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EXECUTIVE SUMMARY

Many Americans have no assets to their name; they are disadvantaged from the start of their lives. One promising idea to
expand opportunity and broaden asset ownership is to endow every newborn child with an American Stakeholder Account
(ASA). This paper intends to serve as a vehicle to review and consider the policy design choices that would give this proposal
its ultimate shape and direction. It builds on previous analytical work and offers new insights in examining the challenges,
benefits, and justification for creating a national system of children’s accounts. After a review of the proposal’s policy
context and political rationale, a prototype proposal is then examined in detail, and alternative design features are considered.
The final section examines the broader issues of an account-based approach to asset building.

American Stakeholder Accounts: The Prototype Proposal

Key Features of Prototype Proposal

*

Initial Seed Deposit of $2,000.

*

Additional Deposits Linked To Educational Achievement, Community Service.

*

Voluntary Contributions Capped On An Annual Basis.
* Withdrawals for Training, Post-Secondary Education, Homeownership,
Retirement, or Small Business Capitalization.

* Repayment Of Initial Seed Deposit Required After Self-Sufficiency Achieved.

*

Accounts Will Be Used To Facilitate Financial Education.

At its core, the American Stakeholder Accounts proposal depends on the creation of an account for every newborn.'
Participation would be mandatory and eligibility would be universal. Any child with a Social Security number would have an
ASA account opened when their number is issued. Each account would be endowed with an initial contribution of $2,000
provided by the federal government with the opportunity for additional contributions. The system would be run by a newly-
created entity called the American Stakeholder Fund (ASA Fund). Account custodians would choose among a small set of
investment options. When children enter adulthood, they would gain access to their account resources to use for asset
building investments, such as paying for post-secondary education, buying a home, saving for retirement, or capitalizing a
small business. Distributions from American Stakeholder Accounts would be tax-free to maximize the impact of using these
resources to build assets.

The Policy Rationale
Historically the public sector has played a significant role in the both the expansion of wealth and its distribution. American

history is marked by a series of major policy initiatives that have successfully expanded ownership. These efforts were based
on the assumption that ownership creates stakeholders and expanding opportunities for households to accumulate productive

" The author would like to recognize the seminal works of Michael Sherraden and Fred T. Goldberg, Jr. who, separately,
called for the creation of a savings account at birth for every child in America as a way to broaden the ownership of assets in
America. This proposal also builds on a recent proposal by Ray Boshara, first outlined in the January/February 2003 issue of
The Atlantic Monthly, calling for the creation of American Stakeholder Accounts (ASAs) for every child born in America. A
version of ASAs legislation will be introduced in Congress in March or April 2004.



assets has broad social and economic benefits. While there are many indicators which reflect the relatively high concentration
of wealth in the U.S., measures of asset poverty are instructive because they identify a clear challenge. Rather than penalize
those with wealth, policies need to identify ways to create opportunities for those without resources to save and accumulate
assets.

One way to achieve this is by creating a universal account-based asset building system for children. In the last thirty years
there has been a profusion of asset-building accounts, including 401(k)s, IRAs, Roth IRAs, Educational Savings Accounts
(529 plans), and Medical Savings Accounts. While this has represented a shift toward asset-based policy, the implementation
of these efforts has been considerably more regressive than the proceeding social insurance programs developed since the
New Deal. As a universal program, the ASA approach offers each child an opportunity to participate in asset building, and
also provides an opportunity to construct an integrated system for managing account-based asset building on a large scale.

Policy Design Issues: Participation and Eligibility

The manner in which the twin issues of participation and eligibility are addressed will impact the tradeoff between equity and
efficiency, and determine the ultimate scale and scope of the initiative. Restricting program eligibility will increase the
potential that program benefits will flow inefficiently because it is difficult to create a set of thresholds that perfectly define a
population in need. Conversely, if participation is universal and benefits are not means-tested, greater efficiency can be
achieved because no one will fall through the cracks. Universal eligibility minimizes the equity/efficiency tradeoff and gives
every family an interest in how the program operates. The account offers each child a stake in the society as a whole and
becomes a feature of citizenship, eventually giving everyone the right to share in the nation’s wealth by virtue of being a
member of the national community. Universal eligibility ensures a level playing field and mandatory participation ensures
that everyone gets in the game.

Funding Mechanism

The prototype proposal calls for a system of direct government deposits into each child’s account. This approach is preferable
because it has the virtue of simplicity, where every transaction is transparent to the recipient and the budgetary process.
Contributions to accounts can be made from the U.S. Treasury in a manner similar to the issuing of tax refunds. The
alternative is to structure the program through the tax system, administered with the assistance of the Internal Revenue
Service. This can be done but designing and implementing a tax credit creates a plethora of administrative issues, including
the consideration of tax rules, tax enforcement strategies, and tax filing requirements. A mixed system is also plausible,
where direct deposits are made initially but additional deposits are encouraged through tax incentives.

Contributions and Incentives

The depositing of funds directly into the account of every child sends a powerful message, and the timing of these deposits
has the potential to provide positive reinforcements. In this spirit, the series of deposits proposed by the ASA prototype
corresponds to strategic points in a child’s life cycle. Alternatively, the government contributions can be offered as a match,
triggered by private savings. Voluntary contributions by family and friends, as well as the child should be encouraged
through financial education and other incentives. The tax treatment of the account offers an opportunity to incorporate
additional incentives into the policy design.

Withdrawals and Use Restrictions

Another fundamental issue for the policy is how account funds are distributed to beneficiaries. This raises the related
questions of what restrictions should be placed on the use of account funds, how long these accounts can be held, and at what
age participants can gain access to their funds. In many ways, the rules surrounding this issue will have the greatest influence
on the public’s perception of the effort because it will specify most clearly the overall purpose of the policy.

The assets which accumulate in each American Stakeholder Account are designed to facilitate opportunities for each child to
invest in their future. There are a broad range of assets that can make a different in a person’s life, including investing in their
own human capital, buying a home, developing some financial security. A policy that restricts fund uses to a set of popular
choices, aligned with asset building strategies, may have a better chance of achieving stated policy goals. Alternatively, the
prescribed uses may not be appropriate for every participant, whom might be able to make a better investment for themselves
if given the chance.

Program Implementation: Account Management

The universal provision of children savings accounts will require that a centrally-administered account management system is
created. The most logical manager of such a system is the federal government. Yet there are many roles to play in account
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management, including the institutional manager, fund processor, customer service provider, and fiduciary investor; some of
these functions can be contracted out to other private sector entities or assigned to the states.

The prototype ASA proposal could be managed effectively by an administrative entity similar to the operator of federal
government’s retirement savings plan, the Thrift Savings Plan (TSP). The two central distinctions between the TSP and
ASAs are funding and the use of funds. As a traditional, employer-sponsored retirement plan, contributions to the TSP are
administered by the employer and the distribution rules are designed for retirement. The ASA system would not be employer-
based and may have more complex rules if uses are restricted. Still the experience of the TSP is instructive and identifies the
necessary components of an implementation system.

Program Implementation: Compliance

The development of appropriate oversight measures to ensure that account holders are complying with program rules will
depend on the program’s ultimate policy design and implementation structure. Whatever system is created, there will be an
interest in minimizing and deterring fraud. The imposition of use restrictions will require a more extensive strategy to oversee
the distribution of funds than if funds can be withdrawn without restrictions. One approach is to use the same distribution and
compliance rules that apply to existing account-based savings vehicles, such as the Roth IRA. Likewise, additional
mechanisms to monitor accounts may be needed if these accounts are held by private financial institutions.

Cost Estimates

Developing precise budget costs is beyond the scope of this paper, but it is possible to distinguish the key cost components of
the ASA proposal and evaluate the factors which influence them. Two major costs components will be addressed separately.
The first is the cost to support the accounts and the second is the administrative cost of managing the system. A primary cost
determinant of the initiative is the size of the initial seed deposits, more modest contributions will lower costs substantially.

Table: Estimates of Program Cost for Prototype American Stakeholder Accounts,

Net Present Value
Ten Years Twenty Years Thirty Years
$76.7 billion $168.1 billion $254.2 billion

Assumptions: 4 million children born each year; $2,000 endowment at birth; $1,000 merit
contribution at age 6; $1,000 merit contribution at age 12; $2,000 merit contribution at age 18; 100%
achievement of merit contributions, $1,500 service contribution at age 16 for 50% of participants;
contributions index to inflation rate of 3%; and 6% discount rate.

Costs of Administration and Funding Source

The most significant determining factor in accounting for administrative costs is the program design, and the uncertainty of
program design features makes it difficult to estimate administrative costs before these details have been decided upon. A
logical funding source for the ASA proposal is the estate tax. Current tax rules call for a repeal of this revenue source by
2010 and an increasing exemption of estate wealth until that time. Canceling the repeal of the estate tax and generation
skipping transfer taxes has the potential to raise $126 billion dollars between 2004 and 2013, well above the ten-year price
tag of a generous ASA proposal.

An Accounts-Based Approach to Asset Building for Children

Creating a universal system of accounts for children is a powerful approach to social policy because it has the potential to
contribute to both economic growth and social development. The challenges in building such a system are significant, but
they can be addressed through the process of program design and implementation. The greater challenge is gaining political
support for the proposal, sufficient to shepherd it through the legislative process. This may ultimately depend on
policymakers accepting the premise that inclusive asset building policies are a means to promote social and economic
development. Any large-scale asset-based policy effort should complement, rather than replace, existing policies that provide
social insurance.



TABLE OF CONTENTS

PART I: The Proposal and Policy Context

A. American Stakeholder Accounts: The Prototype Proposal

1. Merit, Service, and Voluntary Contributions
2. Withdrawals
3. Complimentary Features

B. The Policy Rationale

C. The Policy Context, Historic and Contemporary
1. A Founding Precedent
2. Public Sector Efforts

3. Private Sector Initiatives

PART II: Policy Design

D. Primary Policy Design Issues

1. Participation and Eligibility
2. Funding Mechanism
3. Contributions and Incentives
Seed, Merit, and Service
Voluntary Contributions and Tax Incentives
4. Withdrawals and Use Restrictions

E. Program Implementation
1. Account Management
2. Compliance
3. Account Rules

F. Fiscal Matters

1. Cost Estimates
2. Costs of Administration

G. An Accounts-Based Approach to Asset Building for Children

1. Program Benefits and Challenges
2. Assessment of the Current Terrain



INTRODUCTION

Success in America today requires not just a job and growing income, but increasingly on the ability to accumulate a wide
range of assets. It is the combination of both income and assets that provides the means to take advantage of the broad
opportunities offered by a prosperous society. Owning a home, obtaining an education, and building a stock of financial
investments are some of the essential elements of security and economic well-being because they provide the basis for
building and expanding wealth. Yet many Americans have no assets to their name; they are disadvantaged from the start of
their lives relative to those children born into affluence. Regrettably, the asset-building system already in place that facilitates
wealth creation disproportionately benefits those households with higher incomes, better job benefits, and larger income tax
liabilities. Lower-income families are offered fewer, and less attractive, ways to build wealth. Developing more inclusive
asset building policies would offer each American the opportunity to have a direct stake in the economy, become more
financially independent, and bequeath wealth and opportunities to future generations.

One promising idea to expand opportunity and broaden asset ownership is to endow every newborn child with an American
Stakeholder Account (ASA).! This “accounts-at-birth” approach represents a social investment in every child at the same
time as it gives the child a stake in broader society. Each child will grow up knowing they will have a modest pool of
resources at their disposal to help them succeed. For low-income Americans, ASAs will provide a means to develop savings
and assets—an opportunity not offered by existing public policy. Over time, these accounts could evolve into a universal
system through which all Americans would meet their lifelong asset needs, helping them accumulate the resources necessary
to make productive investments. Beyond the individual benefits, investing in children can have large multiplier effects,
especially when it is linked to increasing social engagement and expanding opportunity. In the long run, building wealth
through ASAs and other means can eventually break the vicious cycle in which inequality of outcomes in one generation
becomes inequality of opportunity in the next.

Moving an ambitious policy proposal through the political process requires more than a good idea. Subjecting compelling
concepts to scrutiny helps identify issues to address and the challenges to overcome. Serendipity and strategy play a role as
well in determining whether a proposal achieves sufficient political traction; but before any legislative maneuvers are
contemplated, it is advantageous to consider the policy choices that must be made to refine and optimize any policy proposal.

This paper intends to serve as a vehicle to review and consider the policy design choices that will give the American
Stakeholder Accounts proposal its ultimate shape and direction. And since policy is not made in a political vacuum, the
discussion of program design is preceded by an analysis of the proposal’s political rationale. Fortunately previous analytical
work has been conducted which provides a solid foundation for pursuing both tracks of this inquiry.” New research and
recent developments in the field, both in the United States and abroad, have added to the knowledge base from which this
proposal can draw. This includes the expanding track record of Individual Development Account (IDA) programs that
continue to provide insights into the impact of incentives and financial education on the savings patterns of lower-income
families as well as the experience of the United Kingdom in implementing a national, universal system of children’s savings
accounts.

The first section of the paper presents an outline of the main elements of the proposal which is situated within a
contemporary policy context. A review of the past proposals, current public sector programs, and private sector initiatives
helps build a case for some type of children’s account system. Recognizing that that there are many forms such a system can
take, the paper’s second section examines the proposal in detail through an evaluation of policy design, program
implementation, and fiscal policy choices. The paper concludes with an examination of the broader issues of an account-
based approach to asset building and considers the benefits and challenges of implementing the American Stakeholder
Accounts approach. All told, it is hoped that an extended review of the far-reaching issues involved in implementing a
universal system of child accounts will aid policymakers and advocates as they consider supporting such a proposal in its
path through the political and legislative process.

PART I: THE PROPOSAL AND POLICY CONTEXT

A. American Stakeholder Accounts: The Prototype Proposal

There are multiple ways to design American Stakeholder Accounts (ASAs), depending upon the public resources available
and the ultimate ranking of strategic goals. For the sake of clarity, a preferred prototype proposal is described here, while a
more in-depth discussion of potential program features is presented later in the paper. The prototype proposal is intended to
distill the most current analytical thinking about how to create a large scale system of accounts while keeping the
implementation as simple and transparent as possible.



