support order attaching their pay. The same rule generdly gpplies when never-married
people receive retirement benefits. Federd and state lawvs have little effect onthe rightsof single people to
their compensation.

But married people present a more complicated case. Inmost societies, the marita unit is specid.
Married people enjoy specia privileges but they also have special responsibilitiestowards each other (The
American Law Ingtitute 1997; Tingley and Svdina1999; and Turner 1994). Specid systems of property
rights, known as marital property rights, gpply to married persons and control how their property istreated
a divorce, a death and sometimes even during the marriage. In the United States, these rights can be
particularly complicated because of the interaction of federd and date law. Usudly date law
predominates. Federal law hasno generd theory or common law of marita property rights. If it goplies,
a pecific statute will generdly contain specific rulesfor itsown unique purposes. When gate law applies,
marita property rights are determined by the marital property system in effect where the couple resides*

No two states have identical systems, but dl states can be grouped into two genera categories. States
within a particular category, however, can have widdy varying rules.

Most states followthe Englishcommon-law traditionthat property owned by a spouseisindividud

property unlessit isheld in joint ownership. Under this system, married persons own their compensation
during the marriage, unlessiit is held in a joint account, and are free to leave it by will to anyone. At
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- divorce, however, it is subject to being
Table2. Marital Property Law Systems alocated to the ofher spouse by a
Treatment of Common Law Community Property | judge under a principle of “equitable
Property States Law States digribution.” Under this system, and
Acquired Separate property | separate property ﬁg&tgg& n(tLalrdybldaNonzog Itehi:
before .

: spouse who earned them, subject to
mamage dlocation to the other spouse at
Acquired separate property | joint ownershipin divorce.
during unlesshedinjoint | community property
marriage ownership Eight states, however, have adopted

the European tradition of community

At divorce Separate and joint | community property property which treats a marriage as an
property divided | divided equdly economic  partnership  between  the

“equitably” between the spouses | gnouses. Thissystem assumesthat both

between the spouses contribute equaly to the

SPOUSeS mariage. Both spouses have equal

At death separate and joint | community property | @Vnership in &l property acquired
property interests | interests and separate | dUing  the  marriage,  including

deviseble by each | property devisable by | OMPensation, which actully belongs

spouse each spouse to an entty cdled the maitd

community.® Under this system, and
agan asuming that no contrary law

applied, both spouses share equdly in and have aright to manage retirement benefits earned during the
marriage, receive their 50% interest at divorce, and choose a beneficiary for their 50% interest at degth.

4. Potential Property RightsIssues|n Individual Accountsunder Social Security

All proposals for individua accounts under Socid Security have acommonfegture- a planto pay
aportionof every individud’ scontribution into a persond account rather than into genera Socia Security
funds. But how these accountswill be structured and administered istotaly unresolved. Some proposas
require Socia Security to act as custodian and adminisirator of accounts; others anticipate that financid
services companiesin the private sector - banks, mutual funds and insurance companies - would perform
these functions. Some redtrict permissble investments to a limited number of funds offered through the
federa government; others make private sector investment options available. Some require account
balances to be annuitized at retirement; others permit other forms of payment. Some require benefits to
be paid from individual accounts at retirement under current Socia Security definitions; others permit
gregter flexibility on the timing of benefit payments.



With so much uncertainty, it is unclear what property rights will actudly apply to these accounts.
It seems reasonabl e to assume, however, that any find programwill permit individuas to decide how their
accounts will beinvested, st flexible deadlines for when benefits may be paid and offer both annuity and
other forms of payment, including some with survivor benefits® If so, these accounts are likdy to provide
individuas with the following core set of property rights:

o

the right to choose and change investments

o

the right to choose when benefits will be paid after retirement

o

the right to choose how benefits will be paid

o

the right to choose a beneficiary.
It is more difficult to predict what rights a spouse will have. The possbilitiesinclude:

P theright to co-exercise individud rights

P theright to consent to a spouse's choices

P theright to a portion of the account at divorce

P theright to attach the account for unpaid child support or aimony

P theright to inherit al or aportion of the account on the spouse’ s death.

