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“Saving” Social Security
Is Not Enough

by Michael Tanner
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Executive Summary

t seems that no politician discusses Socid

Security these days without a cal to “save”’
the program. Certainly, it is possible to see why
the program needs saving. It is facing financia
insolvency: it is more than $20 trillion in debt
and will be running a deficit in just 15 years.

But to focus on “saving” Socia Security isto
miss the larger point. Merely finding sufficient
funding to preserve Social Security fails to
address the serious shortcomings of the current
system. The question should be, not whether we
can save Socid Security, but whether we can
provide the best possible retirement system for
American workers. Socid Security fails both as
an anti-poverty program and as a retirement
program. It contains numerous inequities and

leaves future retirement benefits to the whims
of politicians. Why should the goa of public
policy be to save such a program?

Instead of saving Socid Security, we should
begin the transition to a new and better retire-
ment system based on individualy owned, pri-
vately invested accounts. The new system
would alow workers to accumulate rea weslth
that would prevent their retiring to poverty.
Because a privatized system would provide a
far higher rate of return, it would yield much
higher retirement benefits. Because workers
would own their accounts, money in them
could be passed on to future generations as an
inheritance. That would particularly benefit the
poor and minorities. Findly, workers would no
longer be dependent on politicians for thelr
retirement incomes.

Michael Tanner isdirector of the Cato Ingtitute Project on Social Security Privatization and coauthor of A

New Deal for Socia Security (1998).
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Introduction

We need to save Social Security.
—~Presdent Bill Clinton*

I’'m fighting to save Social Security the
right way.
—Vice President Al Gore?

My economic agendasetsaside $ 2 trillion
of the $4 trillion unified budget surplusto
save Social Security.

—Gov. George W. Bud?®

We should work on ared plan that saves
Social Security.
—Rep. Bill Archer (R-Tex.)*

Thecorridorsof Washington areringing with
cdls to “save’ Socid Security. And it is cer-
tainly easy to understand why the program
needs“saving.” Socia Security israpidly head-
ing for financid insolvency. By 2015 the pro-
gram will begin running a deficit, paying out
more in benefits than it takes in through taxes.
The resulting shortfall will necessitate at least a
50 percent increase in payroll taxes, aone-third
reduction in benefits, or some combination of
benefit cuts and tax increases. Overdl, Socid
Security faces along-term funding shortfall of
more than $20 trillion.

As aresult, there have been numerous pro-
posals designed to shore up the program’s
shaky finances. Those proposals generdly take
one of two tracks. setting aside current Socid
Security surpluses in some form of “lock box”
or injecting genera revenue financing into the
system.

There are serious flaws in both of those
gpproaches. The lock-box proposas do nat, in
fact, do anything to change Socid Security’s
financing. Currently, surplus Sociad Security
taxes are used to purchase government bonds,
which are held by the Socia Security trust fund.
Those bonds will eventualy have to be repaid.
To do 50, the government will haveto raise rev-
enue. Thus the bonds represent nothing more
than a clam againg future tax revenues, in
essence aform of 10U.¢6 Revenue from the pur-
chases of those bonds is credited to the unified
federd budget and used to pay the genera oper-
ating expenses of thefedera government. Under
lock-box proposds, the revenue from the pur-

chase of the bonds could be used only to pay
down the nationa debt. Paying down the nation-
a debt may or may not be a good thing, and it
may makeit eesier for the federd government to
borrow money in the future, but it does nothing
to change the date at which Socid Security will
begin to run adeficit. Asthe Washington Pogt has
pointed out, “The same I0Us are put in the trust
fund whether the surplusis used to finance other
programs or pay down debt.””

Some proposas go beyond setting aside
Socia Security surpluses and would inject al
or part of the current generd revenue budget
surplusesinto the Socid Security system. Aside
from thefact that Socia Security’ sliabilitiesfar
outstrip the amount of surplus available, it is
impossible to prefund Socia Security under the
program’s current structure. Any additiona
funds put into the system today would smply
purchase more government bonds, which
would have to be paid in the future from what-
ever tax monies were available then.