At its core, the ASA proposal depends on the creation of an account for every newborn. Participation would be mandatory
and eligibility would be universal. Any child with a Social Security number would have an ASA account opened
automatically when their number is issued. Each account would be endowed with an initial contribution of $2,000 provided
by the federal government with the opportunity for additional contributions. The system would be run by a newly-created
entity called the American Stakeholder Fund (ASA Fund). Account custodians would choose among a small set of
investment options. When children enter adulthood, they would gain access to their account resources to use for asset
building investments, such as paying for post-secondary education, buying a home, saving for retirement, or capitalizing a
small business. Distributions from American Stakeholder Accounts would be tax-free to maximize the impact of using these
resources to build assets.

1. Merit, Service, and Voluntary Contributions

This initial seed contribution will be followed by Merit contributions linked to educational achievement such as completing
grade school and high school graduation.

Key Features of Prototype Proposal

* Initial Seed Deposit of $2,000.

* Additional Deposits Linked To Educational Achievement, Community Service.

* Voluntary Contributions Capped On An Annual Basis.

* Withdrawals for Training, Post-Secondary Education, Homeownership,
Retirement, or Small Business Capitalization.

* Repayment Of Initial Seed Deposit Required After Self-Sufficiency Achieved.

* Accounts Will Be Used To Facilitate Financial Education.

Additional contributions will be made to the account to encourage public service, at either the community or national level.
Up to three $500 Service deposits shall be available to an ASA accountholder who performs a specified level of community
or national service. Verification of such service would be provided by a broad range of public and non-profit institutions, and
would be forwarded to the ASA Fund on a regular and timely basis.

Voluntary contributions by any person of up to $1,000 a year may be made to the account to facilitate asset accumulation.
The accountholder, family members, or friends can contribute to the ASA regardless of year. To encourage voluntary
contributions by lower-income persons, parents or guardians of accountholders will be eligible for a larger refundable EITC
and/or Child Tax Credit, limited to $500 per person per year, provided that the additional amount is saved directly in an ASA.
This could be accomplished by allowing tax refunds to be routed directly into an ASA from a federal tax return.

2. Withdrawals

Rather than facilitate consumption, ASA are designed to promote asset accumulation. Therefore, accountholders can only use
the resources that accrue in the accounts for specific purposes. Accountholders will be eligible to withdraw account resources
after they reach the age of 18 for a set of qualified uses. These would include post-secondary education and training, first-
time homeownership, small business capitalization, or retirement savings. Rules governing distributions will be similar to
existing IRA rules where accountholders withdrawals will be reported to the IRS and subject to verification by audit.

3. Complimentary Features

Two additional features will distinguish American Stakeholder Accounts. First, the initial seed deposit will be repaid by each
accountholder once a steady stream of employment has been secured. This will reduce the long term costs to the federal
government and ensure that the current generation of accountholders funds the next generation. This approach will help
counter the charge that the initial deposit is “something for nothing.” Second, American Stakeholder Accounts will be used to
facilitate the provision of financial education. To help educate accountholders about savings, asset ownership, and managing
and investing money, financial education would be offered though K-12 education. Existing public resources for financial
education could be increased, and/or private providers (for- and non-profit) could compete for federal funding.



B. The Policy Rationale

By almost any standard, the United States has been particularly successful at generating wealth. The interaction between the
country’s political and economic system has created a foundation for wealth creation on a massive scale, producing some of
the world’s largest corporations and richest families.” Beyond the fortunes of the rich, the rise of a broad middle class is one
of the major social achievements of the United States as the sharing of wealth has ensured that a majority of citizens have a
stake in the functioning of the economy and society as a whole. Through an array of policies and programs, the public sector
has played a significant role in the both the expansion of wealth and its distribution. American history is marked by a series
of major policy initiatives that have successfully expanded ownership of capital and promoted stakeholdership.

Historic initiatives, such as the Homestead Act of 1862, The GI Bill of 1944, and the creation of the Federal Housing
Administration (FHA) in 1934, have expanded access to important elements of wealth creation and produced tangible results.
By providing land to those that would go west, stake a claim, and work it for five years, the Homestead Act provided an
opportunity to build wealth by developing property. Of the million and a half people that successfully took the government
up on its offer, passing this wealth and property on to the next generation proved to be one of the most enduring legacies of
the Act.* The GI Bill offered veterans grants to pay for training and higher education, loans for setting up new businesses,
and mortgages to purchase homes. Through this law, some $14.5 billion was spent by the federal government between 1944
and 1956 benefiting almost 8 million veterans.” A congressional report has estimated that the GI Bill generated returns of up
to seven dollars for every dollar invested, an impressive performance by any standard.® In addition to the economic multiplier
effects, the influx of veterans permanently transformed the American university system, creating “an avenue for mass
mobility rather than gentlemanly certification.”” The FHA was created to help many Americans purchase a home. Through its
mortgage insurance and other financing products, FHA has played a role in the country’s rising homeownership rate, which
reached an all-time high of 68% in 2002.°

Each of these efforts was grounded in the twin objectives of ownership and opportunity. The underlying assumption being
that ownership creates stakeholders and expanding opportunities for people to accumulate productive assets has broad social
and economic benefits. The role of public policy in encouraging asset building continues to this day; it is a hallmark of the
prevailing policy framework which identifies wealth creation as a central policy objective.

Many of the policy levers used to achieve these ends are promoted through the tax code. Tax expenditure programs in the
guise of tax deductions, tax credits, preferential tax rates, tax deferrals, or income exclusions are a primary vehicle for
achieving these policy objectives. Collectively, they subsidize a broad range of activities, including many asset building
investments such as mortgage payments, business investments, retirement savings, and educational expenditures. The value
of these asset building tax expenditure programs exceeds $300 billion on an annual basis.” Although these tax expenditures
may subsidize worthy activities and generate sizeable social and economic returns, they are not accessible to a large number
of citizens that would benefit from them the most. Many lower-income households do not have large enough tax liabilities to
take advantage of these tax expenditure programs. Not surprisingly, 90 percent of the benefits in the two largest tax
expenditure categories (homeownership and retirement) reach households with incomes above $50,000 a year.'

Table 1: Value of Select Asset Building Tax Expenditures: Fiscal Year 2005
(in millions of dollars)

Deductibility of Mortgage Interest on Owner Occupied Housing 69,740
Net Exclusion of Pension Contributions: Employer Plans 61,740
Net Exclusion of Pension Contributions: 401 (k) Plans 58,910
Capital Gains 30,190
Capital Gains Exclusion on Home Sales 21,490
Net Exclusion of Pension Contributions: IRAs 20,090
Deductibility of Property Tax 19,410
Net Exclusion of Pension Contributions: Keough Plans 9,260
HOPE Tax Credit (education) 3,510
Deduction of Higher Education Expenses 2,580
Lifetime Learning Tax Credit 2,180
Net Exclusion of Pension Contributions: Savers Credit 1,100
TOTAL 300,200
Source: Office of Management and Budget, Executive Office of the President. Budget of the U.S.
Government, Fiscal Year 2005, Analytical Perspectives. 2004. Table 18-1.




Federal policy has historically discouraged asset building among households with fewer resources. Not only has the structure
of tax expenditure programs denied benefits to poorer households but anti-poverty policy efforts have been, and remain,
focused on facilitating income maintenance and short-term consumption. In this spirit, many federal programs impose asset
limits as an element of means-testing program eligibility. The unintended consequence of this approach is that it creates a
disincentive to engage in the types of activities which can help a family move up and out of poverty, namely savings and
asset building.

Consequently, the benefits of stakeholding, which have made a difference for many American families, have not been
experienced by all. Millions of Americans live in households with few or no assets. One-quarter of white children and half of
non-white children grow up in households without any significant levels of savings or resources available for investment.''
This represents an important dimension to the problem of inequality, which is usually discussed in terms of income. Wealth
inequality is more severe than income inequality. According to the most recent Survey of Consumer Finances, conducted by
the Federal Reserve in 2001, the top 10 percent of households in the U.S. ranked by income earn 44 percent of the nation’s
income but own 57 percent of total family net worth.'> In contrast, the bottom 60 percent earn 22 percent of the nation’s
income and own less than 17 percent of the nation’s wealth."

The pattern of wealth distribution is instructive because it reflects inequalities which have formed over an extended period of
time. Today two-thirds of wealth is held by households with incomes in the top 20%.'* Yet the more pressing issue from a
policy perspective is the plight of those households that are asset poor, possessing insufficient resources to sustain a
household through any extended period of economic disruption.'”” Research on asset poverty has focused on developing
measures of economic vulnerability that can provide an accounting of households without a stock of resources to survive a
loss of income.'® Haveman and Wolff have estimated that the number of asset poor households with precarious resource
shortages substantially exceeds the official poverty rate, and that the disparity has grown over the last twenty years. In 1998,
one out of eight Americans were officially classified as poor, 34.3 million people or 12.7% of households, but the ranks of
the asset poor included one of every four, 69.1 million people or 25.5% of households.'” And that disparity has grown.
Between 1983 and 1998, income poverty declined about 16 percent, while asset poverty rose 14 percent.'®

While there are many indicators which reflect the relatively high concentration of wealth in the U.S., measures of asset
poverty are instructive because they identify a clear challenge. Rather than penalize those with wealth, policies need to
identify ways to create opportunities for those without resources to save and accumulate assets.

The value of assets is based not only on the economic security they provide but in how they enable people to make
investments in their future and exert a stake in the broader society that income alone cannot provide. Michael Sherraden,
author of Assets and the Poor, observes that, “Few people have ever spent their way out of poverty. Those who escape do so
through saving and investing for long-term goals.”"® Oliver and Shapiro write that “Wealth is a particularly important
indicator of individual and family access to life chances...It is used to create opportunities, secure a desired stature and
standard of living, or pass class status along to one's children.””® Recent research efforts have increasingly supported these
claims with a growing body of evidence.”' In a review of the literature on the effect of asset holding, Scanlon and Page-
Adams found that much of the research focused on the impacts of homeownership, but a number of other studies focused on
assets in the form of savings, net worth, or small business ownership. Despite the variety of asset measures used in this
literature, they concluded that together financial and property assets appear to have positive effects on economic security,
household stability, physical health, educational attainment, and civic involvement.* This conclusion has also been supported
by work in the United Kingdom which examined that effect of assets on life chances and found a “persistent effect of assets
on a number of outcomes, which were impervious to a wide range of controls,” and “the assets effect was sustained, with
employment, psychological health, belief in the political system and values, all appearing to be enhanced by assets.”*

Thus, the body of evidence that links asset holding with positive outcomes is significant, growing, and has been shown to
work for both the poor and non-poor alike. Recent findings from a national demonstration project of matched savings
accounts for low-income individuals found that program participants responded positively to savings incentives, overcoming
doubts among policymakers as to whether the poor could save.”* The research results do not in and of themselves justify a
rejection of income maintenance programs, but they provide support for building on approaches that combine an income and
assets perspective.

In many ways asset building policies can be conceptualized as an investment strategy, with large multiplier effects for the
entire economy. Modest investments in children can grow, with the magic of compound interest and responsible stewardship,
into a means of ensuring that every citizen has an opportunity to stake a claim in the American Dream. As such, the ASA
proposal is intended to play a role in supporting the achievement of diverse national policy objectives, including the
promotion of child welfare, the increase in the national savings rate, the enhancement of financial literacy, the incorporation
of the unbanked into the financial mainstream, and the support of educational achievement. These are broad and worthy
objectives; fulfilling any of these goals would represent a major societal achievement. Yet the success of this effort could be
found at the household and community level. Each child will grow up knowing there is an account with their name on it that
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can be used as they mature to help them make productive investments. These accounts provide a vehicle to enhance civic
engagement and social participation. Through the universal approach of ASAs, every child will have both an incentive to
achieve and the awareness that they have a stake in the society as a whole.

The policy rationale supporting the ASA proposal is to provide a foundation for a broad account-based asset building system.
Governed by a uniform set of rules and administrative structures that would serve as the “plumbing” to support a national
system of accounts, and universally accessible to each and every child, these accounts will help integrate the currently
disparate account-based vehicles at the same time as they guarantee everybody is included in the system. In the last thirty
years there has been a profusion of asset-building accounts, including 401(k)s, Individual Retirement Accounts (IRAs), Roth
IRAs, Coverdell Educational Savings Accounts, Section 529 Plan Accounts, Medical Savings Accounts, and proposed
individual accounts in Social Security. While this has represented a shift toward asset-based policy, the implementation of
these efforts has been considerably more regressive than the proceeding social insurance and means-tested transfer programs
developed since the New Deal.”> As a universal program, the ASA approach offers each child an economic opportunity to
participate in asset building, and also provides an opportunity to construct an integrated system for managing account-based
asset building on a large scale. The importance of this achievement may be profound as it provides a unifying structure to
integrate the asset building policies currently spread throughout the tax code.

C. The Policy Context, Historic and Contemporary

The American Stakeholder Accounts proposal is innovative in many respects, but it has historic precedents both here and
abroad. There are several policy traditions within which this proposal should be considered: stakeholder proposals, savings
incentives, and aid to children.

Internationally, the United Kingdom has recently embarked on an effort to unite all three with the implementation of a
national system of Child Trust Fund accounts. Every child born in the UK after September 2002 is eligible to receive a
voucher of 250 pounds and an additional 250 pounds if they live in lower-income families, which will be invested to ensure
that all children have a financial asset when they reach adulthood.”® Similarly, Singapore has begun to promote assisting
children with savings and financial incentives in the form of a “baby bonus” deposit at birth and a matched savings
Children’s Development Account program.27 Although these incentives are part of a pro-natal policy where benefits apply
only to the second and third child, they represent use of an account-based system to provide support for families with
children and create a foundation for a national system of stakeholding and asset building. While the U.S. has successfully
employed a range of stakeholding policies, the universal nature of these two efforts sets them apart from what has been
achieved here. Despite the absence of such a universal children’s savings account program in the U.S., there have been a
range of proposals, historic and contemporary, that have signaled the promise and potential of this idea. In fact, as a sign of
political success, the last ten years has produced an increasing number of account-based proposals. The fate of these
proposals should be examined closely in order to understand the current policy terrain and provide insights in how to
potentially structure a children’s account system.