Children may aso have some rights to these accounts.  Such rights may include:

P theright to inherit a portion of a parent’s account

P theright to attach the account for support while a dependent.

An enforcement scheme will be required for the property rights system created for individua
accounts. The most important decision to be made is what body of law controls. If based onfedera law,
the actud provisons of the authorizing Statute, rather than generd legd principles, control. That statute
could define property rights in any number of ways. If based on Satelaw, the enforcement schemewould

have to be integrated with the laws of the fifty states and able to resolve the issues arisng when the laws
of severd dates conflict.



5. Three Alternative Modelsto Consider

In the U.S. today, there are three primary systems for ddivering retirement benefits  Socid
Security; the private pensionsystem; and individud retirement accounts (IRAS). Two of these - the private
pension system and IRAS - have substantid experience with individud accounts. These systems differ
markedly in the rights provided to individuas and family members. In order to build a property rights
system for individua accounts under Socid Security, it isussful to learnhow these systems have resolved
the following issues. What property rights do individuds have inthese syslems? Do family membershave
property rights? If so, when and how do their rights attach to benefits? How are these rights enforced?

Individual Property Rightsto Benefits

Socia Security: Most Americanswould be surprised to learn that there are no protected property
rights in Social Security benfits today.” The program was designed with the philosophy of providing
workers with benefits as a matter of right. It wasnot intended to be awelfare program, equivdent to the
dole or subject to ameanstest. As noted at the time of its enactment,

[Socia Security] comports better than any subgtitute we have discovered with the
American concept that free menwant to earn their security and not ask for doles - that is
what is due as amatter of earned right isfar better thanagratuity ... Socid Security isnot
ahandout; it isnot charity; it isnot relief. It isanearned right based uponthe contributions
and earnings of theindividud. As an earned right, the individud is digible to receive his
benefit in dignity and salf-respect.®

The Supreme Court, however, disagreed inFlemming v. Nestor (1960). It ruled that individuds
have a statutory entittement but no property right to their benefits® Because Social Security benefits
depend onearnings records rather than contributions, unlike annuity payments which depend on premium
payments, the Court concluded that individuals have no contractual right to benefits. The Court also
seemed persuaded that individuds benefits are never “vested,” that is, individuds do not have an
ownership right to a specific benefit amount which the law can enforce. It noted that Congress reserves
theright to “alter, amend or reped” the program a any time whichmeans that it hasthe right to change the
benefits structure, even retroactively.®® Noting that the program was intended to last for the foreseeable
future, it reasoned that

to engraft upon the Socid Security system a concept of ‘ accrued property rights would
deprive it of the flexibility and boldness in adjusment to ever-changing conditions which
it demands.

Under Nestor, then, Socia Security benefitsare not property. Noindividud hasalegdly enforcegbleright
to a particular amount of benefit payable at aparticular point in time.  Although employers and employees



finance Socia Security with their contributions, the benefits promised by the program are a mere
expectancy, subject to the will of Congress.

Private pension system: The private penson system does have a well-developed system of
property rights'*  Benefits are earned through employment, and employers decide the benefits their
employess will have when they choose to sponsor aparticular type of plan.? Individuas who participate
in the plan accrue benefits over time. Depending on the plan’s schedule, they become “vested ” in those
benefits over time. Under tax coderules, individuds must become fully vested after five years, if the plan
has an dl-or-nothing vesting schedule, or after seven years, if the plangrantsvesting credit over anumber
of years. Once vested, benefits accrued cannot be lost or forfeited. Even if employers change the plan,
vested benefits must be protected.®® In adefined benefit plan, this generaly meansthat individuas have
aright to a certain amount of income a retirement.  In a defined contribution plan, this means only that
individuals have aright to the employer contributions previoudy made to their accounts, not thet they are
guaranteed the vaue of their accounts at any point in time. Employees are dways 100% vested in their
own contributions.

IRAs IRAs ae extremdy smple!* Individuds fund these accounts through their own
contributions or by rolling over benefits they have earned under anemployer-sponsored plan. Individuas
aways have a100% vested interest inthe assetsinthar IRAS, eventhough the vaue of their accounts may
fluctuate from time to time due to investment performance.