However, setting aside the important point
that none of the current proposalsto save Socid
Security actually does so, the current focus on
“saving” Socia Security is itsalf misguided.
Merdy finding sufficient funding to preserve
Socia Security fals to address the serious
shortcomings of the current system. The ques-
tion should be, not whether we can save Socia
Security, but whether we can provide the best
possible retirement system for American work-
ers. Such a system should keep seniors out of
poverty aswell asimprove prospects for future
generations. It should provide an adequate
retirement income and the best possible return
on an individud’s money. It should be fair,
treating similarly situated people equaly.
Certainly, it should not pendize the disadvan-
taged in society such asthe poor and minorities.
And it should dlow people to own their bene-
fits, freeing seniors from dependence on politi-
ciansand politics for retirement benefits.

On dl those scores, Socia Security is an
abysmd failure. It fails both as an anti-poverty
program and as a retirement program. It con-
tains numerous inequities and leaves future
retirement benefits to the whims of politicians.
Why should the god of public policy beto save
such aprogram?

Instead of saving Socid Security, we should
begin the trangtion to a new and better retire-
ment system based on individualy owned, pri-



vady invested accounts. A privatized system
would alow workers to accumulate red wedth
that would prevent their retiring to poverty.
Because a privatized sysem would provide afar
higher rate of return, it would yield much higher
retirement benefits. Because workerswould own
their accounts, money in them could be passed
on to future generations. That would particularly
benefit the poor and minorities. Findly, again
because workers would own their retirement
accounts, they would no longer be dependent on
politicians for their retirement incomes.

Social Security as an
Anti-Poverty Program

Socid Security has dements of both an insur-
ance and awelfare program. It is, in effect, both
a retirement and an anti-poverty program.®
Although people mogt often think of the retire-
ment component of the program, the sysem’s
defenders often focus on its anti-poverty de-
ments. For example, Rep. Bill Archer (R-Tex.),
charman of the House Ways and Means
Committee and author of a proposd to save
Socid Security, calsthe program “the country’s
greatest anti-poverty program.”® But isit redly?

There is no question that the poverty rate
among the elderly has declined dramaticdly in
the last hdf century. As recently as 1959, the
poverty rate for seniors was 35.2 percent, more
than double the 17 percent poverty rate for the
general adult population.® Today, it has
declined to agpproximately 11.9 percent.**

Clearly, Socid Security has had a significant
impact on that trend. A 1999 study by the
Center on Budget and Policy Priorities found
that in the absence of Socia Security benefits
approximately 47.6 percent of seniors would
have incomes below the poverty level.*? That
suggests that receipt of Social Security benefits
lifted more than 35 percent of seniors, gpproxi-
mately 11.4 million people, out of poverty.
CBPP dso pointsout that the percentage of eld-
erly who would have been in poverty in the
absence of Socid Security has remained rela-
tively constant over the last severd decades,
while the percentage of elderly in poverty after
recelving Socia Security benefits has been
steadily declining, indicating the increased
importance of Socia Security as an anti-pover-
ty remedy.*?

The primary problem with thisline of anay-
Ssis that it assumes that any loss of Socid
Security benefitswould not be offset by income
from other sources. In other words, it Smply
takes a retiree’s current income and subtracts
Socid Security benefits to discover, no sur-
prise, that total income is now lower and,
indeed, frequently low enough to throw the
retiree into poverty.

Socid Security benefits are a substantial com
ponent of most retirees’ income. Those benefits
condtitute more than 90 percent of retirement
income for one-quarter of the ederly. Nearly
haf of retirees receve a leest hdf of ther
income from Socid Security.** The question,
therefore, is not whether the sudden eimination
of Socia Security income would leave retirees
worse off—clearly it would—but whether inthe
absence of Socid Security (or an dterndive
meandatory savings program) retireeswould have
changed their behavior to provide other sources
of income for their own retirement.

For example, we could ask how many seniors,
in the abosence of Socid Security, would till be
working. If they were, they would have a source
of income not congdered by the CBPP study.
Clearly, not dl seniorsare ableto continue work-
ing. However, many can and would. Indeed,
Congress recently repeded the Socid Security
earnings test precisdy because there are many
seniorswho want to continue working.