1. A Founding Precedent

Even before many of the stakeholder policies that encouraged homeownership, investment, and savings, took shape in the
20th century, one of the most influential founding fathers expounded a universal stakeholder proposal. In one of his last great
pamphlets, Agrarian Justice, Thomas Paine argued for the creation of a national fund from which each citizen would be
given an asset pool upon entering adulthood to formalize equal citizenship.*®

Paine believed individuals should be offered opportunities to participate in the creation of economic wealth and he was
concerned with the effects of pervasive poverty on social cohesion. The 15 pounds sterling he proposed every adult receive
upon reaching the age of 21 would be enough to get them started in an occupation or economic endeavor. He thought that
rather than allowing people to suffer deprivation and then asking society to intervene, it would be more logical to intervene
beforehand. Paine wrote, “Would it not, even as a matter of economy, be far better to adopt means to prevent their becoming
poor?”*’ Given society’s role in creating affluence, Paine funds his proposal by proposing a 10% tax on inherited property, so
the wealth of one generation can endow the next. A key element to the proposal is its universality, where the grant is
provided as a right of citizenship for all, regardless of wealth or poverty. Paine’s concept is distinct from other forms of
universal social insurance because the plan enforces a particular social message; each endowment functions as an investment
and an opportunity. He argued:

A plan upon this principle would benefit the revolution by the energy that springs from the consciousness

of justice. It would multiply also the national resources; for property, like vegetation, increases by offsets.

When a young couple begin the world, the difference is exceedingly great whether they begin with nothing

or with fifteen pounds apiece. With this aid they could buy a cow, and implements to cultivate a few acres
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of land; and instead of becoming burdens upon society... would be put in the way of becoming useful and
profitable citizens.*

The provision of resources to buy a cow is not all that different from other more modern stakeholding policies that encourage
business investment, home purchase, or land development.

2. Public Sector Efforts

Beyond stakeholding and citizenship, ASAs should be compared with government policies that provide financial resources to
families with children. Historically, grants to children are intended to provide income security, and thus have taken the form
of ongoing children’s allowances. Following the Second World War, child allowance programs began to expand worldwide.
Most of these focused on social policy with the primary objective of ensuring the welfare of children. A few programs were
focused on pro-family or pro-natal objectives. In the United States, the Aid to Families with Dependent Children (AFDC)
began as a small, emergency program during the New Deal in 1935, and was greatly expanded in the 1960s through court
intervention, establishing an entitlement to assistance for low-income families that qualified. The purpose of this program
was to provide financial assistance to needy, dependent children. While this type of effort is basically an income transfer
program, receiving benefits is contingent upon characteristics or behavior of the family. AFDC regulations included
provisions regarding work requirements and eligibility standards. This program was replaced by Temporary Assistance for
Needy Families (TANF) in 1996, a block grant to states to provide time-limited cash assistance for very-low-income families
as they prepare to enter the work force. Assistance remains linked to recipient behavior and the statutory goals have been
expanded to encompass broader social goals such as reducing out-of-wedlock pregnancies and encouraging two-parent
families.

Neither AFDC nor TANF are universal programs that provide consistent, direct support to families with children. Among the
developed world, the U.S. is the only country without such a program.’' In the United Kingdom, for example, every family is
eligible for the Child Benefit, which is a per child family allowance paid directly to each family.** Single parent households
receive a slightly higher allowance, but each child in every family is eligible for this universal benefit. This is in addition to a
child tax credit and a working family tax credit available to lower-income households. In the UK, the tax credits and child
benefit are paid throughout the year as income supports rather than a lump sum asset payment.

The idea of providing a child allowance in the United States has been considered in recent years and, in fact, received
bipartisan support. In 1989 the National Commission on Children was convened by President Reagan and Congress to
explore policy proposals to improve the welfare of children. Their final report issued two years later declared that “Investing
in children is no longer a luxury, but a national imperative.”** One of the Commission’s central recommendations was a
$1,000 refundable child tax credit for families in-need. This proposal is distinguished from the child allowance programs of
Europe because it was not intended to be universal and it uses the tax code to deliver its benefits. A smaller version of this
proposal was later implemented by President Clinton in 1997 with a $300 per child tax credit for dependent children below
the age of 13 for families with incomes under $75,000.

Since this child credit was not refundable, families only benefited if they had sufficient tax liabilities to take advantage of the
deduction. Today the Child Tax Credit is more generous, having been expanded as part of changes to the tax code in 2001
and 2003, and is scheduled to increase to $1,000 per child by 2010. The current structure of the Child Tax Credit makes it
refundable for some, but not all, lower-income families; millions of low-income working families with children continue to
receive no benefit from the policy.”* Refundable tax credits are a valuable tool for providing benefits to lower-income
families because they allow the amount in excess of a household’s tax liability to be received in a refund check from the
Treasury. If a family has no federal tax liability, as is the case with many working, low-income families, increasing the size
of a non-refundable tax credit provides zero benefit.*®

Prior to the expansion of the Child Tax Credit, low-income families with children received tax benefits from three primary
sources: the Dependent Exemption, the Child and Dependent Care Tax Credit, and the Earned Income Tax Credit (EITC).*®
While all three of these sources benefit families with children, the first two are not refundable and thus have the greatest
usefulness for middle- and upper-income families with tax liabilities.
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Table 2: Value of Select Child Benefit Tax Expenditures: Fiscal Year 2004
(in millions of dollars)

Effect on Receipts Effect on Outlays
(Refundable)
Earned Income Tax Credit (EITC) 4,930 30,610
Child Credit 21,440 5,870
Child and Dependent Care Credit 2,910 NA
TOTAL 29,280 36,480

Source: Office of Management and Budget, Executive Office of the President. Budget of the U.S.
Government, Fiscal Year 2004, Analytical Perspectives. 2003. Table 6-1.

The Dependent Exemption allows taxpayers to lower their taxable income for each dependent child, which lowers the overall
tax bill.*” The Child and Dependent Care Tax Credit, created in 1986, does the same for employment-related child care
expenses.” The EITC is a refundable credit, so families with tax liabilities less than the value of their eligible credit receive
the difference as a government payment in the form of a tax refund.”” Created more than twenty years ago, it was greatly
expanded in the mid 1990s and has received bipartisan support as an alternative to welfare assistance programs that promotes
workforce participation. The EITC provides over $30 billion annually to lower income workers and represents a significant
source of financial resources for beneficiaries, most of whom receive EITC benefits in a lump sum after filing their tax
return. Research on the EITC program has confirmed its effectiveness as a work incentive, and participation of eligible
households, estimated at over 80%, is relatively high when compared with other assistance program in the U.S.** However,
even an impressive take-up rate should be compared with other universal benefit programs in other countries. For example,
the UK’s Child Benefit has a take-up rate of over 98%.

The main distinction between the set of child benefit and child allowance programs described above and the American
Stakeholder Accounts approach is the focus on long-term savings rather than immediate consumption. Several legislative
proposals have been made in recent years which also connect support for children through savings vehicles tied to specific
uses, including retirement, education, and first home purchase. These proposals were often presented in the context of a
debate over reforming Social Security, but collectively they reflect a degree of bipartisan support for the concept of children’s
savings accounts. Although these proposals differ in their detail, each makes the connection between the welfare of children
and lifelong security.

The most widely recognized scheme was KidSave, initially advocated by Senator Bob Kerrey (D-NE) in 1995, it picked up
bipartisan co-sponsors during its multi-year legislative history. The concept of KidSave was to create individual retirement
savings accounts to supplement Social Security. Various funding mechanisms were considered, including direct deposits of
federal money, a tax credit for parents, and family contributions, but in each scenario, resources were placed in an Individual
Retirement Account (IRA) for children. Similar to the conventional IRA, taxes on the principal and interest would be
deferred until they were withdrawn. Withdrawals before the age of 59 would be subject to a penalty similar to those
governing the traditional IRA. One version of the proposal permitted a child to borrow from their account temporarily in the
form of a ten-year loan in order to pay for post-secondary educational expenses without incurring a tax penalty. There were
several innovative features of the KidSave proposals, but the most historic might have been the requirement that the Social
Security Administration open and endow an account for every newborn. By 2000, the KidSave proposal had an impressive
array of bipartisan co-sponsors.

A more comprehensive scheme was made by Representative Amo Houghton (R-NY), who proposed to establish a Child
Retirement Account for every citizen under the age of 6. The retirement account allowed borrowing to support higher
education and first-time home purchase, but it also called for the U.S. Treasury to contribute $1,000 to each child’s account
every year until the age of 6. The program would be universal in the sense that it would be open to all and provide access to
an asset building mechanism regardless of family status or behavior. Initially proposed in 1997, this bill was never acted
upon by the House Ways and Means Committee. Two years later, Bill Frist (R-TN) introduced a version of this bill which
allowed parents to open and contribute to child savings accounts within the Roth IRA structure; these accounts could be used
for the broad purchases outlined in Houghton’s bill without the direct federal cash contributions.
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Table 3: Summary of Recent Children’s Savings Account Proposals in U.S.

Proposal Sponsor Bill (Year) Purpose and Key Feature
Children’s Financial Rep. Houghton (R-NY) H.R. 194 To enhance the financial security of children
Security Act of 1997 Rep. Kennelly (D-CT) (1997) by providing for contributions by the Federal

government to Child Retirement Accounts.
Qualified distributions include first-time
home purchase and higher education
expenses.
Social Security KidSave | Sen. Kerrey (D-NE) To amend the Social Security Act to provide
Accounts Act Sen. Moynihan (D-NY) S.2184 each American child with a KidSave
Sen. Breaux (D-LA) (1998) Account, distributions permitted when
Sen. Lieberman (D-CT) individual begins to receive social security
benefits.
KidSave Accounts in Sen. Kerrey (D-NE) S. 21 To amend the Social Security Act to provide
The Social Security Sen. Moynihan (D-NY) (1999) each American child with a KidSave
Solvency Act Account.
Child Savings Sen. Frist (R-TN) S.1013 To amend tax code to promote lifetime
Account Act (1999) savings by allowing people to establish child
savings accounts within Roth IRAs and by
allowing the savings to be used for
education, first-time home purchases, and
retirement.
Social Security Sen. Kerrey (D-NE) S. 3200 To amend the Social Security Act to provide
KidSave Accounts Sen. Santorum (R-PA) (2000) each American child with a KidSave

Act

Sen. Moynihan (D-NY)
Sen. Grassley (R-IA)
Sen. Breaux (D-LA)

Account, and for other purposes.

12




Table 4: Federally-Sanctioned Savings Accounts

Year Tax Treatment
Created
Tax-Preferred Savings Accounts
Archer Medical Savings Accounts 1996 Tax deductible contributions, earnings, and distributions

tax-free for qualified expenses.
Coverdell Education Savings Accounts 1997 Tax-free earnings and withdrawal for qualified expenses.
Qualified Tuition (Section 529) Plans 1996 Tax-free earnings and distributions for qualified expenses.
Individual Retirement Accounts
Traditional IRA 1974 Tax deductible contributions; distributions before age 59 14
subject to penalty, exceptions for health insurance,
education, and first-time homeownership.

Nondeductible IRA 1974 Contribution limit applies to sum of all IRA contributions.

Roth IRA 1997 Contribution limit applies to sum of all IRA contributions.
Tax-free earnings and withdrawals for qualified expenses.

Defined Contribution Plans

401(k) 1978 Contributions are tax-deductible, distributions are taxed.
Distributions allowed upon employment termination or
when participant reaches age 59 Y.

403(b) 1958 Contributions are tax-deductible, distributions are taxed.

Government 457 1978 Contributions are tax-deductible, distributions taxed.
Distributions are allowed upon employment termination or
when participant reaches age 70 Y.

SIMPLE IRA 1996 Contributions are tax-deductible, distribution rules same as
traditional IRAs.

SIMPLE 401(k) 1996 Generally same as 401(k) with additional limits on the
employer deduction.

Salary Reduction Simplified Employee 1986 Contributions are tax-deductible, distributions are taxed.

Pension (SARSEP)

Source: Burman, Leonard, Gale, William, and Orszag, Peter (2003). “The Administration’s Savings Proposals: A Preliminary
Analysis.” Tax Notes. March 3, 2003.

While none of these efforts resulted in enacted legislation, the profusion of congressional activity since the mid-1990s
reflects a large degree of interest in the potential of child savings accounts and the search for viable mechanisms to deliver
savings opportunities for children.*" During this same period, Congress was actively creating new savings vehicles tied to
specific purchases, particularly saving for education and retirement.

While taxpayers had been able to deduct expenses for higher education from their tax liability, there were few federal
programs available to them to help them save for college. In 1997 Congress created a new savings vehicle, modeled on the
IRA, tailored to educational objectives. Coverdell Education Savings Accounts initially allowed taxpayers to contribute up to
$500 annually (since expanded to $2,000 annually) to an account for each child under the age of 18. These accounts are
governed by rules similar to the Roth IRAs, contributions are nondeductible but withdrawals are tax-free as long as the funds
are used to pay for educational expenses. Two other tax credits were created along with the Education Savings Accounts. The
first is the HOPE Tax Credit, which is a non-refundable credit that allows for a maximum credit of $1,500 against college
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expenses for the first two years. The second is the Lifetime Learning Credit, which offers a 20% non-refundable tax credit for
the first $10,000 of educational expense.” While both of these credits are non-refundable, restricting their value for lower-
income taxpayers, they have income limits. This distinguishes them from the Section 529 Plans which were created in 1996
but expanded greatly in 2001.

Table 5: Value of Select Educational tax Expenditures by Year(s)
(in millions of dollars)

FY 2003 FY 2004-2008
HOPE Tax Credit 3,520 14,230
Lifetime Learning Credit 2,250 14,110
Educational Individual Retirement Account 100 1,730
Qualified Tuition (Section 529) Plans 340 2,840
TOTAL 6,210 32,910

Source: Office of Management and Budget, Executive Office of the President. Budget of the U.S.
Government, Fiscal Year 2004, Analytical Perspectives. 2003. Table 6-3.