Family Property Rightsto Benefits

Socia Security:  The absence of property rightsin Socid Security has little practical effect due
to the current design of the program. For example, the program pays benefits only in the form of life
annuities so there are no inheritance questions. It dso indudes auxiliary benefits for spouses, including
certain divorced spouses, aswdl asdependents. Family members do not compete for benefitsunder Socia
Security today. Ingtead, if they satisfy digibility Sandards, they are entitled to benefits independently. In
large part, this reflects Socia Security’s designation of the family, rather than the individua, as the
fundamentd unit for defining benefits

Figure 1 illustrateshow family benefits are allocated under Socia Securitytoday. Individudsearn
benefits based upon ther earnings history. When digtributions begin, individuds receive 100% of their
benefit as an annuity payable for life. A spouse may aso have an earned benefit. But aspouse dso hasa
right under Socia Security’s dud entittement system to a minimum benefit of 50% of the other spouse’s
benefit, if greater than the earned benefit. A surviving spouseisa so entitled to aminimum benefit of 100%
of the deceased spouse’ s benefit, if greater than the earned benefit. Spouses aso receive benefitsin the
formof anannuity payable for life. Divorced spouses dso are entitled to a minimum benefit based on their
former spouse’ s earnings history, if they were married for at least 10 years and have not remarried. The
bendfit of adivorced spouseis calculated based onthe former spouse’ sentire earnings history, not just the
portion represented by the marriage. Social Security aso provides benefitsfor dependent childrenbased
on a parent’s earnings history.
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Figure 1. Family Benefits Under Social Security Today

Individu al Spbuse Divarced Spauce Dependent Child

at laast 50% at least 50% up to 50%
At dictribution ol spouse’s of f‘"“'F' of deceaced
ben afit SROUSE S parent’s
benafit benefit

at least 100%
of deceaced
Tormer
SpoOUSE’s
heh efit

at least 100%
of deceased
spolUse’s

banefit

upto /5%
of deceasad

arent's
& efit

At death

These family benefits have at least three unusua aspects that an individua account plan cannot
replicate. Frg, individuascan generatemultipleadditiona benefits, based ontheir earningshistory, without
experiencing areduction in their own benefits. Second, an individua’ s earning history, not the number of
benefitsit generates, determinesthe rate of contributions. Married workers or workers with dependent
children do not pay extra for these benefits. Third, Socid Security family benefits are not just survivor
benefits. Spousesand divorced spouses, depending on their agesand other circumstances, and dependent
children are entitled to be paid concurrent benefits.

It is useful to mentionbriefly an dternative scheme for defining family benefits thet has often been
proposed for Socia Security. This proposa, cdled “earnings sharing,” is interesting because it would
essentidly transform Social Security into a community property system. In addition, Socia Security’s
traditional emphads on the family unit would change, and the dud entitlement system would no longer be
available (Reno and Upp 1983; Center for Women Policy Studies 1988).

Figure 2 illugtrates how family benefits could change under an earnings sharing sysem. Each
spouse would recelve a Socia Security benefit based in part on his or her earningswhilesngle. While
married, the earnings of the spouseswould be combined, and each spouse would receive credit for 50%
of the coupl€ sjoint earnings. Each spousewould retainthose creditson divorce. Under thissystem, some
benefits would no longer be available. Divorced spouses, for example, would no longer receive a benfit
based on their former spouse’s entire earning history. Instead, they would receive credit only for the
duration of the marriage. Family benefitswould continueto be paid concurrently, however, andin theform
of life annuities
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Figure2. Social Security Benefits With Earnings Sharing