A moreimportant question is whether work-
ers, without Socid Security to depend on,
would have changed their behavior and saved
more for their retirement. The evidence is
strong that Socia Security discouragesindivid-
ua savings. For example, Martin Feldstein of
Harvard University and Anthony Pellechio of
the Nationad Bureau for Economic Research
have found that households reduce their private
savings by nearly one dollar for every dollar of
the present value of expected future Socia
Security benefits!® Other studies have put the
amount of substitution somewhat lower but till
indicate a substantial offset. Even two
researchers for the Socid Security Administra:
tion, Dean Leimer and David Richardson, have
conceded that “a dollar of Socia Security
wesdlth subdtitutes for about three-fifths of a
dollar of fungible assets.” ¢

Therefore, given that many seniors would
have replaced Socid Security income with
income from other sources, the impact of
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Social Security
essentially forces
low-income
workers to
annuitize their
wealth, prevent-
ing them from
making a
bequest of that
wealth to their
heirs.

Socia Security on reducing poverty among the
elderly may be overstated.

However, even teking the arguments of
Socia Security’ s defenders on their own terms,
the evidence suggests that Socid Security fails
asan anti-poverty tool. After al, despite receiv-
ing Socia Security benefits, nearly one of eight
seniorsill livesin poverty. In fact, the poverty
ratefor seniorsremainsdightly higher than that
for the adult population as awhole.*”

For some subgroups, the problem is far
worse. For example, athough the poverty rate
for elderly married womenisrelatively low (6.4
percent), the poverty rateisfar higher for elder-
ly women who never married (21.1 percent),
widowed women (21.5 percent), and divorced
or separated women (29.1 percent).® African
American seniors are aso disproportionately
left in poverty. Nearly 30 percent of African
Americans over the age of 65 have incomes
below the poverty leve .1°

Socia Security’s falure as an anti-poverty
program is not surprising since Socia Security
benefits are actudly quite low. A worker earn-
ing the minimum wage over his entire working
life would receive only $6,301 per year in
Socid Security benefits, well below the pover-
ty level of $7,990. As mentioned above, poor
seniors receive nearly 80 percent of their retire-
ment income from Socid Security. Many have
no other income at al. Socia Security isinsuf-
ficient to raise those seniors out of poverty.

This can be contrasted with what those people
would have received hed they been dble to invest
their payroll taxesin redl capital assets. For exam
ple, if theminimum wageworker described above
had been ableto invest his payrall taxes, hewould
be receiving retirement bendfits of $20,728 per
year, nearly three times the poverty leve 2°
Clearly, by forcing workerstoinvest in the current
pay-asyou-go system, rather than in red cepita
assets, Socid Security is actudly contributing to
poverty among the elderly.

Not only does Socid Security contribute to
poverty among current seniors, it dso helps per-
petuate poverty for future generations. Socid
Security benefits are not inheriteble. A worker
can pay Socid Security taxesfor 30 or 40 years,
but, if that worker dies without children under
the age of 18 or aspouse over the age of 65, none
of the money paid into the system ispassed on to
his heirs?*As Jagadeesh Gokhae, an economist
at the Federa Reserve Bank of Cleveland, and

others have noted, Socid Security essentidly
forces low-income workers to annuitize ther
wedth, preventing them from making a bequest
of that wedlth to their heirs.??

Moreover, because this forced annuitization
gppliesto alarger portion of the wedth of low-
income workers than of high-income workers,
it turnsinheritance into a* disequaizing force,”
leading to greater inequality of wedlth in
America. The wedthy are able to bequesath
their wedlth to their heirs, while the poor can-
not. Indeed, Gokhae and Boston University
economist Laurence Kotlikoff estimate that
Socia Security doubles the share of wedth
owned by the richest 1 percent of Americans.?®

Feldstein reaches a smilar concluson. He
suggests that low-income workers subgtitute
“Socid Security wedth” intheform of promised
future Socia Security benefitsfor other forms of
savings. As a result, a greater proportion of a
high-income worker's wedth is in fungible
assts. Since fungible wedth is inheritable,
whereas Socid Security wedth is not, a smal
proportion of the population holds a stable con-
centration of fungible wedth2*Feldstein’s work
suggests that the concentration of wedth in the
United States would be reduced by as much as
haf if low-income workers were able to substi-
tute red wedth for Socid Security wedth.
Individua accounts would alow them to do so.

