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Executive Summary

Since 1935 Social Security has been the foundation of economic security for America’s working
families. With its progressive benefit structure, survivors and disability programs, family benefits,
annual cost of living adjustments, and guarantee of retirement benefits for life, Social Security
provides a solid foundation of income security for all workers, retirees, and their families. Because of
Social Security, poverty among our seniors has fallen to under 10%, and perhaps as importantly, the
fear of poverty and dependency has been almost eliminated.

Social Security as it is currently structured is strong and healthy. The most recent annual report by the
Social Security trustees confirms that with normal economic and productivity growth, Social Security
will easily pay full benefits through 2075 and beyond, even with longer average life spans.

Unfortunately, many Americans have come to the mistaken belief that Social Security is on the verge
of bankruptcy and must be radically reformed. Several factors have converged to reinforce belief in
this phony crisis. Since the 1990s, the Social Security Trustees have projected a possible long run
funding shortfall, if productivity growth falls and economic growth plummets to half the average rate
that prevailed throughout the 20th century. A small faction who want to see Social Security monies
transferred into private accounts because of conservative ideology or financial interests have
exaggerated this potential concern, and used the lure of a booming stock market to promote their
agenda. Meanwhile, some politicians from both parties used the rhetoric of "saving Social Security" to
gain political support.

In May 2001, the president appointed a commission of sixteen people, all of them already committed
to carving Social Security into private accounts, and charged them with coming up with a plan by the
fall. This proposed transformation would be a disaster for the American people. It would lead to a
society where the oldest and frailest depended on charity, families of disabled and prematurely
deceased workers were plunged into poverty, and only the wealthiest could face retirement with
confidence.

Privatization is the wrong approach, but there are modest reforms that would make Social Security
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even better and eliminate poverty among our seniors. These include:

e Adjusting benefit formulas to increase benefits for the lowest income earners and for elderly
widows and widowers.

® Rolling back the retirement age to 65.

e Raising or completely eliminating the cap on taxable income.

e Building universal pension systems in addition to the existing Social Security system.

Social Security is strong and healthy, and builds the kind of America most of us want. We're all better
off knowing that we, our family members, and all our neighbors who work and contribute to our
national prosperity can be assured of living in dignity, even when faced with life’s adversities. We must
keep Social Security so that it works for all Americans.

Introduction

Since 1935 Social Security has been the foundation of economic security for America’s working
families. Social Security enables workers, retirees, and their families to live in dignity when a
wage-earner can no longer earn an income because of old age, disability, or premature death. Social
Security’s long term financing is fundamentally sound, as the most recent annual report of the Social
Security Trustees demonstrates. Unfortunately, the mistaken belief that the program faces crisis and
will collapse as our population ages has come to be widely accepted. As we embark on the 21st
century, we face two challenges:

1. We must stem the tide of misinformation and restore public confidence in this remarkably
successful program.

2. We must improve benefits so that Social Security serves American workers and retirees even
better.
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Part I. Social Security Is Important to All Americans

I The Three Parts of Social Security

Social Security is actually three programs in one: a retirement plan, a life-insurance policy, and a
disability insurance program. One in six Americans collects Social Security, allowing them to live
independently and with dignity. In 2000 Social Security provided $402 billion in benefits to 45.4 million

people.fl1 An additional 154 million people are working in jobs covered by Social Security’s
protections. In Washington state, over 825,000 of our 5.8 million residents receive Social Security

payments totaling $7.6 billion each yealr.[z1

While we most often think of Social Security as a retirement program, 30% of beneficiaries collect
survivors or disability insurance. These aspects of Social Security are particularly important to younger
workers and their families:

e The Social Security Administration estimates that of today’s 20 year olds, 28% will become
disabled and 17% will die before reaching retirement age.
e For a young married worker with two children Social Security provides the equivalent of a

$374,000 life insurance policy and a $223,000 disability policy.f§1

Social Security survivors insurance provides benefits to the families of deceased workers. Social
Security pays monthly benefits to children under age 18 or disabled, elderly dependent parents, and
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surviving spouses, if they are caring for eligible children or are over age 60 or disabled. For a widow
with two children, the average monthly benefit in 2000 was $1,680. Fifteen percent of Social Security

recipients are survivors, including nearly two million children.21

Social Security disability insurance covers disabled workers, their spouses and their children. 6]
The average benefit for a disabled worker with a spouse and children is $1,311 per month. Disabled
workers and their families comprise about 15% of beneficiaries.