Individu al Spouce Divorced Spouse

100% of own 100% of swn 1D0% of swn

o earnings while single earnings while Bln earnings while single
At distribution lus 5D% of cauple's plus 5% of cnuple s plus 5.0’;. of couple’s E
joint 2arnings while joint sarninge whils joint earnings while

married married

married

1% of own
earnings plus 100%
of deceased spouse’s
earnings while
married

0% of swn
earnings plus 100%
of deceased spouse’s
earnings while
married

At death

Private Pension System: The private pension system is designed to provide benefitsto individuds,

not to families. Only one additiona person - the surviving spouse - has any property rightsto benefits, and
eventhoserightsare limited. When the Employee Retirement Income Act of 1974 (* ERISA™) wasenacted
twenty-five years ago, it enabled individuals to protect their vested benefits from loss caused by
mismanagement of the plan or its assets or the actions of the plan sponsor. But the spouse’ s potentia
interest inthose benefitswas not protected. Individuas had the unilatera right to decide how their benefits
would be paid. They were generdly free to choose, for example, between an annuity that could provide
survivor benefits for aspouse and anannuity that did not. Ten years after ERISA was enacted, it became
apparent that the absence of rights for spouses was a problem. Many women found themselves
impoverished as widows because their husbands had chosen alife annuity or alump sum payment which
was then spent. In addition, because their rights were unsettled under ERISA, many divorced spouses
received no share in the benefits accrued by their former spouses during their marriages.

The Retirement Equity Act of 1984 (“REA”) amended ERISA to provide some minimd rights for
spouses.’® Briefly, aplan must now honor an award of benefitsto aformer spouse at divorce. In addition,
spouses now have some limited rights to benefits on the degth of their spouse. But true survivor benefits
arerequired in only alimited number of plans. These plans- defined benefit plans and defined contribution
plans known as money purchase plans - are now required to pay benefits as annuities with survivor rights.
Participants may choose a different formof payment or name someone other thanthe spouse as beneficiary
but only withthe spouse’ s written consent. Spouses must al so consent to any distributions, suchasaloan,
made to participants before retirement benefits begin. These rights, however, only apply to the surviving
pouse. A predeceased spouse generdly loses dl rights to a spouse’ s benefit at degth, including the right
to consent to a successor beneficiary.

Figure 3illustrateshow REA’ s survivor annuity requirements are intended to work. Intheseplans,
individualsaregenerdly not entitled to begin recaiving benefits until they retire at norma retirement age (age
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Figure 3. Family Rightsto Annuity Benefitsin the Private Pension System

Individuzl Spouss Dependent

At distribution

at least 5b%
At death of deceased
SpoUSE’s
benefit

65). At retirement, thefull benefitisca culated and then reduced, first for any portion alocated to aformer
spouse under a state court divorce order and second to pay for survivor benefits for the spouse. The
individua receives paymentsfor life. A spouse receives no payments, however, until the individua dies.
At that time, payments equa to at least 50% of the deceased’ s bendfit begin and continue for life. No
benefitsare payable to dependents or other descendants of the individud or the spouse, either during ther
lifetimes or at desth.

Other defined contributionplans, suchasprofit-sharing or 401(k) plans, are not required to provide
survivor annuities as long as the plan names the spouse as the death beneficiary of the other spouse’'s
account and no annuity form of payment has been chosen . These plans, the most popular type of plan
today, usudly offer only lump sum digtributions, although some will permit instalment distributions over a
period of five to ten years?” Spouses have no control over whenor how benefits are paid. A participant
can take aloan or receive a distribution from these plans without spousal consent. Spousa death benefit
protection applies only while funds remain in the plan. These plans are also required to honor a divorce
decree awarding a portion of a participant’s account to aformer spouse. When a plan receives such an
order, it usudly transfers the amount awarded fromthe individud’ saccount to anew account for the former
spouseinthe planor to an | RA for the former spouse’ s benefit. In either case, theformer spouse thereafter
exercises dl property rights, such as choosing investments and aform of payment, in the account.

IRAs: Although federd law determines how IRAsmust be established and administered, it does

not impose any systemof marita property rights. From thefederd perspective, individuals have solerights
tothe assetsinthar IRAs. State law determinesthe rightsof spouses, if any, toanIRA. Figure 4 illudrates
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Figure4. Marital Property Rightsto IRAs

Dependent

Inividual

depends on

At dictributinn
state law
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aes 1n state law and
Al death q whather
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beneaficiary designated ac

beneficiary

the marita rights that might apply to IRAs. At divorce, for example, assetsin an IRA might be dlocated
between the spouses but that alocation would differ depending on whether common law or community
property law applied.®® For example, under a community property system, the portion of the IRA
atributable to the duration of the marriage would typicdly be divided between the spouses. The amount
alocated would thenbe transferred to the other spouse, ether directly or to an IRA established on hisor
her bendf. At deeth, sate law would determine who inherits the IRA if no beneficiary has been
designated.”® In acommon law state, the IRA owner is generdly free to name anyone as bendficiary but
in acommunity property state a pouse has the right to designate abeneficiary for his or her share. There
are no benefits for children or other dependents unless they are named as beneficiaries.