Thus, far from being “the country’s grestest
anti-poverty program,” Socia Security appears
to do a poor job of lifting seniors out of pover-
ty and may in fact perpetuate their poverty
while increasing inequdity in this country.

Social Security as a
Retirement Program

If Socia Security is an inadequate anti-
poverty program, doesit at least meet its second
god as a retirement program? When Franklin
Roosevelt proposed Socia Security, he prom
ised a program that would provide retirement
benefits “at least as good as any American
could buy from a private insurance company.” 2°
While that may have been true at one time, it
certainly is no longer the case.

Socid Security’s rate of return has been
seedily declining since the program'’s inception
andisnow far lower than the return from private
capital investment. According to the Socid



Security Adminigtration, workers born after
1973 will recaiverates of return ranging from 3.7
percent for alow-wage, single-income coupleto
just 0.4 percent for a high-wage-earning sngle
mae® The overdl rate of return for al workers
born in a given year was estimated a dightly
below 3 percent for those born in 1940, 2 percent
for those born in 1960, and below 1 percent for
those who will be born this century.?” Numerous
privete studies predict future rates of return for
an average-wage earner ranging from 2 percent
to a negetive 3 percent.®

To make matters worse, the sudies generdly
assume that Socia Security will be able to pay
al its promised benefits without increasing pay-
roll taxes. However, the Socid Security sysemis
facing a long-term financid shortfdl of more
than $20 trillion. According to the system’s own
Board of Trustees, dther taxes will have to be
raised by at least 50 percent or benefits reduced
by 25 percent. As aresult, the rate of return will
be even lower than therates cited above. In many
cases the return will actudly be negative?®

By comparison, the average rate of return to
the stock market since 1926 has been 7.7 per-
cent3° That return has held despite a mgor
depression, severd recessons, World Wer |1,
two smaller wars, and the turbulent inflation-
recession years of the 1970s. Of course, there
have been ups and downs in the market, but
there has been no 20-year period since 1926
during which the market was a net loser.
Indeed, there has never been a20-year period in
which the market performed worse than pro-
jected future returns from Socia Security.®

Even corporate bonds have consistently out-
performed Social Security. Discounting the
period 1941-51, when government price con-
trols artificidly reduced the return, corporate
bonds have paid an average red annual return
of more than 4 percent.®?

Thus, because it deprives American workers
of theability toinvest in private capital markets,
the current Social Security system is costing
American retirees hundreds of thousands of
dollars. A single-earner couple, whose wage
earner is 30 years old in 2000 and earning
$24,000 per year, can expect to pay more than
$134,000 in Socia Security taxes over ther
lifetimes and receive $292,320 in lifetime
Socia Security benefits (including spousal ben-
efits), assuming that both husband and wifelive
to normally expected ages?*However, had they

been able to invest privately, they would have
received $875,280:34 That means the current
Socid Security system is depriving them of
more than haf amillion dollars.

A second way to consider Socid Security’s
adequacy as a retirement program is to look at
the replacement rate, that portion of preretire-
ment income replaced by Socid Security bene-
fits. Mogt financid planners say that a person
will need retirement benefits equa to between
60 and 85 percent of preretirement wages in
order to maintain his or her standard of living.®®

However, Socia Security provides only 42.4
percent of preretirement income for average-
income workers. Because Socid Security hasa
progressive benefit formula, low-income work-
ers do better with a replacement rate of 57.1
percent, gill below what is needed. That is
especidly true since low-income workers lack
other forms of retirement income. The replace-
ment rate for high-income workersis only 25.6
percent. In the future, the Stuation will grow
even worse. Even under current law, replace-
ment rates are scheduled to decline significant-
ly. By 2030 Socia Security will replace only
36.7 percent of an average-wage earner’ s prere-
tirement income. However, because Socia
Security cannot pay al promised future bene-
fits, the Congressonal Research Service esti-
mates that the replacement rate for an average
worker will declineto aslow as 26 percent, a40
percent decline from the current aready inade-
quate levels®® Clearly, Socid Security, both
now and in the future, leaves many seniors
without the income necessary to maintain their
standard of living.