These Section 529 accounts are unrestricted; anyone can open an account for a designated beneficiary and, since 2002, after-
tax contributions can be withdrawn tax free for educational purposes until the account reaches $267,580. The program’s
costs are modest in the initial years, but once account balances accrue the tax savings for account holders will be substantial,
surpassing any other educational tax expenditure. The advent of the 529 plans reflects the general trend to employ an
account-based approach to encouraging savings. While some states have sought to create incentives to encourage the
participation of lower-income households, the structure of the federal program will confer most benefits on middle- and
upper-income families.

A similar experience was observed in the retirement arena. Traditional long-term options to save for retirement, such as the
IRA and 401 (k), were augmented in the 1990s by a series of new savings vehicles. Most notably, the Roth IRA, created in
1997, allowed for after-tax contributions to accumulate tax-free. Named after its primary advocate, the late Senator Roth (R-
DE), the Roth IRA has the same contribution limits as regular IRAs, but is governed by different distribution rules that make
it more attractive for some investors. Contribution and income eligibility limits initially applied to the Roth IRA have been
relaxed, and there is some political pressure to eliminate the income limits altogether.** The advantage of the Roth IRA as it
is currently structured is its simplicity and flexibility. The growth of the account is tax free and since taxes have been paid up
front, there are no minimum distribution requirements as with the Traditional IRA. Withdrawals are, therefore, not reported
as income and do not affect a household’s adjusted gross income during retirement. One drawback for some investors is that
their tax rate will be lower when they are retired and without income, so the Roth IRA loses one of its advantages over the
traditional IRA. The incentive of the Roth IRA is the promise of tax savings down the road, and is thus a more powerful
incentive for wealthier households that can invest more money in their accounts.

President Clinton proposed overcoming the lack of savings incentives for lower-income families by proposing to create
Universal Savings Accounts (USAs). Introduced in his 1999 State of the Union, the federal government would make an
automatic contribution into these accounts every year for eligible accountholders and would match, dollar for dollar,
voluntary contributions to the accounts by low- and moderate-income workers.*’

Eligible workers with higher incomes would have a match rate of at least 50 percent. Several aspects of the USA proposal
were notable. First, it sought to frame the debate around Social Security reform in the context of the need to strengthen
private savings and asset building. Second, it built upon an account-based approach for building assets and retirement
savings. Third, the structure of incentives was designed to address the inequities in the current tax system. The roll out
material prepared by the White House highlighted that 66 percent of the prevailing tax benefits for pensions and retirement
savings accrue to taxpayers with incomes above $100,000. In contrast, the USA proposal would provide 80 percent of its
benefits to families with incomes below $100,000. For a variety of reasons, the Clinton Administration was unable to move
this through Congress.

The Bush Administration has picked up on the account-based approach with a set of far-reaching savings proposals. In its
fiscal year 2004 budget, the Bush Administration first proposed creating three new tax-preferred accounts, to be called

Lifetime Savings Accounts (LSAs), Retirement Savings Accounts (RSAs), and Employer Savings Accounts (ERSAs).*
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These accounts are designed to substantially expand opportunities for tax-sheltered savings and consolidate rules for tax-
advantaged saving. Every individual could set up a LSA and a RSA; contributions to each account would not be tax-
deductible and would be capped. Initially, this cap was set at $7,500 per account per year, but it was lowered to $5,000 when
the proposals were reintroduced in the Bush Administration’s 2005 Budget.*’ There would be no maximum income or age
limit on contributions and there is no requirement that account funds must withdrawn while the account holder is alive. LSAs
are designed to provide tax-free saving, so withdrawals from a LSA account may be for any purpose at any time, while RSAs
funds can only be withdrawn after age 58 to avoid a penalty. Because these accounts would have no limits on household
income and substantially higher contribution limits than current Individual Retirement Accounts (IRAs), the Bush proposal
would provide a disproportionate share of benefits for higher income households, particularly those with incomes above
existing limits on IRAs.

The proposed accounts are intended to replace the existing array of tax-preferred accounts in the long run. To encourage
consolidation, individuals could roll over balances from these accounts (Coverdell Education Savings Accounts, Archer
Medical Savings Accounts, Section 529 accounts) into an LSA. Roth IRAs would be renamed RSAs and ERSA would
replace the seven different types of defined contribution plans. These rollovers would actually create revenue in the short
term as accounts are rolled over into the new vehicles, but the proposal would create growing revenue losses over time, with
the annual revenue loss exceeding 0.3 percent of GDP within a decade.”® Noting the substantial tax sheltering opportunities
created by the new accounts, some analysts have questioned whether the proposals would even raise the private saving rate
because the transfer of existing taxable assets into LSAs would reduce taxes but not increase private saving.” The
opportunity to shelter income is a less valuable incentive to lower income households even though they still would benefit
from savings incentives. Congress is expected to consider these proposals again when they are reintroduced by the Bush
Administration in 2004, and there may be opportunities to address the regressive features of the proposal by adding
incentives for lower-income households. One of the most notable features of the Bush proposal is the attempt to unify many
of the diverse tax-preferred accounts into a more simplified account-based system. This represents an important trend which
any proposal for child savings accounts should consider.

3. Private Sector Initiatives

While the public sector has explored the possibilities of child savings accounts through legislative proposals and enacted
account-based savings vehicles, the private sector has taken the lead in pioneering some of the concepts central to the
American Stakeholder Accounts proposal. Two initiatives are worth highlighting.

The first is a privately-funded demonstration project of child accounts, facilitated by two of the pioneering organizations in
the asset building field. The Corporation for Enterprise Development and the Center for Social Development have
collaborated in developing the Saving for Education, Entrepreneurship, and Downpayment (SEED) Initiative, a six-year
effort to develop, administer, and test matched savings accounts and financial education for children and youth.™® SEED
accounts are long-term savings and investment accounts established at birth and allowed to grow over the course of a
lifetime. Seeded with an initial deposit of $200 to $1,000 and built by deposits from family, friends, and accountholders
themselves, as well as augmented by other public and private sources, SEED savings are restricted for the primary purposes
of financing education and training, starting a small business, buying a home, or financing retirement. Participation in the
program will include financial education. Launched in 2003 in partnership with community organizations at 10 sites across
the country, funding has been secured through a set of national foundations. Each site will engage different age cohorts, and
offer a range of savings incentives and financial education approaches. It is expexcted that 1,100 accounts will be created
across the country.

This effort is designed to set the stage for universal, progressive policy for asset building among children, youth, and
families. A long-term evaluation strategy has been developed which will assess each community partnership through on-
going monitoring and periodic outcomes surveys. Analysis is intended to help answer a range of questions regarding the
psychological, social, behavioral, and economic effects of holding an account, effective means of engaging participation,
potential roles of the public, private, and nonprofit sectors, and the delivery systems capable of being scaled up in a national
accounts system.

The second initiative is the work of the “I Have a Dream Foundation,” (IHAD) which runs a series of tuition guarantee
programs for students in low-income communities across the country. Initially inspired by philanthropist Eugene Lang,
IHAD provides long-term educational support programs that work with entire grades in specific elementary schools or entire
same-age cohorts in public housing developments. The objective of the program is to ensure that every participant graduates
from high school and has the option of attending college or obtaining rewarding employment. Once participants graduate
from high school, the Foundation provides tuition assistance to assure that they have the opportunity to receive post-
secondary education. Begun in 1981 in East Harlem, New York, there are now 180 projects nationwide with 13,500
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participants since inception, 6,000 are in active projects. The program combines personal financial commitment with
individual support services.

Evaluations of the initiative have shown positive results when outcomes are compared to control groups in particular project
cities.”! Measureable effects include high rates of graduation, college attendance, academic performance, and school
attendance. Studies commissioned by the IHAD Foundation as well as other private funders, such as the MacArthur
Foundation, have also examined the attidudinal and behavioral effects of program participation and found that participation
in the program has produced tangible benefits. IHAD programs vary by project site and the interaction with project
coordinators and other support services has moved the progrgram beyond tuition assistance, yet the high expectations and
tuition rewards appear to have an enduring impact on program participants.

The proposals, initiatives, and enacted policy described in this section reflect the policy context within which the American
Stakeholder Accounts proposal should be considered. Collectively, they demonstrate a historic interest in stakeholding
policies which, up until now, have neither been universal in scope nor focused on children. The profusion of these proposals
also reflects a widespread and growing interest in account-based solutions to achieving national policy objectives. The
savings incentives that accompany these accounts are increasingly offered through the tax code, which limits their value for
lower-income families. People in lower-income households have, in fact, been shown to respond to other savings and
achievement incentives, such as matched savings accounts and tuition-guarantees, creating an opportunity to craft more
effective policies. What is needed is a unifying proposal capable of promoting stakeholding, opportunity, and ownership
through an accounts-based asset building system open to all.

PART II: POLICY DESIGN

This section identifies the key policy issues which must be settled before a nationwide system of children’s savings accounts
can be introduced. From a design and implementation perspective three fundamental questions must be addressed when
considering how to construct a national system of children savings accounts: (1) how are the accounts administered? (2) what
rules govern distributions? and (3) how are the accounts funded?*> While many of the concerns embedded in these questions
overlap, there is a benefit of trying to untangle them by distinguishing between issues of policy design, program
implementation and fiscal matters. Each issue represents a series of decision points, usually with multiple options of how to
proceed. For the purposes of this presentation, a range of options will be presented and discussed, and the preferred path
described in the prototype proposal will be defended to varying degrees.

D. Primary Policy Design Issues

Large-scale initiatives intended to address broad policy objectives are often critiqued in terms of how they handle the tradeoff
between equity and efficiency. Economists assert quite confidently that equity and efficiency cannot be achieved in consort.
The classic formulation of this tradeoff by Arthur Okun asserts that any dollar transferred from a wealthier individual to a
poorer one results in less than a dollar increase in income for the recipient.”> Okun offers several basic explanations for this
“leaky bucket” phenomenon. There are costs to administer the transfer as well as changes in effort, savings, investment, and
attitude induced by the transfer. Furthermore, the imposition of equity cannot be achieved with perfect precision. Programs
that redistribute public resources to people in-need are likely to benefit some without need. Consequently, government efforts
to achieve greater equity necessarily create a smaller level of total income and a less efficient use of resources. The prevailing
policy %uestion then becomes one of how much leakage a society is willing to accept in order to achieve a desirable level of
equity.

While there are plenty of examples that support the thesis that government transfers designed to create greater equity produce
inefficiencies, in some cases the effect created is quite small. Economist Rebecca Blank suggests that there are three policy
situations in which equity-increasing transfers can occur without seriously reducing efficiency: when public assistance is
directed to particular populations that cannot change their behavior; when public assistance is provided through programs that
include bsczhavioral mandates; and when public assistance functions as a long-term investment that may accrue benefits down
the road.

The leaky bucket thesis is undoubtedly more applicable to the classic welfare formulation where a wealth transfer reduces
labor supply through cash supports to the poor, but may be less relevant to populations that do not exert individual agency,
such as children and the elderly.”® While the equity and efficiency tradeoff has been used as a cautionary tale to dissuade
policymakers from crafting redistributive interventions, for several reasons this tale is less applicable to the American
Stakeholder Accounts approach. First, the beneficiaries of the accounts are initially children, who have no behavioral
response to participation. Second, as children mature there is a link between program benefits and behavior incentives;
participants can access additional contributions if they continue their education through high school. Third, the overall effect
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of the transfer subsidizes future investments that will create opportunities for participants to increase their welfare in
subsequent years. This may be particularly true when benefits are restricted to asset investments, such as human capital
expenditures, rather than cash accruals which can be used to support less restricted consumption. Yet the most effective
response to concerns with the equity and efficiency tradeoff is to establish a set of rules for participation that will provide
universal eligibility, guaranteeing all participants equal access to program benefits under identical conditions.

1. Participation and Eligibility

The manner in which the twin issues of participation and eligibility are addressed will impact the equity and efficiency
tradeoff and determine the ultimate scale and scope of the initiative. Restricting program eligibility will increase the potential
that program benefits will flow inefficiently because it is difficult to create a set of thresholds that perfectly define a
population in need. Conversely, if participation is universal and benefits are not means-tested, greater efficiency can be
achieved because no one will fall through the cracks. Such an approach imposes a high degree of equity because everyone is
subject to the same rules—no one is treated differently.

Universal eligibility minimizes the equity/efficiency tradeoff and gives every family an interest in how the program operates.
The account offers each child a stake in the society as a whole and becomes a feature of citizenship, eventually giving
everyone the right to share in the nation’s wealth by virtue of being a member of the national community. To achieve the full
benefits of universal eligibility, it is likely that program participation will have to be made mandatory. This approach mirrors
that of the Social Security program, which offers a successful model of how to compel participation.”” Universal eligibility
ensures a level playing field and mandatory participation ensures that everyone gets in the game. Denying the option to opt
out of the program affords each participant a degree of protection from decisions made by their guardians which are beyond
their control.

Table 6: Policy Design Options: Eligibility and Participation

Eligibility Participation
Universal Mandatory
Targeted Voluntary

There are alternatives to a universal eligibility and mandatory participation approach. One alternative is to restrict eligibility
to families that would achieve greater benefit from the program and prevent subsidizing families that already have sufficient
means. This targeting approach could be achieved by creating a means-test designed to create a threshold that distinguishes
worthy beneficiaries or crafts a phase-out that offers fewer benefits to children in wealthier families. Advocates of a means-
test with phase-outs argue that families with higher incomes can fund savings accounts for their children on their own and
thus, should not be subsidized by the federal government. Conversely, some families with means will not necessarily use
them to establish savings accounts for their children and family income is subject to fluctuation; it may be high during the
initial funding period but decline at another point in a child’s life.