Enforcement of Property Rights:

Socid Security, the private pensonsystemand IRAs have very different enforcement systems for
property rights. Table 3 briefly illustrates some of their mgor components.

Socid Security: Socia Security today has an enforcement system that relies dmost entirely on
federa law (McCormick 1998; West Group 1999). It provides an extendve adminigtrative procedure for
deciding disputes over bendfitsinterndly. Individuas begin the process by filing aclam for benefits with
the Socid Security Adminigration. If dissatisfied with an initid ruling, they are entitled to pursue a three-
stage appeal or review procedure withinthe agency. 1f dill dissatisfied after recaiving afind determination,
they may then turn to the federa courts for judicia review of an adverseruling.®  Individuas assarting a
clam for Socid Security benefits have the right to retain an attorney or other qualified agent to represent
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themduring the adminigrative proceedings. If the agency makes afavorable decison that an individua or
afamily member is entitled to retroactive benefits, it may aso order that fees be withheld from the award
and paid directly to the attorney (but not to any other representative). The fee amount which may be paid
to arepresentative islimited by statute. A court which rulesin favor of retroactive benefits may aso order
that attorneys fees, not to exceed 25% of the award, be paid from those benefits.?

Private PensonSystem: The
private pension system aso has an
enforcement systembased onfederal
laws - the tax code and ERISA. In
addition, becausea primary objective
of ERISA is to provide uniform
remedies for plan participarts, ay
dsate lawv tha “reates to” an
employee benfit plan governed by
ERISA is expresdy preempted.?
Like Socid Security, ERISA
provides an adminidrative procedure
for intid decisons about benefit
cams. Each planisrequired to have
an internd set of procedures for
rding on the meits of dams?
Individuas whose claims have been
denied may appeal that decison
under those procedures. If the plan
denies the dam on apped, the
individud canthenpursue thedamin
either federd or state court.* Unlike
Socia Security, ERISA has no
express provision for paying
attorneys fees from benefits.

IRAs IRASs have no explicit
enforcement sysem. Neither do they
have aly intid administrative

Table 3. Enforcement Systemsfor Rights
Attribute Social Private IRAS

Security Pension

System
What law
controls:
In generd federd law federd law date law
Atdidribution | federd law federd law date law
At divorce federd law federd and date law
date law

At death not relevant federd law date law
Who decides | federd plan initidly, courts
when thereis | agency then damants
adispute: initidly, then | have apped

clamants rightsto

have apped courts

rightsto

courts
Who paysfor | damants, clamants parties
attor neys feeslimited to
fees: no more than

25% of

retroactive

benefits

procedure for settling disputes over clams for benefits. When adispute arises over property rightsto the
account, the parties must pursue their clams under state law, at their own expense, through the court

system.
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6. Building a Property Rights System for Individual Accountsunder Social Security

Itisavirtud certainty that property rights will accompany individud accountsif they are added to
Socia Security. These accounts, after al, will meet the test in Nestor that benefits be determined by
contributions. In addition, they will undoubtedly bevested. Itisclear from the experienceof 401(k) plans
that people fed strongly that their contributions are their money, and they done should control how their
accounts are managed and invested. Although Congresscould decideto retain itsauthority to amend the
programat will, induding the power to terminate individud accounts and transfer those fundsto the existing
program, itisunlikdy todo so. Inthe private penson system and IRAS, contributionsmade by individuas
are dways 100% vested, and there will be strong political pressure to provide similar protection to
individua accountsin Socid Security.