Again, compare this with the replacement
rates provided under a system of private
investment. Assuming that the worker
described previoudy were able to invest the
full nondisability portion of his Social
Security taxes (10.6 percent of wages), his
replacement rate would be an astounding 260
percent of preretirement income! If he invest-
ed just 4 percent of wages, he would still have
areplacement rate equal to 100 percent of his
preretirement income.

Social Security Is Unfair

As if it were not bad enough that Socid
Security fails in its stated misson as an anti-
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Social Security
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inequities that
make it
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poverty and retirement program, the program
aso contains very serious inequities that make
it fundamentally unfair.

The program’'s most obvious unfairness is
intergenerational. Retirees currently receiving
benefits paid a rdatively low payroll tax over
their working lifetimes and receive afairly high
rate of return. That high return is subsidized by
much higher payroll taxes on today’s young
workers who, in turn, can expect much lower
future benefits. As Daniel Shapiro, professor of
philosophy & West Virginia University, has
pointed out, one of the basic precepts of socia
justice is the minimization of unchosen
inequalities.*” However, the future generations
forced to bear the burden of Sociad Security’s
unfunded liabilities must do so entirely because
of the time of their birth and not through any
fault or choice of their own.

The program’s intragenerational inequities
are less visble but just as unfair. As we have
aready noted, Socid Security benefits are not
inheritable. Therefore, lifetime Socid Security
benefits depend, in part, on longevity. As a
result, people with identical earnings histories
will receive different levels of benefits depend-
ing on how long they live. Individuals who live
to be 100 receive far more in benefits than indi-
viduas who die a 66. Therefore, those groups
in our society with shorter life expectancies,
such asthe poor and African Americans, are put
at asevere disadvantage.

Of course, Socia Security does have a pro-
gressive benefit formula, whereby low-income
individuas receive proportionately higher ben-
efits per dollar paid into the system than do
high-income workers.*¢The question, therefore,
is to what degree shorter life expectancies off-
et this progressivity.

The findings of studies that use income as
the sole criterion are mixed. Some studies, such
as those by Eugene Steuerle and Jan Bakja of
the Urban Inditute and Dean Leimer of the
Socid Security Administration, conclude that
shorter life expectancies diminish but do not
completely offset Socid Security’s progressivi-
ty.2*However, thereisagrowing body of litera-
ture—including studies by Danid Garrett of
Stanford University, the RAND Corporation,
and others—that shows that the progressive
benefit formula is completely offset, resulting
in redistribution of wealth from poor people to
the already wedthy.*°

The question of Socid Security’s unfairness
to ethnic minorities appears more draightfor-
ward, particularly in the case of African
Americans. African Americans of dl income
levels have shorter life expectancies than do
whites. Asaresult, ablack man or woman, earn-
ing exactly the same lifetime wages and paying
exactly the samelifetime Socid Security taxesas
his or her white counterpart, will likely receive
far lessin lifetime Socid Security benefits. For
example, assume that a 30-year-old black man
and a 30-year-old white man both earn $30,000
per year over their working lifetimes. By the
time they retire, they will each have paid
$136,740 in Socid Security taxes over ther life-
times** and will be entitled to monthly Socid
Security benefits of $1,162. However, the white
man can expect to live until age 81.% If he does,
he will receive $189,389 in totd Socid Security
benefits. The black man, in contrast, can expect
to live only to age 79.% He can expect to receive
only $161,750, dmost $27,000 less than his
white counterpart. This may actudly understate
the unfairess of the current system, since it is
based on life expectancies at age 65. However, if
both men are age 30 today, the life expectancy
for the white man is 78; for the black man it is
only 69:4*If those projections are accurate, the
black man can expect to receive nearly $100,000
lessin lifetime Socid Security benefits than his
white counterpart and, indeed, will receive less
than haf what he actudly paid into the program.