Social Security provides retirement benefits for retirees who have worked at least ten years, their
spouses, and dependents. For the past 60 years, workers have been eligible for full benefits at age 65,

but under a Reagan-era law, the full retirement age will gradually rise to age 67 beginning in 20031
Those who choose to retire at age 62 can receive benefits at a reduced rate, and those who postpone

retirement become eligible for increased monthly benefits.L8l About 70% of current beneficiaries are
retirees and their immediate family members. The average retiree’s benefit is $840 per month for an

individual and $1,410 for a couple.[gl

Almost two-thirds of the typical retiree’s income comes from Social Security. For two-fifths of our
elderly, Social Security provides over 80% of income, and it is the only source of income for 25% of

elderly unmarried women (including widowed, divorced, and never-married women).fl—01

Sources of Income for Middle Income Older Americanslﬁ1

Pensions S0 cia[ Sgcll nty
1504 64 %

B How Social Security is Funded

Social Security is a pay-as-you-go program, meaning that taxes paid by today’s workers pay for the
benefits of today’s beneficiaries and their families. Employees and employers each pay 6.2% of wages
below $80,400 (in 2001). High earning workers do not pay Social Security taxes on income above this

earnings cap, which changes annually with average Wages.fg1 An additional 1.45% of all wages is

collected from both employer and employee to pay for Medicare’s Hospital Insurance.22l Social
Security and Medicare taxes are not collected on unearned income such as capital gains and interest
income.

With the majority of the baby boom generation in the work force, Social Security has been
accumulating a surplus which will be available to supplement current tax income once the baby
boomers are retired. At the beginning of 2001, the trust fund held over $1 trillion, enough to pay over
two full years of benefits, and it is expected to continue to grow until at least 2016. The trust fund is
invested in U.S. Treasury bonds — considered the safest of all investments. These Treasury bonds

20f8 1/9/2008 11:05 AM



Economic Opportunity Institute - Social Security 2001 http://www.eoionline.org/SocialSecurity/SS-PolicyBrief2001-Part1.htm

30f8

earned 6.9% interest in 2000, contributing almost $60 billion to Social Security income for the year.fﬁ1
Income tax collected on a portion of the Social Security benefits of higher income recipients also is

credited to the Social Security fund 128
B The Social Security Benefit Structure

As with any insurance program, workers must pay into the system to qualify for benefits for
themselves and their family members. To be eligible for Social Security retirement benefits, workers
must have worked at least ten years or forty quarters in jobs covered by Social Security, during which
they earned a minimum amount (set at $830 per quarter in 2001). Younger workers qualify for
disability or survivors benefits for themselves and their families with as little as eighteen months work

experience, depending on their age.fﬁ1

While Social Security taxes are regressive, with low and moderate-earning workers paying a higher
percentage of their income than the wealthiest Americans, the program’s benefit structure is

progressive.fﬂ1 Workers with low average lifetime earnings get a smaller check, but a larger
percentage of their previous earnings, than higher income workers. For example, workers earning
$14,000 in 2001 and a comparable level over their lifetime will receive an annual retirement benefit of
$7,992 in today’s dollars, or 57% of earnings. A middle income worker earning $34,000 in 2001 and a
comparable level over their lifetime will receive an annual retirement benefit equal to $13,848, or 41%
of annual earnings. Workers earning the top taxable salary, currently $80,400, will receive the

maximum annual Social Security benefit, which in 2001 is $18,432 for a single retiree.28]

Expected Annual Social Security Benefits Retiring at Age 65 in Year 2001 Dollarsi2l
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Retirees’ benefits are based on their 35 highest-income working years. A worker’s basic benefit or
"primary insurance amount” is calculated in 2001 by adding 90% of the first $561 of average monthly
earnings (adjusted annually with average wages), 32% of earnings between $561 and $3,381, and

15% of higher earnings up to the cap.I@1 Workers choosing to retire between age 62 and full
retirement age receive reduced monthly benefits, while those retiring later than full retirement age
receive increased monthly benefits for the remainder of their lives.

Benefits are also adjusted for family size up to a family maximum. A retired couple has the option of
either both spouses collecting based on their own individual earnings records, or taking 1.5 times the
higher earning spouse’s benefit. Since 1972, benefits have been automatically adjusted each year for
inflation based on the Consumer Price Index.