Individua accounts are popular largdy because they provide individuds with more ownership
rights, control and freedom of choice over therr retirement savings than defined benefit-type plans. Those
benefits, however, have their costs. In the case of Socid Security, the primary cost isthe systemof family
benefits that the program has historicaly provided. The pool of unallocated assets now used to provide
automdic benefits to family members aswedl asindividuals, and at no cost to them, does not exist in an
individud accounts program. Insteed, individuasand family members must competefor theavailablefunds
in the account.

Building a property rightssystemfor individua accountsinSocia Security will be a demanding task
and involve difficuit choices. At thispoint, it isonly possible to suggest some guiding principlesaswell as
some basic building blocks. The fundamenta guiding principle is perhgps dl too obvious. A system for
Socia Security should be huilt by adapting the best features of existing models whenever and to the
maximum extent feasible. There is no angle perfect property rights system for individud accounts, and
Socia Security should not attempt to creste one. Retirement systems such as the private pension system
and IRAsreviewed inthis paper have vauable experienceto contribute. Thesearethe U.S. modelswhich
are mogt relevant for Socia Security’ s purposes. But there are many other Socid Security-type sysems
throughout the world, both created and revamped for individud accounts, from which some important
lessons could be learned.

The second guiding principle is that a property rights system for individud accounts mugt find a
ba ance between the retirement income needs of the individua and the legitimate support needs of other
family members. This is the most centrd and materia component of any property rights system for
individud accounts. There is no asolute or universaly right way to find that balance. As dways, the
central questions will concern the rights these accounts should have, who should have those rights, and
whenand how those rights should attach to benefits. There are anumber of critical decisons to be made
a the outsat. Those decisionswill then shape the remaining contours of the syssem. They include:
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Whether, during the marriage, a spouse should have
O no rights over the account (the IRA and common law approaches)?
O somerights over the account (the private pension system approach)?
O equd rights over the account (the community property approach)?

Whether a divorced spouse should have
O rightsto haf the benefits earned during the marriage
(the community property and earnings sharing approaches)?
O benefits decided by ajudge
(the private pension system and common law approaches)?

Whether the account should be inheritable by
O only the surviving spouse (sometimes the private pension system approach)?
O children of adeceased spouse (sometimes the community property approach)?
O anyone (the IRA and common law approaches)?

Whether income from the account should be available
O only a retirement (the Social Security approach)?
O before retirement but only for child support and aimony
(the private pension system approach in some cases)?
Obefore retirement for any reason a al (the |RA approach)?

Whether the account should pay retirement income
O with mandatory survivor benefits for a spouse
(sometimes the private pension system approach)?
O in any form the couple chooses together
(also the private pension system approach)?
O inany form (the IRA approach)?

The threefind principles concern process rather than substance. Thisis a particularly important
component for Socid Security. Itsindividua account program will generate millions of accounts, alarge
proportion of which will be smdl in sze. If these accounts are to produce the retirement income
anticipated, the systemfor enforcing property rights must be efficient and economica. If it is not, account
assets could be consumed by adversarid proceedings. Or the rights granted by the statute will be
meaningless because they cannot be easily exercised by Socid Security recipients. To achieve that god,
the following three Strategies are suggested.

Firg, the statute authorizing individua accounts should be as comprehensive as possible. It should
define as many important terms as possible. Such terms include who qudifies as a spouse, what form of
divorce isvalid; and who qualifies as a dependent. It should aso carefully define how and when benefits
may be paid from accounts. It should set sandards for who is an digible beneficiary of an account and
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establish procedures for when no beneficiary has been named. The existing statute under Socia Security
dready has many of these definitions, and it would be practical to apply themto individud accounts, when
feesble as well. Theintention hereis to define the important concepts related to property rights with as
much clarity and certainty as possble to minimize the potentia for later digputes.