There are two primary challenges to a means-test. The first is the difficulty in crafting such a test without unwittingly
denying some that could benefit or including some with comparatively less need. The second is the additional costs incurred
by administering a targeted and restricted system. These costs are associated with workload issues involved in processing
applications, providing case management and technical assistance, and verifying income as well as monitoring fraud. A
means-tested program is susceptible to fraud and non-compliance because it conveys benefits to those that claim eligibility
even if they are not entitled.” The Earned Income Tax Credit (EITC) offers benefits through a means-tested criteria and even
though it is widely regarded as an effective work incentive that lifts many families out of poverty, it has been criticized for
providing benefits to ineligible recipients. Congress has responded by subjecting the EITC program to compliance testing
beyond what the rest of the tax system receives.” Restricting eligibility to American Stakeholder Accounts adds complexity
and administrative costs that a universal system avoids. Regardless of cost and complexity, a restricted program curtails the
impact of the effort, denying some the potential to build assets and leaving key policy objectives unmet.

Another alternative is to create a program where participation is voluntary. This would allow families uninterested in
receiving public support the option of refusing benefits. Since a universal program is unlikely to have a social stigma attached
to participation, the voluntary approach would more likely be used to require families to opt-in. Moving away from a
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mandatory, universal system increases the likelihood that children eligible to participate in the program will fail to do so,
lowering the take-up rate. This assertion is based on the historic take-up rates of public assistance programs, defined as the
portion of population eligible for assistance that participates in the program. For example, it has been estimated that only one-
third of elderly persons eligible for food stamps participates in the program, while the take-up rate is only approximately two-
thirds for families with children.®” A variety of reasons have been used to explain low take-up rates. Families may not be
interested in receiving public support because of the stigma associated with welfare programs or they may not believe they
have a need that the program will meet. More troubling would be cases where families do not participate because they have
incomplete or inaccurate information about program requirements. Research has revealed that many eligible participants in
the Food Stamp program do not believe they meet the requirements to receive benefits.®!

More likely, offering child accounts on a voluntary basis would be pursued in order to minimize the direct federal
contribution while allowing families to contribute to a tax-preferred savings vehicle for children. In this conception of the
child savings account, it becomes more akin to the current Section 529 plan for post-secondary educational expenses, but
with a wider set of uses. Because of the presence of the Section 529 plans, there is less need for this approach; however, there
would be opportunities to expand the incentives offered to induce contributions to these accounts, especially ones aimed at
lower-income households.

While it may be assumed that targeting eligibility and relaxing participation rules will reduce the overall cost of the effort,
since fewer families would be enrolled, this approach introduces a number of administration issues that create complexities
and add to the program costs. For an initiative that focuses on children, there is a virtue in crafting a universal program that is
open to all, regardless of income. The universal eligibility and mandatory participation approach may work best to establish
the basic foundation of a children’s accounts system, and it does not necessarily preclude the introduction of more
progressive features tied to the crafting of means-tested savings incentives.

2. Funding Mechanism

Answering the question of how child accounts will be funded is one of the most fundamental issues to confront in designing
an American Stakeholder Accounts system. The choice of funding mechanism, whether accounts are funded through direct
government expenditures or through some form of tax expenditure, creates the basis for the support structures required to
administer the program.

The prototype proposal calls for a system of direct government deposits into each child’s account. This approach is preferable
because it has the virtue of simplicity, where every transaction is transparent to the recipient and the budgetary process.
Contributions to accounts can be made from transfers from the U.S. Treasury in a manner similar to the issuing of tax
refunds. The Financial Management Service (FMS), a Bureau of the U.S. Treasury, is already in the check cutting and cash
transfer business, and has the demonstrated capacity to disburse payments to a large number of beneficiaries; all that is
needed is an address or bank account routing number.®> This is already one of the core competencies of the government.

Funding ASAs through a direct expenditure on the discretionary side of the budget would subject the effort to the annual
appropriations process. Alternatively, as a universal program, Congress could classify it as mandatory spending, which refers
to expenditures controlled by laws other than appropriations acts. This is a designation given to spending for entitlement
programs, such as Social Security and the Food Stamp program. Regardless of whether the ASA program was placed on the
discretionary or mandatory side of the budget, the magnitude of the commitment would be relatively easy to track compared
to the accounting of tax expenditure programs. For some, this would pose a problem because both of these budgeting
scenarios would create a level of political scrutiny that might hinder its long-term political viability.**

The alternative is to structure the program through the tax system, administered with the assistance of the Internal Revenue
Service. This can be done, but designing and implementing a tax credit creates a plethora of administrative issues, including
the consideration of tax rules, tax enforcement strategies, and tax filing requirements.**

If this path is pursued and a tax credit mechanism is used, the first question is whether it should be a refundable credit or
available only to off-set income or payroll tax liability. The refundable credit would provide a means to benefit children
regardless of their family’s tax liability. Goldberg has proposed funding child saving accounts with such a refundable tax
credit system. Currently, there are only two refundable tax credits that provide benefits this way, the EITC and, to some
extent, the Child Tax Credit. The vast majority of tax credits are non-refundable, providing deductions to the calculation of
income or tax liability. Non-refundable credits only provide benefits to the extent that there is a tax liability, structuring an
ASA system in this manner would limit the program’s ability to benefit children in lower-income households because the
amount of any credit would be limited to the lesser of the value of the credit or the taxpayers’ tax liability. For example,
given current tax rates and tax rules, a non-refundable $1,000 credit would exclude almost 50% of children.%®
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Goldberg’s other reason for supporting a refundable tax credit system is its ability to facilitate a means-tested approach. Tax
benefits can be phased out for taxpayers that report higher incomes. This approach has some value, especially in capping the
overall price tag of the effort, but it creates the need for additional rules. If taxpayers with incomes over a certain threshold
begin to lose some ASA tax benefits, there would need to be rulings on whether they would be permitted to fund these
accounts on an after-tax basis and how the credit would be apportioned if the taxpayer had more than one eligible child.

A mixed system is also plausible, where direct deposits are made initially but additional deposits are encouraged through tax
incentives. Another approach is a dual system for contributions which can be funded directly or through reimbursement
credits after taxpayers report contributions on their tax returns.

In the spirit of simplicity and transparency, the United Kingdom has opted to use the direct approach rather than create a new
tax credit to support their Child Trust Fund effort. The funding mechanism of this effort is a version of the direct deposit
approach, but employs a voucher system. Issued to the parents or guardians of each eligible child, these vouchers can be used
to open a CTF account at a financial institution participating in the program. The voucher can only be used to open an
account for the child named on the voucher but the parents or guardian will choose the account and account provider. If the
voucher is not redeemed within 12 months, the government’s administering agency will open a CTF for the child and choose
the account and account provider. This general approach is direct but is specifically designed to work in an accounts system
with a range of financial providers and account managers. Vouchers function as a special kind of check, which can only be
redeemed by account providers participating in the program. It is an approach that could work in the United States if a similar
system of accounts management was employed.

Table 7: Policy Design Options: Funding Mechanism
Primary Choice Secondary Decision
Direct Expenditure Mandatory or Discretionary
Tax Credit Expenditure Refundable or Non-Refundable
Dual (or Mixed) System Blend of Direct and Tax Credit

3. Contributions and Incentives

American Stakeholder Accounts are designed to help children build a modest asset pool that can help them invest in their
future, but they are also intended to provide a signal to each child that the broader community has made an investment in
them. The depositing of funds directly into the account of every child sends a powerful message, and the timing of these
deposits has the potential to provide positive reinforcements. In this spirit, the series of deposits proposed by the ASA
prototype corresponds to strategic points in a child’s life cycle. Beyond the government contributions, the accounts will build
more resources the more they are stocked with savings. Voluntary contributions by family and friends, as well as the child
should be encouraged through financial education and other incentives. The tax treatment of the account and contributions to
the account offers an opportunity to incorporate incentives into the policy design.

Seed, Merit, and Service

The initial Seed deposit of $2,000 should be made soon after birth once citizenship and a Social Security number have been
established. Linking the account to the Social Security system ensures that everyone is included in the system and endowing
the account as close to the birth of the child as possible will enable to child’s fund to begin to grow as soon as possible.

In addition to the Seed deposit, the government could make further payments into each child’s ASA account through three
Merit deposits linked to educational achievement: $1,000 upon the completion of kindergarten; $1,000 upon the completion
of grade school; and a final $2,000 deposit upon graduation from high-school. Since the deposits will be based on progress
through a school system, the age of participants when these deposits will be made will vary; the timing of these merit
contributions will roughly correspond to the ages 6, 12, and 18. Schools and school districts will be required to notify the
ASA administrative body to ensure that deposits are made in a timely fashion; and likewise will be required to keep track of
any home schooled students to ensure their inclusion.
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In addition to bolstering account balances, these additional deposits will remind children, and their parents or guardians, of
their account and encourage additional savings by family and friends. The ASA prototype proposes several opportunities to
allow children the means to contribute to their own funds. An additional set of contributions should be made available to
reward any participant who performs community or national service. The ASA proposal allows for up to three $500 service
deposits. The idea is to reinforce the mutual connection between the account holder and the broader community. Public and
non-profit institutions can participate in a notification system. The parameters of this system would link to hours of
community service; projects taking over 100 hours could qualify for the service reward.

The contribution rules also afford an opportunity to create a more progressive scheme. An alternative to the merit approach is
to link contributions to a family’s means, those with less could be eligible for a larger initial seed contribution or more
powerful incentives to contribute. Families with incomes at or below the national median could receive a pro-rated bonus and
be eligible to have their private contributions matched up to a certain amount on an annual basis. For example, the first $500
that is contributed to an ASA account each year could be matched by the government on a dollar for dollar basis if the
account holder’s family has a qualified income. While there is a tradeoff between simplicity and progressivity, tax returns
provide a source of verification and the possibility for information sharing between the Internal Revenue Service and the
ASA Fund could keep administrative costs down.

Voluntary Contributions and Tax Incentives

To achieve the goal of asset building through the ASA structure, additional voluntary contributions to each account will be
allowed and encouraged. Parent, family members, and friends, as well as the account holder once they are old enough, would
be allowed to contribute to the child’s account; there will be no restrictions on who invests in the account. To facilitate
contributions, a system would have to be created to allow irregular and smaller value cash sum payments. Allowing such
contributions, along the lines of which investors purchase shares of mutual funds, would help build a child’s account
balances.

The question then becomes whether or not there should be incentives to promote these voluntary contributions. The choice of
whether or not to provide incentives, and who to provide them to, will then affect whether or not there is a limit on these
types of contributions.

In accordance with the simplicity principle, the ASA prototype proposes that contributions are made on an after-tax-basis and
all gains are exempt from taxes as long as they are withdrawn according to the prevailing rules that govern distributions. For
some, this tax-exemption is an effective incentive. However, the initiative may be expanded to include additional incentives
that are more powerful and attractive to diverse types of households.

Two types of incentives should be considered. The first type of incentive is designed to encourage contributions by lower-
income persons, and could take the form of an expansion of a refundable credit. For example, lower-income taxpayers could
receive a larger EITC and/or Child Tax Credit, perhaps limited to $500 per person per year, provided that the additional
amount is saved directly in an ASA. This could be achieved by allowing tax refunds to be saved into an ASA directly on a
federal tax return. Another approach is to use progressive matches for resource-deficient households. The second type of
incentive is a tax benefit that would accrue to taxpayers who contributed to an ASA.

These incentives could also be made stronger for lower-income taxpayers if it was in the form of a refundable credit. In both
of these cases, the incentives are directed at the parents of the accountholder, who will qualify for the incentive based on the
information provided on their tax return. The benefits of this approach are that it has the potential to create some additional
sources of incentives. Alternatively, tying incentives to the tax filing process complicates the administration, creating
additional oversight responsibilities to guard against fraud and abuse.

If withdrawals are tax exempt and a range of incentives are offered, a cap on account contributions can be imposed in order to
prevent the excessive sheltering of income. Initially, the amount that can be saved each year should have a maximum limit
between $1,000 and $2,000. While it makes sense to allow this limit to rise with inflation over time, it is probably more
important that it is set in tandem with contribution limits with other tax-preferred accounts such as the Roth IRA in order to
avoid the use of these accounts as tax shelters. However if contributions and withdrawals are not tax advantaged, there is less
justification for limiting contributions. Regardless of the tax treatment of contributions, such contributions to ASAs should be
exempt from any tax rule on gifts. Individual states may offer additional tax benefits to encourage contributions, as some
currently do to encourage investment in Section 529 plans. As with these 529 accounts, account balance (gains on
investments and the investments themselves) will be exempt from both income tax and capital gains tax when withdrawals
are made following the prevailing rules.

As with any investment strategy, there are many factors that affect returns; however, the degree to which contributions are
made to an account creates large differences in asset accumulation over the life of an account. The accompanying table
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illustrates how different contribution schemes, investment strategies, and rates of return influence the asset pool these
accounts can generate.

Table 8: Potential Accumulation Benefits for Various Contribution Schemes
Age Age Age Age Age Age Age
Birth 6 12 16 18 25 35 65
Scheme A:
Contributions 32,000 $1,000 81,000 81,500 32,000
Accrued Balance 3% $10,949  $14,660 $19,702 $47,822
Accrued Balance 5% $13,735  $20,666  $33,663 $145,488
Accrued Balance 7% $17,425  $29,482 $57,995 $441,476
Scheme B:
Contributions 31,000 3500 $500 $500 $1,000
Accrued Balance 3% $6,263 $8,299 $11,153 $27,072
Accrued Balance 5% $7,681 $11,478 $18,696 $80,805
Accrued Balance 7% $9,553 $16,090  $31,651 $240,935
Scheme C:
Contributions 31,000 30 30 30 30
Accrued Balance 3% $2,529 $3,110 $4,180 $10,146
Accrued Balance 5% $3,553 $4,999 $8,143 $35,192
Accrued Balance 7% $4,959 $7,964 $15,666 $119,251
Scheme D
Contributions $500  $500 $500 30  $500
Accrued Balance 3% $3,710 $4,862 $6,534 $15,859
Accrued Balance 5% $4,591 $6,795 $11,068 $47.,826
Accrued Balance 7% $5,733 $9,581 $18,847 $143,472
Scheme E
Contributions 3500 30 30 30 30
Accrued Balance 3% $1,264 $1,555 $2,090 $5,073
Accrued Balance 5% $1,776 $3,499 $4,071 $17,596
Accrued Balance 7% $2,480 $3,982 $7,833 $59,625
Assumptions: Accrued Balance is calculated as a net rate of return (earnings minus fees), no withdrawals.