It seems amazing that this disparate impact,
which would not be tolerated in any other gov-
ernment program, is so easly accepted within
the current Socia Security system.*®

The current program is aso unfair to women
who work outside the home. Under the current
system, awoman is automatically entitled to 50
percent of her husband's benefits, whether or
not she has worked outside the home or paid
Socia Security taxes.*®However, if awoman is
able to clam benefits both as a spouse and in
her own right, she may receive only the larger
of the two. Because many women work only
part-time, take years off from work to raise
children, or earn lower wages than their hus-
bands, 50 percent of the husband's benefits is
frequently larger than the benefits a woman
would be entitled to asaresult of her own earn-
ings. She will, therefore, receive only the bene-
fits based on her husband’s earnings. She will
receive no additiona benefits even though she



may have worked and paid thousands of dollars
in payroll taxes. Indeed, she would receive
exactly the same benefits as if she had never
worked a day outside the home or paid adime
in Socia Security taxes. Thetaxesshe paid earn
her exactly nothing.4”

Anyone concerned with fairness and equity
in government programs must acknowledge
that our current Socia Security system fdls far
short of meeting those goals.

Social Security and the
Dignity of Older Americans

Finaly, it should be noted that the current
Socia Security system makes American sen-
iors dependent on government and the political
process for their retirement income. In essence,
it reduces American seniorsto supplicants, rob-
bing them of their dignity and control over their
own lives.

Americans, of course, do not get back the
money that they individually paid into Socid
Security. Under our pay-as-you-go Socid
Security system, the money that workerspay in
Socid Security taxes is not saved or invested
for their own retirement; it is instead used to
pay for benefits for current retirees. Any over-
payment is used by the federal government to
pay its generd operating expenses or, under
various lock-box proposas, to pay down the
national debt.

In exchange, workers receive a promise that
the government will tax future workers in order
to provide benefitsto today’ sworkers when they
retire. However, that promise is not any sort of
legally enforcesable contract. It haslong been set-
tled law that there is no legd right to Socid
Security. In two important cases, Helvering v.
Davisand Flemming v. Nestor, the U.S. Supreme
Court has ruled that Socid Security taxes are
smply taxes and convey no property or contrac-
tud rightsto Socid Security benefits*®

As aresult, aworker’s retirement security is
entirely dependent on political decisons made
by the president and Congress. Benefits may be
reduced or even eliminated at any time and are
not directly related to Social Security taxespaid
into the system.

Therefore, retirees are |€eft totally dependent
on the whims of politicians for their retirement
income. A person can work hard, play by the

rules, and pay thousands of dollars in Socid
Security taxes but at retirement his benefits
depend entirely on the decisons of the pres-
dent and Congress. Despite their best inten-
tions, seniors have been turned into little more
than wards of the state.

Conclusion

If Socid Security didn’'t exist today, would
we invent it? The current Social Security sys
temisafailureby amost every criterion. It fails
tolift many seniorsout of poverty or toimprove
prospects for future generations. Indeed, it may
actualy redistribute money from the poor to the
weslthy. Because it forces the poor to annuitize
their savings, it prevents the accumulation of
redl wesalth and prevents the poor from passing
that wedlth on to future generations. Socid
Security also fails as a retirement program. It
does not provide an adequate retirement
income or yield the best possible return on an
individua’s money. Nor is the program fair. It
includes numerous inequities that unfairly dis-
criminate against minorities, the poor, and
working women. And, finaly, because people
do not have any lega ownership of their bene-
fits, it leaves seniors dependent on paliticians
and politicsfor their retirement benefits.

Surely this cannot be what we seek from
Socia Security, especidly when there are dter-
netives available. Workers should be dlowed to
take the money they are currently paying in
Socia Security taxes and redirect it to individ-
ualy owned, privately invested accounts, Smi-
lar to individua retirement accounts or 401(k)
plans. The funds that accumulated in those
accounts would be invested in redl assets such
as stocks and bonds, with safeguards against
highly risky or speculative investments. The
funds would be the account holders persond
property. At retirement, workers could convert
al or part of their accumulated funds into an
annuity or take a series of programmed with-
drawals from the principd. If they choose the
latter option, any funds remaining at their death
would become part of their estate, fully inherit-
able by their heirs.

A retirement program based on individudly
owned, privatdy invested accounts would provide
higher retirement benefits and a better rate of
return than does Socid Security. It would lift more
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seniors out of poverty, and, because funds are
inheritable, accumulated wedlth could be passed
on to future generations. It would not pendize
groups with shorter life expectancies and would
eiminate the pendty on working women. And
workerswould own their benefits and thus be free
from poalitical risk and dependence*®

When it comes to Socid Security, policy-
makers should consider whether it is more
important to save a system or to provide a bet-
ter retirement for American seniors.
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