Second, it isimportant to provide some type of initid dispute resol ution processwhichisrdaively
ample and inexpendve. Both Socia Security and the private penson system provide an internd
adminidrative process for this purpose. If individua accounts are administered by the Socid Security
Adminigration, itsinterna review syslemmight be adapted for individua accounts. But if accountsareheld
ingtead inthe private sector, it is unclear who should bethe initid decision-maker and what type of process
could beimplemented. The banks, mutua fund families and insurance companieswhich arethemost likely
candidatesto hold these assets are not likely to assume this respongibility willingly or for free. Inaddition,
any dispute resolution process must be capable of rdaively quick decisons. Claimsshould not be alowed
to languish for months or years because these accounts will be exposed to market risk. For that reason,
it is dso important to darify who holds invesment powers in a disputed account and to prevent from
intentionally harming the interests of other claimants tothe account. The private pension system sets time
limits for its adminigtrative process, and amilar limitscould be applied to these accounts. Asalast resort,
the enforcement system could also include appeal rights to an IRA-type process which requires hiring
attorneys and pursuing aclamin court. Few Social Security recipients, however, are likdy to have the
resources to exercise such rights. In addition, these accounts will be funded by rdatively modest levels of
contributions for many yearsto come and so will be too smdl to judtify full-blownlitigation. Moreover, the
justice systemis unlikely towe come the additionof these dams to an a ready over-burdened court system.

Fndly, it ssems sendble to conclude that any property rights system for an individua accounts
program should be primarily based on federa law. The IRA modd seems particularly ingppropriate for
an individua accounts program under Socid Security. Using astate law model would meanthat property
rightswould vary depending on where individuas and family members lived. If they didn’t liveinthesame
date, difficult conflicts between the laws of severd states would have to beresolved. People aso move
from Sate to sate during their lives. This raises many issues concerning what law should apply to these
accounts. For example, should contributions to the account be governed by the laws of each state from
whichthey weremade? Or should only the law of the current state of residence gpply? A state law model
seems to add unnecessary legal complexity and cost to amandatory federal program intended to provide
maost Americans with their basic incomein retirement.

The competing model from the private penson system expresdy utilizes federa law to insurethat
plan beneficiaries have uniform rights and remedies. In addition, any state law that conflicts with the
provisons of ERISA is preempted. This provides the private pensgon sysem with a smplified and
consgtent body of law that minimizesits administrative burdenwhile efficiently protecting the rightsof plan
beneficiaries. Individua account plansarecomplicated. They requiredetailed record-keeping systemsand
specid investment programs. |f these accounts are added to Socid Security, most Americans will have
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such an account, and amost every family will depend on it for some form of income or support. The
adminigrative burden on the Sociad Security Adminigtration or any other entity authorized to maintain an
individua accounts program in Socid Security will be enormous. Basing its property rights sysem on a
coherent and consistent set of federa lawsis one of the few obvious ways to Smplify sucha program while
providing adequate protection for the rights of Social Security recipients.
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End Notes

1. This paper focuses on the legal eements of various property law systems, not their economic
consequences or equitable condderations. Specificdly, it does not examine how any particular system
might affect the amount of Socid Security benefits any particular individua might receive.

2. This paper provides a brief discusson of some generd principles of law. More information about
these principles can be obtained in the lega resources listed as references. The discussion in this paper
isonly intended to be an introduction to some of the legd concepts which will influence the design of a
property rights system for Socia Security. The legd issuesto be resolved during that process will
require the andyss of other forms of law such as case law, Statutes and regulations. Such an andysisis
beyond the scope of this paper.

3. Quoted in Turner 1994, pp. 129-130.

4. Thisdiscusson of marital property systems under state law is very abbreviated. It emphasizesthe
differences that exist between the two systems rather than their smilarities. In redity, no Sate hasa
pure verson of either system. Many states have blended community property and common law
principles, primaxily in the trestment of marital assets at divorce.

5. Thetraditiona community property states, many of which adopted this system of law when they
were French or Spanish colonies, are Arizona, Idaho, Nevada, Texas, Washington, Cdifornia,
Louisanaand New Mexico. Other states, such as Wisconsin, have adopted community property
systemsin modified form.

6. Some proposals are in the form of afloor-offset plan where the federd government will retain some
rights to funds in these accounts. A floor-offset arrangement creetes very difficult and extremely
complicated property rights issues that are beyond the scope of this paper.

7. For purposes of this paper, “Socid Security” means the federd old-age, survivors and disability
insurance benefits program. It does not include the supplementa security income program.