Three of the five schemes call for additional public contributions. The criteria for achieving these additional contributions
should be considered separately, but there is a good case to be made for developing innovative triggers, especially ones that
are progressive, but they can also be structured as matches to other private contributions to the accounts.

4. Withdrawals and Use Restrictions

Another fundamental issue for the policy design of a children’s account system is how account funds are distributed to
beneficiaries. This raises the related questions of what restrictions should be placed on the use of account funds, how long
these accounts can be held, and at what age participants can gain access to their funds. In many ways, the rules surrounding
this issue will have the greatest influence on the public’s perception of the effort because it will specify most clearly the
overall purpose of the policy.

The assets which accumulate in each American Stakeholder Account are designed to facilitate opportunities for each child to
invest in their future. There are a broad range of assets that can make a difference in a person’s life, including investing in
their own human capital, buying a home, and developing some financial security. The nature of these investments will
necessarily depend on the unique circumstances of each individual, so the policy design should allow for flexibility, but at
issue is how much. A policy that restricts fund uses to a set of popular choices, aligned with asset building strategies, may
have a better chance of achieving stated policy goals. Alternatively, the prescribed uses may not be appropriate for every
participant, whom might be able to make a better investment for themselves if given the chance. The rules which govern the
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distribution and use restrictions of account funds will make the difference in determining whether the ASAs are linked
specifically to asset building activities or can be vehicles to promote long-term savings.

The prototype American Stakeholder Accounts proposal enables participants to have restricted access to their account when
they reach the age of 18. At this age, they can use account resources to pay for qualified uses, such homeownership,
retirement savings, and business investment in additional to educational expenses. Indeed, many IDA programs throughout
the country focus only on these asset building activities. Beyond the implementation issues that must be addressed to ensure
that funds are only used for these purposes, the philosophical issues should be considered first.

Given the primary role education plays in the ability of each individual to achieve self-sufficiency and security, it appears
logical to connect resources accrued in ASAs to post-secondary education. A quality education is often a precondition for
other forms of wealth and asset building. The economic benefits of a college education have been reinforced repeatedly in the
research literature, and the difference in earnings among workers with different levels of educational attainment has grown in
recent decades. Over the course of a working life, individuals with bachelor’s degrees earn on average nearly twice that of
individuals with only high school degrees.®® Furthermore, the costs of obtaining a degree continue to rise. According to the
College Board, the costs of tuition and fees rose last year 14.1 percent at four-year public institutions and 6 percent at four-
year private institutions.®’

An array of other public benefit programs exist that are focused specifically on post-secondary education, most notably Pell
Grants, Section 529 Plans, and Coverdell Education Accounts, but if any child’s ability to pay for college falls short, they
should be able to access the resources that have been set aside for them in their ASA. In this spirit, it will be important for
ASA funds to be made available when participants are considering the pursuit of post-secondary education, which for many
is close to the age of 18 when they graduate high school.

Beyond education, there is an array of potential investments for young adults that can make a material difference in their
lives. Unfortunately, there is no standard template or standard age. Excellent choices for some may be poor choices for
others. For many, the choice to become a homeowner creates an opportunity to achieve a level of security, and has
documented social and economic benefits.®® Yet even the decision to become a homeowner is not advisable for all, and there
is certainly no predictable age when the next generation will decide to take an interest in buying a home. But because
homeownership has worked for so many Americans, there have been proposals to tie child savings accounts to
homeownership as a designated eligible use. Others have focused on small business capitalization because starting and
growing these enterprises has been a successful strategy for many households to achieve security and success. Retirement
savings is another common objective that has been linked to increased security and peace of mind. In twenty years time, there
may be other types of investment that will be available to children being born today that will greatly enhance their
opportunity to thrive; we just don’t know what they are at this time.

Because of the broad investment choices that may be beneficial to individuals, the system of children savings accounts being
introduced in the United Kingdom will impose no use restrictions on accumulated funds once accountholders reach the age of
18. This approach was decided upon after a series of public consultations. While recognizing that there is benefit in trying to
ensure some funds are not “wasted” on undesirable spending, the policymakers felt restricting uses would create additional
implementation costs and run counter to the policy objectives “to help make young adults more aware of the financial
opportunities and responsibilities that they will face.”® This choice was also made with the expectation that the Child Trust
Funds initiative will be augmented by a national campaign to increase financial literacy. The main concern of the architects
of the UK effort was the policing of restrictions, and although the experience of restricted Individual Development Accounts
programs in the U.S. was cited, it was noted that these programs were small-scale and locally delivered. While the broad
issue of enforcing use restrictions is perhaps best considered in the context of the overall implementation scheme, a topic
reviewed in the following section of this paper, it is worth noting that the unrestricted model is being employed in the most
comprehensive system of child accounts initiated to date.
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Table 9: Policy Design Options: Age Limits and Permitted Uses
Unrestricted Access when accountholder reaches the age of 18 or 21 or 25.

Restricted Access when accountholder reaches at age of 18 for specified asset
building uses (higher education, homeownership, retirement, small business capitalization).

Restricted Access for post-secondary education when accountholder reaches at age of 18, and
Unrestricted Access at 21.

Restricted Access for post-secondary education when accountholder reaches at
age of 18, and Restricted Access at 21 for other asset building uses (homeownership,
retirement, small business capitalization).

Restricted Access when accountholder reaches at age of 18 for specified asset
building uses, with Borrowing from the account for unrestricted uses permitted.

Establishing an age threshold when accountholders may access their accounts does not imply that there should be a
requirement to spend down account resources. It could be that the account functions as a lifetime savings account, where the
account can be kept open and funds used when needed.

The key would be to have account rules that governed distributions in a manner that combines some flexibility with
maintaining asset building use restrictions.

One alternative structure for handling distributions in this manner is to automatically roll over each account into a Roth IRA
when the account holder reaches the age of 18. Distribution rules of this existing account structure allow for uses for first-
time homeownership, post-secondary education and retirement, and could possibly be amended to apply to small business
capitalization as well. Using the Roth IRA structure for the ASA accounts not only satisfies the use restriction intents of the
ASA proposal but has the added benefit of being well understood by policy makers. Thus, ASAs would not have to justify
creating new compliance and distribution rules, they simply would use the rules and systems already in place for the Roth
IRA.

An examination of these rules already spelled out in the tax code, especially those governing distributions and early
withdrawals, reflect the promise of this approach. Any qualified distribution from a Roth IRA is not included in an
individual’s gross income for tax purposes. Contributions are made on an after-tax basis but there is no tax due on earnings or
on the principle when it is withdrawn. To be a qualified distribution, the distribution must be held in the account for five
years and then must be:

*Made on or after the account holder reaches the age of 59 %2; or
*Made to a beneficiary or an estate after death; or

*Made after account holder becomes disabled; or

*Used to pay for a qualified first-time home purchase.

The five year holding period and the qualified distribution rules both must be met for the distribution to be tax-free and to
avoid penalties. Early withdrawal penalties, when triggered, are steep at 10% on the amount of the distribution. Still the Roth
IRA is a more flexible account than the traditional IRA because not only does it have more specified uses but it allows
account holders to remove their contributions at any time without tax or penalty. A non-qualified distribution also imposes an
ordinary income tax on the distribution in addition to the 10% penalty.

Still there are exceptions to the early withdrawal penalties which also make the Roth IRA rules potentially applicable to ASA
purposes. Most relevant, the early withdrawal penalty does not apply to distributions for higher education costs. There are
also exceptions for disability, back taxes, medical insurance, and medical expenses. Each of which could be seen as helping
an account holder avoid debilitating hardship.

The drawback is the Roth IRA tax-free withdrawal benefits may be costly once the ASA accounts mature and the tax benefits
are most helpful to higher income taxpayers who do not need the savings incentives. A potential response is to bring the
annual contribution cap down from $2,000 to a lower figure, such as $1,000. An even lower figure could be used, especially
if it tracks the cap on matching contribution limits.
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Another option is to move away from the Roth IRA structure and to tax withdrawals or earning. This eliminates the long-
term budget impact but does require keeping track of the account basis which may be defined as account contributions and
also keeping track of earning. Partial withdrawals require pro-rating the taxable and non-taxable distributions, and a full
distribution requires the reporting and taxing of earnings. This adds complexity for the accountholder and the administrator
but might be worth it to achieve better targeting of benefits.

E. Program Implementation

Structuring an administrative system to implement children’s accounts will depend in large part on the choices made in
determining a policy design. This section will explore the implementation issues for the ASA proposal and review some
alternatives.

1. Account Management

The universal provision of children savings accounts will require that a centrally-administered account management system is
created. The most logical manager of such a system is the federal government. Yet there are many roles to play in account
management, including the institutional manager, fund processor, customer service provider, and fiduciary investor; some of
these functions can be contracted out to other private sector entities or assigned to the states.

The prototype American Stakeholder Accounts proposal could be managed effectively by an administrative entity similar to
the one that currently operates the retirement savings plan which the federal government provides to its employees. The
Thrift Savings Plan (TSP) is a government-sponsored retirement savings and investment plan, which offers the same type of
savings and tax benefits that many private corporations offer their employees. The TSP was established by Congress in 1986
to provide retirement income; it is a defined contribution plan that accrues assets based on participant contributions and the
financial performance of invested contributions.

TSP regulations are published in Federal Code and it is overseen by a five-member board, the Federal Retirement Thrift
Investment Board (FRTIB), which is an independent government agency required by law to manage the TSP prudently and
solely in the interest of the participants and their beneficiaries. ° The TSP financial statements are audited annually and
financial statements are available to the public. It contracts out record keeping to another federal agency but directly runs the
Service Centers that process contributions, fund transfers, and withdrawals. TSP participants are offered a range of other
services, including account statements, investment options, telephone service, and web-access to account and fund
information.

The TSP currently provides two additional features that may be replicated in an ASA system. The first is a choice of
investments. Participants may choose between five index funds designed to track the performance of different market
segments, such as government securities, international markets, small cap firms, and the broad U.S. stock market. Index
funds provide a relatively prudent way to invest and participants are allowed to distribute their assets among these funds, so
they may increase their diversification and manage their own risk. The FRTIB currently has contracts with Barclays Global
Investors, a publicly listed financial services company based in London, to manage its fund assets which are invested in index
funds open only to tax-deferred employee benefit plans.

The second feature offered by the TSP that could be replicated by an ASA system is the ability to borrow money from the
account. While the TSP is designed as a retirement account rather than a savings account, there is a loan program that offers
access to contributions. This structure could create an opportunity for ASA account holders to access money for uses other
than those specified by a restricted structure but would require the account be reimbursed over time. However, this works for
the TSP because it is an employer-based pension system, and the payroll process can be used to impose sanctions and ensure
repayment.

The experience of the TSP is an appropriate reference model because it currently manages accounts for over 3 million active
and retired federal employees and has a similar set of services as the proposed ASA system, which would serve the four
million children born each year.”' The economies of scale that the TSP has achieved help it keep its administrative costs
low.”* Additional factors in minimizing administrative costs include providing relatively restricted access to the account and
account information, limiting investment options, and restricting the ability to change investment choices compared to private
sector mutual fund companies. The size of the overall investment pool has enabled the TSP to negotiate a low investment
management fee with its private sector investment manager compared to other types of accounts.”

The two central distinctions between the TSP and ASAs are funding and the use of funds. As a traditional, employer-
sponsored retirement plan, contributions to the TSP are administered by the employer and the distribution rules are designed
to meet the needs of retirement. The ASA system would not be employer-based and there could be more complex distribution
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rules if uses are restricted. Still the experience of the TSP identifies the necessary components of an implementation system;
they include an oversight board, an account manager, an investment manager, and account servicing.

As with the TSP, ASAs will require federal oversight but other functions may be performed by government or non-
government entities. From an investment and management standpoint, the TSP provides a good model because a private-
sector fund manager can oversee investments and offer a limited set of investment options, enough to provide for a range of
risk aversion and market opportunity. Account servicing can, likewise, be contracted out.

However, it may be practical to have other functions administered directly by the federal government. Having a federal entity
fund the ASA system and hold the accounts may help solve one of the more cumbersome implementation issues: how to
identify and provide account benefits to children in families that have no experience with the financial sector. This will be
particularly true if the program is one of universal eligibility and mandatory participation. Since many households have no
connection to the financial services sector and more than 30% of all families have no financial assets, creating a federal
system is an effective way to introduce many to the “world of assets.””*

Even children born into families without bank accounts are issued social security numbers by the Social Security
Administration (SSA). This government identification scheme can be used to establish child accounts if SSA is instructed by
Congress to notify the administrative entity implementing the ASA system when numbers are issued for newborn children.
The administrative entity could then notify Treasury’s Financial Management Service (FMS) to transfer the initial
endowment into the child’s ASA account. It would be less problematic to oblige cooperation and coordination between two
government entities sharing personal information than it would if one were from the private sector.

Whether the responsibilities of administering the ASA Fund are added to TSP’s current mandate or a TSP-like entity is
created, the combination of public sector account oversight with private sector investment management is attractive. Work by
the Pension Rights Center has indicated that the TSP Board should have the capacity to oversee the ASA Fund, especially if
it had the option to contract out some management features, but other experts have expressed doubt that the TSP could
replicate the low administrative fee structure it currently provides to its pension clients. This is because the TSP relies on
sharing costs with government agency employers that promote the plan, provide education, enrollment, counseling and
account services. Furthermore, there is a potential conflict between an expanded mandate with the prevailing statutory
responsibility of the TSP to act solely in the interests of TSP participants and beneficiaries.”

An alternative model of implementation is being pursued for the UK’s Child Trust Fund effort, where parents can take their
child’s voucher to a broad range of private-sector providers that have committed to offering these types of accounts. Each
provider may offer a range of CTF accounts to suit different needs, but will be required to offer one “stakeholder CTF
account” that is “simple, low-cost, accessible, and risk-controlled.””® Since these initial investments will be long-term, there
is an expectation that equity investments will be made but risk and return tradeoffs will be balanced with regard to the
expected maturity of the investment.”” Other investment options can be designed by the financial providers that recognize the
diversity of attitudes and preferences among the population, including social, religious, and ethical beliefs. The rules
governing the UK program allow for portability and transfer, where parents and guardians can move their child’s account to
another CTF provider free of charge. The UK government is currently negotiating with the financial service industry over the
fees that these firms will be allowed to charge if they participate in the program; there is a tentative proposal to use a cap
charge of 1% for primary CTF products.

Each family in the UK will therefore be required to make two decisions when they open their CTF, which provider to invest
with and which of the financial products to invest in. The TSP model for administering an ASA system takes away one of
these choices, and limits the other.

Another option would have a government entity set up all of the accounts, but allow participants to transfer the accounts to
designated financial institutions in the private sector after they reach a certain age. Financial institutions should appreciate
being able to attract and compete for these accounts, especially after they mature and accumulate resources. However, their
political reaction is uncertain since they would have to wait so long to market alternatives. Facilitating their involvement at
an earlier date could be explored further.

Taxpayers participating in existing tax-preferred savings vehicles, such as IRAs, are generally free to select the private
financial institutions that manage their investments. The distinction here is that the federal government would take the first
step in establishing and endowing the account before receiving instructions on where to transfer account funds. If parents or
guardians do not provide instructions after a specified period of time, perhaps one year, the government could transfer the
account to a selected provider. This approach requires a set of rules for the provision of these accounts in the private sector
similar to what are being negotiated in the UK.
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Beyond the additional rulemaking required, this approach of using a government entity as only a temporary investment
vehicle has several potential benefits. First, it facilitates the creation of accounts for unbanked households; second, it would
minimize the administrative costs of managing the funds held by the public sector; third, it creates a basis for participants to
develop a relationship with mainstream financial institutions; and fourth, it prevents excessive government monitoring of
private behavior.”® To work effectively, this system would need to implement rules that minimized the barrier to transferring
funds to the private sector providers. Conversely, mandating an account transfer to the private sector may pose potential
problems for account holders. The ability to keep the ASA accounts with the ASA Fund should be maintained as an option;
this would facilitate the use of this account as a life-long asset account.

Function Model Thrift Saving Plan UK CTF ASA (TSP)
Oversight and Policy Board FRTIB HM Treasury ASA Board
Rule Maker Federal Government HM Treasury Federal Government
Account Manager (holder) TSP Service Center Private Sector Provider ASA Fund
Investment Manager Contract with Barclays Private Sector Provider Contract with Private Sector
Record Keeping Contract with USDA Private Sector Provider Contract with Public Sector
Distributor TSP Service Center Private Sector Provider ASA Fund

An additional implementation model to consider for ASA would replicate the structure of the Section 529 Plans for college
savings that has taken shape in the unique context of American federalism. While the federal government has established a
broad set of rules to govern these savings accounts, it has allowed each of the fifty states to craft its own system. Section 529
Plan rules require each state to run a centralized program, so all participants are in the same system, but this franchise can be
awarded to a single provider in the private sector. Offering the provider to chance to develop economies of scale, each state is
in a strong position to negotiate among competing providers for a competitive fee structure. Federal policies ensure full
portability so Section 529 Plan investors can keep an account in one state even if they move to another, but individual states
can take the initiative and introduce additional incentives to promote progressivity and savings. Rhode Island and Maine, for
example, use fees generated from their 529 accountholders to fund a savings match for low- to moderate-income state-
resident families, and Michigan and Louisiana provide a savings match through state appropriations.” Although it varies by
state, a common feature of the Section 529 Plan is the limit on investment choices, typically restricted to a few index funds
with a range of risk and reward characteristics; this contrasts to the unrestricted options available to IRA investors.
Restricting options creates the potential for lower investment management costs, which have been realized in some, but not
all, of the Section 529 state plans.

2. Compliance

The development of appropriate oversight measures to ensure that account holders are complying with program rules will
depend on the program’s ultimate policy design and implementation structure. Whatever system is created, there will be an
interest in minimizing and deterring fraud. The imposition of use restrictions will require a more extensive strategy to oversee
the distribution of funds than if funds can be withdrawn without restrictions. Likewise, additional mechanisms to monitor
accounts may be needed if these accounts are held by a range of financial institutions rather than the public sector. Regardless
of what approach is pursued, it is envisioned that each account will have a unique reference number tied to a child’s social
security number. This will make it possible for the compliance agent to certify that only one account has been opened for
each eligible child.

The system most amenable to monitoring compliance is one with universal eligibility, unrestricted use of funds, and central
administration. This mirrors the path taken by the UK in the CTF initiative although a range of financial institutions will
provide accounts.

For a system with use restrictions, there are several ways to construct a compliance monitoring mechanism. The first is to
develop and publicize program rules, and hold the accountholders and their parents or guardians responsible for withdrawing
funds from their funds in accordance with the prevailing rules. The actions of the accountholder will be subject to auditing
and they can be held liable for actions that have broken the law. This is similar to how the current tax system is enforced, and
may be called voluntary compliance. For example, taxpayers can draw down funds from existing retirement accounts without
a penalty after they reach a certain age or under certain conditions. The IRS has procedures in place that govern the
monitoring of these withdrawals and could employ the same approach with ASAs.*® This approach would work if the
accounts are held by either a public-sector or private sector entity, and would build on existing tax compliance procedures. If
a government-sponsored entity, such as the proposed ASA Fund, were to hold the accounts, it would still be possible to
contract out the monitoring of distributions along with other aspects of account management.®’
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The second main approach to compliance is to create mechanisms that ensure distributions can only be made through a
certification process. For example, if homeownership is one of the primary uses of ASA resources, then an accountholder
seeking to use their funds for such a purpose would provide documentation to the administrative entity so that a check could
be issued to the home seller or mortgagee. The same structure would apply to other asset building investments, such as post-
secondary educational expenses.

These types of compliance systems have been used by administrators of Individual Development Account programs,
especially when these matched savings program are linked explicitly to asset building rather than savings objectives.
Although both are laudable, the distinction is meaningful. Money in a savings account is certainly a valuable asset for many
low-income people, but the ability to use those resources to make a useful and productive investment can have a bigger
impact on their lives in the long term. However, these IDA programs operate on a smaller scale, with staff support to monitor
account withdrawals. Any system that requires the account manager, whether it is a private-sector or public sector agency, to
oversee distribution will impose burdens on a compliance system that are likely to increase administrative costs.

If account holders are permitted to use their accumulated resources for any purpose they choose, then many administrative
compliance issues are minimized. This was part of the reasoning behind the UK’s decision to allow unrestricted access to the
Child Trust Fund account once a child reaches the age of 18. But if account holders are allowed to withdraw funds only for a
restricted set of uses, then a series of implementation mechanisms will be required to ensure that funds are used properly.
Creating a system capable of directing checks to a range of designated beneficiaries is possible but it may be more practical
to opt for the voluntary compliance subject to enforcement approach described above.

3. Account Rules

As with any new account, especially one with tax and benefit implications, there will be a need to develop a set of account
rules. Some of these rules will be related to eligibility and account access, while other rules will be asked to clarify the
treatment of these accounts in the context of the larger tax code. As a general rule, a primary principle of the prototype ASA
proposal is to make these rules as simple as possible and employ existing procedures and guidelines; given the complexity of
the U.S. tax code, this may be difficult to achieve.

Among the reasons to embrace a universal eligibility criterion for this proposal is the simplicity of the concept and the chance
to avoid having to craft a well-defined means-test. Yet even the basic concept of universality will have to be clarified with a
set of rules regarding residency, custody, and cut-offs. A second set of account rules will be required to govern account
ownership. Parents and guardians will make investment decisions for their children and may have access to the potential tax
benefits associated with contributing to such an account, but the child’s account will be in their name, not their parent’s or
guardian’s. A third set of account rules will govern whom exerts control over the account and under what conditions this
control will be lost. All of these rules will have to take into consideration diverse and dynamic family structures. For
instance, who makes account decisions when there is a custody dispute or the parents are not yet of legal age themselves.

Once control is clarified, rules will have to be created to govern access to the account and access to account contributions.
Some may argue that the public endowments should not be available until the child matures but parents should be able to
access their contributions if they deem it necessary. In order to simplify administration and generate maximum returns, it is
proposed that there is limited access to contributions until eligible withdrawals are made. This creates a risk that some would
invest money in an ASA that would best be held in a more liquid account. Another issue is that of penalties. What should be
the appropriate penalties for withdrawals that do not conform to program rules? It may be that the prevailing penalties
enforced for the current retirement accounts may be appropriate, but even those rules will have to be modified to apply to
American Stakeholder Accounts.™

As with all of the other tax preferred savings plans created by Congress, rules that govern the tax treatment of ASAs will
need to be devised. It is assumed that it will be possible to roll over ASA accounts into other tax-effective savings vehicles
when the ASA account matures. Other tax-related rules will be required to clarify how an ASA is to be treated upon the
beneficiary’s death.*® The options are to consider each fund as the property of the original beneficiary and be handled through
existing estate laws, or to have the resources in the account revert back to the government. The former may be preferable
because it is consistent with the concept of ownership and an approach that encourages financial literacy, requiring that
custodians of the account have made decisions about where resources are invested. Also, additional tax rules will be required
to clarify the extent to which the account assets are protected from creditors of the beneficiary or under what conditions they
can be seized by the Internal Revenue Service.

Deciding how to structure an implementation scheme for ASAs will depend on how policymakers assess the issues described
above. The choice of investments, compliance regime, account management, and account rules will each greatly influence
how the national system of accounts is understood and embraced by the public at large. It may be that the manner in which
these rules are devised and the design issues settled will ultimately determine the success of the entire effort.
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The challenge here is to develop a system that is as simple and transparent as possible. This will be particularly important
because any program that encourages private investment also involves risk. ASA investments will be subject to the
investment caveat that accompanies the literature on any financial product: returns on investment are subject to market
dynamics and profits are not guaranteed. While the historic performance of equities traded on the stock market is sound,
averaging 8%, there are boom and bust cycles where market values fluctuate in the short term. Of course, many individual
investments do not perform, and can lose all of their value. The realities of investing may justify an indexing approach, where
some risk is mitigated through diversification, but regardless of what investment options are provided, there will be a
widespread need to offer financial education that will help participants evaluate the options that best suit their individual
circumstances. ASA accounts can provide a platform for delivering some of the most basic aspects of financial literacy. Even
as a simple system will help minimize administrative costs, more significantly, it will allow participants to understand the
potential benefits of contributing to their accounts and make informed choices.

F. Fiscal Matters

Establishing a policy to provide every child a stakeholder account will be a significant undertaking, representing a large
national commitment. From a policy perspective, there are associated costs and benefits which must be untangled before
policymakers should be expected to confirm this commitment. This section will consider some of the fiscal implications of
this effort in order to understand the budgetary impact of the proposal.

1. Cost Estimates

Developing precise budget costs is beyond the scope of this paper, but it is possible to distinguish the key cost components of
the American Stakeholder Accounts proposal and evaluate the factors which influence them. There are two major costs
components that will be addressed separately. The first is the program cost to support the accounts and the second is the
administrative cost of managing the system.

The program costs are primarily comprised of the costs of the public contribution to the accounts. A universal system will
require an account for each of the approximately four million children born each year. If every one of these children was
given an account at birth endowed with $2,000, the size of the government’s commitment would be $8 billion a year.
Additional public contributions tied to educational achievement and public service would eventually raise the cost of the
effort as the initial cohort matures. Some of these costs may eventually be offset if this cohort is required to repay the value
of the initial seed contribution once they enter the workforce. Given the unique nature of the policy, the overall costs (and
many of the benefits) will not be realized for decades to come.

Looking at a ten-year budget window, which captures the initial endowment for the first 10 cohorts, and the universal
achievement of the merit contribution for the first 5 cohorts, an initial budget estimate can be derived. This estimate assumes
the contribution will be indexed at a rate of inflation of 3% and the flow of costs will be discounted at a rate of 6%. Given
these assumptions, the net present value of the program costs would be $76.7 billion for the first ten years.

A longer time horizon will help capture the costs of the entire proposal since many benefits accrue to children once they
reach the age of 18. Using the same set of assumptions, the program costs for the first twenty years are estimated to be $168.1
billion and $254.2 billion for the first thirty years. These estimates assume that only children born after the program’s
commencement date will be eligible. A more costly alternative is to include in the program more children already born,
avoiding the “notch” problem that many new benefit programs create.

Table 10: Estimates of Program Cost for Prototype American Stakeholder Accounts,

Net Present Value
Ten Years Twenty Years Thirty Years
$76.7 billion $168.1 billion $254.2 billion

Assumptions: 4 million children born each year; $2,000 endowment at birth; $1,000 merit
contribution at age 6; $1,000 merit contribution at age 12; $2,000 merit contribution at age 18; 100%
achievement of merit contributions, $1,500 service contribution at age 16 for 50% of participants;
contributions index to inflation rate of 3%; and 6% discount rate.
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Another component of the cost which should be taken into account is the cost of tax-free withdrawals. Normally, the
government would be in line to collect taxes on accrued savings, but if these accounts are created as tax-preferred vehicles, it
shelters the earnings from future taxation. However, given that these are accounts created at birth, the impact of this cost does
not appear for several decades. It will become a significant cost component of the proposal, but one that depends on
predicting tax rates in the distant future.

Program costs can be lowered if the contributions are less generous. Lowering the size of each contribution by 50% will also
cut the program costs in half, creating a ten year cost of $33.2 billion. Less generous merit and public service contributions
are another alternative. For example, if the policy was only to create an account for every child and endow it with an initial
contribution of $2,000, the program costs would be $66.5 billion for the first ten years. The UK Child Trust Fund proposal is
being launched at even a more modest level than this, with the equivalent of $400 provided to each newborn, and $800 to
each child born to a low-income family. Replicating this approach for the four million Americans born each year would have
a ten year program costs of $15.7 billion, or only $2.13 billion on an annual basis. While more parsimonious, the universal
provision of an account for every child has the potential to serve as a powerful savings vehicle for all citizens. The major
contribution of this approach from a policy standpoint is that it establishes the infrastructure to promote subsequent savings
and asset building strategies rather than committing to invest in these accounts up front.