8. Theseremarks, quoted by Justice Black in his dissenting opinion in Flemming v. Nestor, 363 U.S.
603 (1960) were made by Senator George, Chairman of the Senate Finance Committee when the
Socia Security Act was passed and can be found at 102 Congressiona Record 15110.

9. Theactud disputein Nestor concerned the congtitutiondity of Section 202(n) of the Socia Security
Act, aprovison added in 1954 which denies benefits to any dien deported on the grounds of illegdl
entry, conviction of acrime, or subversive activity under various sections of the Immigration and
Naturaization Act. Mr. Nestor was a covered worker under Social Security from 1936 through 1955
when he began recaiving benefits. He was deported in 1956 for having been a Communist Party
member from 1936-1939. His Socid Security benefits were then terminated, and he sued to have
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them re ngtated.

10. Since Nestor, Congress has exercised its power to dter and amend the program by reducing
benefits retroactively. For example, the 1977 Amendments to the Social Security Act reduced benefits
for people born after 1917.

11. For purposes of this discusson, the private pension system is defined to include qudified plans
regulated by Interna Revenue Code § 401(a) and associated statutes as well as tax-deferred annuities
regulated under Internad Revenue Code 8 403(b). The rules discussed typicaly apply to plans
sponsored by for-profit and not-for profit employers but not to plans sponsored by a ate or loca
government entity. In generd, the authorizing state statute establishes the rights of employeesin
governmenta plans. Those rules differ from state to state and will not be discussed here.

12. A description of the various types of plans can be found in Pamea Perun and C. Eugene Steuerle.
2000. ERISA At 50: A New Mode for the Private Pension System. The Retirement Project.
Occasiond Paper Number 4. Washington, D.C.: The Urban Ingtitute.

13. Interna Revenue Code 8 411(a) sets forth the vesting requirements for quaified plans and tax-
deferred annuities. Employers can design their own vesting schedule, for example by providing for full
vesting after 3 years, aslong as their scheduleis at least as generous as one of the statutory schedules.
Employees are dways 100% vested in their own contributions to aplan. Internal Revenue Code §
411(d)(6) protects vested benefits from employer cut-backs.

14. IRAs are authorized under Internd Revenue Code 8§ 408. The discussion in this paper islimited
to rules for individua IRAs rather than IRAs under an employer-sponsored plan such as a Smplified
Employee Penson (SEP) or a Savings Incentive Match Plan for Employees (SIMPLE plan).

15. Internal Revenue Code 88 401(a)(11), 401(a)(13) and 417.

16. The semind case on thisissueis Boggs v. Boggs, 520 U.S. 833 (1997) in which the Supreme
Court held that, after REA, ERISA isintended to protect the economic security of surviving spouses. It
ruled that a state community property law under which a predeceased spouse bequeathed her
community property interest in her husband’ s pension benefits to her children conflicted with this
express intent and was therefore preempted.

17. Onereason for the increased popularity of these plansisthat many employers prefer to avoid the
adminigrative complications and possible fiduciary exposure that REA’ s survivor annuity requirements
can entall.

18. The Tax Court has recently issued an opinion that, if upheld on apped, would deny recognition of
gtate community property law in IRAs. Inacase of first impresson, Bunney v. Commissioner, United
States Tax Court, No. 20713-97 (April 10, 2000), the Tax Court held that IRAs funded with
community funds were entirdly taxable to the husband when transferred to his ex-wife. Among other
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reasons, the Tax Court held that IRAs are intended to provide retirement income to an individud, not a
couple, and that community property principles frustrate that purpose.

19. Under Internal Revenue Code § 401(a)(9), individuas are required to begin making withdrawals
from their pension plans and IRAs when they attain age 70 2. At that time, they must designate a
beneficiary for purposes of calculating the required withdrawas, and that designation under federa law
generdly trumps any conflicting state law, at least for tax purposes.

20. Socia Security Act § 205.

21. Socid Security Act § 206.

22. ERISA §514(a).

23. Standardsfor claims procedures can be found in ERISA 8§ 503 and its regulations.

24. ERISA 88 502(2)(1)(B) and 502(e)().
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