Table 11: Program Costs of Alternative Structures,
Annual Costs

Contribution Annual Program Cost

Universal Eligibility
4 million children born each year

$2,000 Seed Contribution $8 billion
$1,000 Seed Contribution $4 billion
$500 Seed Contribution $2 billion

Restricted Eligibility
Benefits for bottom half of households by income

$2,000 Seed Contribution $4 billion
$1,000 Seed Contribution $2 billion
$500 Seed Contribution $1 billion

Multi-Year, Net Present Value

Ten Years Twenty Years Thirty Years

$48.1 billion $132.3 billion $195.5 billion

Assumptions: 4 million children born each year; $1,000 endowment at birth; $1,000 contribution at age
6; $1,000 contribution at age 8; $1,000 contributions at age 10, index to inflation rate of 3%; and 6%
discount rate.

Another scheme worth considering is smaller initial contributions supplemented by means-tested savings incentives. A
universal account system can be created, with government deposits soon after birth and the opportunity for less wealthy
households to have additional contributions matched at a specified rate. The cost of this scheme would then depend on how
households responded to the savings incentive and how the incentive was structured over time. In additional to the size of the
initial deposit, key questions to answer in order to estimate the cost of this system would include:

e What is the match rate? ($1:$1, $.50:$1)
e What is the annual cap of the voluntary contributions that can be matched? ($500, $1000)
e When is the incentive available? (every year, tied to specific ages)
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e What are the limits placed on the incentives? (limited number of years, a lifetime cap)
e Should voluntary contributions be after-tax or eligible for a tax deduction?
e Who is eligible to receive a match? (80%, 100%, or 120% of national median income)

The number of issues that these questions raise makes it difficult to estimate the program costs of different incentive
schemes. There may be a large cost difference if generous matches are available when a child is young or not accessible until
a child matures.

Consider that the cost of the options below potentially range from $1.6 billion down to $300 million a year for each new
cohort of children.

Option M1: A dollar-for-dollar match up to $500 per year.

Option M2: A dollar-for-dollar match up to $500 per year for households at or below 100% of national median
income.

Option M3: ASA refundable tax credit up to $500 per year for households claiming the EITC. This could be
accomplished by allowing tax refunds/credits to be saved into an ASA directly on a federal tax return.

2. Costs of Administration

Program costs would be the major cost component of any national accounts system that includes contributions. However, any
national initiative will incur administrative costs as well. Administrative costs would be all of the operational expenses
associated with providing program benefits, including those of program management, start-up, and compliance monitoring.

The most significant determining factor in accounting for administrative costs is the program design, and the uncertainty of
program design features makes it difficult to estimate administrative costs before these details have been decided upon.

There has been some work performed calculating the administrative costs of employment-based pension plans as a model for
costs under an individual accounts reform of the social security system.** The insights to be gained from these analyses
identify several cost factors and identify means to minimize administrative costs. For example, systems with less investment
choices and restricted access to account statements are less expensive to operate.® This conclusion is reinforced by the
experience of the Thrift Savings Plan that has kept administrative costs low relative to other retirement plans by limiting
investment options, the number of account statements issued, and the number of inter-fund transfers. In 2003, total
partici;g)éant expenses in the TSP were 10 basis points, compared to 63 basis points for comparable index funds in the private
sector.

But for several reasons, it will be difficult to replicate TSP’s administrative fee structure. First, many costs of administering
the system are passed on to the employer agencies. The farming out of the “retail” functions to employers, such as payroll
deductions and counseling, while retaining the “wholesale” responsibilities minimizes the expenses ratio. In this respect, the
TSP has less experience in performing the face-to-face counseling and in estimating the cost of handling the communication
responsibilities. Second, the TSP serves a relatively high-income, educated, and stable work force. This has many
implications, but a main one is that is leads to accounts with large balances. Small accounts cost more to run, and higher
administrative fees take a bigger portion of the overall balance. So while the TSP model is potentially a good one for the
ASA system, it would have to be expanded upon in order to work for a national system of children’s accounts.

Administrative costs will also rise if a system of individual accounts is operated by private sector firms offering 401 (k) type
services and investment options. These operations require more staff to oversee investment management and have higher
organizational overhead expenses. As a point of comparison, one analysis contemplating the cost differences implementing
individual social security accounts estimated that a private, 401(K) system would need 100,000 new workers while an
additional 10,000 workers could handle the expansion if it offered TSP-like services and investment options.*” This does not
mean that the administrative costs of a private sector approach will necessarily exceed one using a public sector entity. The
theory behind the Section 529 Plans is designed to allow states to negotiate low administrative fees with private sector firms
in return for a franchise which requires them to offer only a limited array of investment choices, and in some states this
theory has been confirmed in practice.®

In order to estimate the range of administrative costs, GAO examined several studies of various potential administrative
mechanisms for individualized Social Security accounts. “These studies estimated that the administrative costs for a
centralized system ranged from 0.11 percent of assets to 0.79 percent, while the range for a decentralized, individually-
managed system ranged from 0.32 to 1.5%.*” While not a tight comparison, these estimates offer a sense of the range of
administrative costs relative to program design. Beyond program design, some costs are imposed by program rules. For
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example, keeping track of where beneficiaries live and sending them frequent account statements can be expensive, but if this
is not required by law. The Social Security Administration minimizes costs because it is not mandated to update individual
addresses and issue account statements for all recipients on an annual basis.

Once administrative costs are determined, the next issue to settle is how they will be charged and who pays for them. If a
federal entity is created, the administrative costs could be paid for by the public or reimbursed through a fee imposed on
every account. Similarly, a fee imposed on account holdings could offset the administrative costs of a private sector firm
providing accounts.” It makes most sense to allow for a fee to be charged to each account that would cover investment
management and other operational expenses. The one caveat for policymakers is to avoid creating a fee structure that will
unduly erode the value of each account. Federal oversight may be needed to help keep fees to a minimum.

A final fiscal matter to consider is the source of funds to support the overall initiative. Budgetary support for many federal
programs is paid for out of general revenue funds, while other programs have a dedicated source of funds. Given the
pressures on the budget in the annual appropriations process, it often makes sense to tie new initiatives to a dedicated funding
source, especially if the source is related in concept to the proposal. Conceptually, it is easier for much of the public (and
many politicians) to support a gasoline tax if it is tied to building highways, a fee on airline tickets if it increases security.

A logical funding source for the American Stakeholder Accounts proposal is the estate tax, a connection first proposed by
Thomas Paine. Current tax rules call for a repeal of this revenue source by 2010 and an increasing exemption of estate wealth
until that time. It has been estimated that the country may lose up to $800 billion between 2011 and 2021 if the repeal is
made permanent. The estate tax is currently one of the country’s most progressive because only estates worth more than $1
million are affected. The overwhelming majority is paid by the fewer than 3,000 estates with assets in excess of $5 million.”!
Between now and 2052, the intergenerational transfer of wealth is projected between $41 trillion and $136 trillion; up to one-
half of which will be transferred by estates worth more than $5 million.”? Keeping the estate tax will preserve a progressive
source of revenue that can fund child accounts, so that the wealth of the current generation can directly support wealth
creation for the next.

There is a logical connection between using the estate tax as a revenue source and the policy objectives of endowing every
child with an asset building account. More poetically, canceling the repeal of the estate tax and generation skipping transfer
taxes has the potential to raise $126 billion dollars between 2004 and 2013, just about the ten-year price tag of the American
Stakeholder Accounts proposal.

G. An Accounts-Based Approach to Asset Building for Children
1. Program Benefits and Challenges

Creating a universal system of accounts for children is a powerful approach to social policy because it has the potential to
contribute to both economic growth and social development. It does so by investing on an individual basis in a manner that
creates widespread opportunities. While investment returns are not guaranteed, they are likely to offer each participant access
to a modest stock of financial assets when they begin their adult lives. For some, this asset pool can be used to seed profitable
and productive investments, for others, it may provide a sense of security many now lack. The public investment signals that
society has an interest in the success of every child, and they, in turn, will be responsible to make appropriate choices
throughout their lives.

The American Stakeholder Accounts proposal is consistent with contemporary approaches to social policy that have moved
away from guaranteed entitlements and toward more account-based support mechanisms. In contrast to traditional income
supports, the level of investments in the account is no substitute for social protection. Rather they are intended to promote
social and economic development at the household level, at the same time as they advance fiscal stability, savings, and
investment at the macroeconomic level. This account-based approach to social policy has been emerging for decades, and is
linked to the rise of policies designed specifically to promote asset holdings. The state creates the accounts, (401 (k)s, IRAs,
Section 529s, etc), defines the policies, provides the regulations, and offers the tax benefits. The collective intent is to
subsidize asset building through a system of asset accounts. The proliferation of asset accounts as a main instrument of social
policy is a historic development, described by Sherraden as a transition from a social welfare state to a social investment
state.”” Whether asset-based policy should replace social insurance is open for debate, but the emerging transition is grounded
in the broad policy consensus that asset holdings make a material difference in people’s lives and open the door to economic
and social opportunity.

Yet the tools are incomplete. The reliance on tax benefits to promote asset building has until now been problematic because
the poor, who do not qualify for the tax benefits, are unable to benefit. The current structure of that tax code has made asset-
based tax benefits highly regressive. There is no universal, progressive asset-based policy, and the state has become an
instrument of reinforcing the prevailing inequality of asset holdings among the population.
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A major benefit of the ASA initiative would be its ability to reach all citizens, especially those currently excluded from
receiving asset building incentives, and provide access to asset building activities that could last a lifetime. The universal
extension of this opportunity will reduce social inequality and increase economic activity. Encouraging and subsidizing asset
holding by all citizens can contribute to growth in the long term. American history is full of examples where small initial
investments are remade into substantial fortunes, but more profoundly, small investments have been shown to make
significant differences in people’s lives when they are used to provide security or an investment in the future.

For several reasons it makes most sense to focus on an asset building policy on children. The very nature of asset building is
long-term, investing when children are born provides the most time for assets to grow, and the dynamics of accumulation will
provide their own lessons. Also, the experience of asset holding may be transformative, changing attitudes for the better.
Beyond the potential economic effects, stakeholder accounts could serve as a means of providing financial education, a skill
set which will be in need of augmentation if the ownership of equities and investments is to become further democratized.

The ASA approach is designed to reinforce a message that combines rights with responsibilities. For many, the public
contributions into accounts will be an important incentive for achievement, especially to obtain a high school degree. And
there will be rules governing account withdrawals and reimbursements that will also send vital social messages. The
repayment of the initial deposit, once steady employment has been secured, will facilitate the seeding of the next generation’s
growth. The sharing of prosperity may have social benefits that cannot be predicted, and the ultimate impact of giving every
child a stake is, of course, unknown, yet broad inclusion is itself a worthy public investment that will increase society’s
collective capacity to engage and perform.

Still, devising any system of child accounts faces a series of challenges that policymakers will have to overcome.

Reaching out to households that currently have no connection to mainstream financial services will be a major achievement
of the ASA initiative, but it also represents one of its greatest challenges. Creating a system that is truly inclusive will be no
small task given that roughly 10% of the general population, and 30% of low-income households, have no connection to
mainstream financial institutions.”* Ensuring that everyone has access to an account would be a major achievement, which
would, in turn, facilitate additional public and private investments. The tax return, which is used to facilitate other asset
building objectives, is not an ideal vehicle for a universal account because many low-income families are not required to file.
A refundable credit may provide an incentive to file if that is the chosen funding mechanism, but this incentive may not be
available every year, creating some confusion.

It may not be possible to implement a universal, inclusive system all in one blow; there may be a period of transition where
the initiative is ramped up to scale. The transition period creates its own challenges, including how to keep costs down and
how to avoid the arbitrary awarding of benefits. A full phase-in of an accounts-at-birth program will eventually leave no child
behind, but initially a threshold eligibility date will necessarily create arbitrary distinctions which may be troubling.

A final challenge is created by existing gaps in the research literature on the role which assets and asset holding play for
children, their families, and their communities. The asset building field remains relatively new, but a series of research
questions have been identified which require analysis; these include: What are the asset effects? What asset investments are
most productive? At what age do the asset effects materialize? What effects will differential asset pools have on youth? What
are the tradeoffs between consumption and savings? and What are the barriers for making informed investment decisions?
The lack of answers to these questions may undermine support for children’s accounts, but each represents an opportunity to
increase our understanding of the impact widespread stakeholding would have on our society as a whole.

2. Assessment of the Current Terrain

The challenges in building a universal account-based system are significant, but they certainly can be addressed through the
process of program design and implementation. Constructing a system of accounts that is workable and effective is
achievable. The greater challenge is gaining political support for the proposal, sufficient to shepherd it through the legislative
process. This may ultimately depend on policymakers accepting the premise that inclusive asset building policies are a means
to promote social and economic development. These policy goals should be distinguished from other anti-poverty objectives
because, at the core, asset-based policy is intended to enable individuals to exert greater control over their lives and expand
their capacity to take advantage of the diverse opportunities offered by American society. Any large-scale asset-based policy
effort should complement, rather than replace, existing policies that provide social insurance.

The central problem with the current array of asset policies is that they are regressive and, for the most part, exclude the poor.
A targeted effort may address this deficiency, but it creates a new problem of how to craft an effective targeting mechanism.

More significantly, it loses much of its political appeal. For better or worse, policymakers are likely to be more responsive if
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program benefits are distributed broadly. In order to make the effort progressive, it should be made universal. Beyond the
political calculation this strategy entails, there are sound justifications for pursuing universal children’s accounts. Asset
building and savings are sound objectives for every citizen, and universal access to an account merely offers each citizen the
opportunity to participate, regardless of the income status of their family.

The fiscal impact of a children’s account system depends on the manner in which the policy is crafted. The issues laid out in
this paper have identified the major cost variables of a children’s account system and signaled how the budgetary cost can be
minimized. A voluntary system with no public contribution replicates existing policies that exclude many of the people who
would benefit from the policy the most. A universal system is able to reach those currently excluded while providing every
participant the opportunity to benefit. Given the preceding analysis, the most promising approach would be a universal
system, with progressive public contributions, incentives to encourage voluntary contributions, deposited in a range of no-
frills investment funds. Paradoxically, the most promising approach may be the one that requires the most political leadership
to enact.
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