I Social Security's Success in Enlarging and Sustaining America's Middle Class
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elderly, maintain long-term financial security. When Social Security first started paying out benefits in

the 1940s, poverty and dependency threatened all who could no longer work. With its progressive

benefit structure, spousal and survivors benefits, annual cost of living adjustments, and guarantee of

benefits to seniors for life, Social Security provides a solid foundation of economic security for all
workers and retirees. Because of Social Security, poverty among American seniors has fallen from

35% in 1959 to less than 10% in 1999 1211

Poverty Rates for All Americans and Seniors, 1959-1 999@l
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According to the Census Department, without income from Social Security nearly half of our seniors
today would be living below the poverty level. Significant numbers of younger adults and children are

also lifted out of poverty by Social Security survivors and disability benefits.[28l

1997 Poverty Rates Without Social Security and With Income From Social
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I Social Security creates a basic platform of economic security for
America’s workers-- current, retired, and future. It is impossible to
replicate the package of benefits offered by Social Security in the private
market.

e Social Security is social insurance that protects all Americans, whether
they are fortunate in living a long and healthy life, or unfortunate in
facing early disability or death.

e Social Security benefits increase with inflation, so that the buying power
of beneficiaries does not erode over time.

e Social Security benefits increase with family size and are formulated to
insure that even low wage earners have sufficient basic income.

e There is no lifetime cap on Social Security benefits, guaranteeing that
retirees will never outlive their benefits.

e A common system is used to administer all three Social Security
programs -- retirement, survivors, and disability -- resulting in
administrative costs of less than 1% of benefits paid out each year.

These unequaled benefits of a shared social insurance program make Social
Security invaluable for individual workers, for retirees, and for our nation as a
whole.

Endnotes

[l Social Security Administration, Office of the Chief Actuary, "Fact Sheet on the Old-Age, Survivors, and Disability
Insurance Program," December, 31, 2000; Social Security Trustees Annual Report, 2000, http://www.ssa.gov/.

2] Social Security Administration, "OASDI Beneficiaries by State and County, 1999: Washington," December 1999.
www.ssa.gov/statistics/oasdi sc/1999/wa.pdf
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also qualify if the marriage lasted at least 10 years. Social Security Administration, "Survivors Benefits,” SSA Publication
No. 05-10084, October 1996. (http://www.ssa.gov/pubs/10024.pdf)

B SSA, Fact Sheet.

161 Social Security’s definition of disability is related to ability to work. To qualify for Social Security disability benefits,
you must have a physical or mental impairment that is expected to keep you from doing any "substantial" work for at
least a year, or have a condition that is expected to result in your death. In addition to the disabled worker, benefits can
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be paid to: a worker’s spouse age 62 or older (unless he or she collects a higher Social Security benefit on his or her
own record); a worker’s spouse caring for a child under age 16 or disabled; and the children of a worker who under age
18 or under age 19, but in elementary or secondary school; or age 18 or older and severely disabled (the disability must
have started before age 22). To qualify for disability benefits it is only necessary to work for one and a half years.
http://www.ssa.gov/pubs/10024.pdf.

il In 1983 Congress voted to gradually increase the retirement age for full benefits to age 66 in 2009, and age 67 in
2027. This increase will begin in 2003, when workers born between January 2, 1938, and January 1, 1939, will have to
work until age 65 and 2 months to receive full benefits (which also affects people turning 62 in 2000 who opt for early
retirement). The increase continues gradually, eventually reaching age 67 for those born in 1960 or later.

18] Retirement benefits are reduced by 5/9 of one percent for each month benefits are received before age 65. This
amounts to approximately a 20% reduction at age 62. These deductions will be greater as the retirement age rises.
Conversely, a person who works past age 65 will see their benefits increased by a certain percent for every month
worked past age 65 without receiving benefits. See http://www.ssa.gov/pubs/10035.pdf.

el SSA, "Fact Sheet, 2000 Social Security Changes," http://www.ssa.gov/pressoffice/2000colafact.htm .

19 National Council of Women’s Organizations, "Strengthening Social Security for Women," July 1999, p. 1.

11 Social Security Administration, Office of Research, Evaluation and Statistics, Income of the Population 55 or
Older, 1996, April 1998. Numbers do not add up to 100% because of rounding. This chart is for the middle fifth of the
income distribution. Older Americans include married couples with at least one person age 65 or older and non-married
persons age 65 and older.

12 The Social Security Administration annually calculates average wages based on wages subject to federal income

taxes and contributions to deferred compensation plans. The annual increase in the national average wage index is used
to adjust the amount of wages subject to taxation and benefits, the benefit formula, the amount of earnings necessary for
a worker to be credited with a quarter of coverage, and other wage-related levels. SSA, "National Average Wage Index,"

Www.SsSsa.gov.

[13] SSA, "Fact Sheet, 2000 Social Security Changes," http://www.ssa.gov/pressoffice/2000colafact.htm. There is no
earnings cap for Medicare taxes.

[14] Social Security Trustees Annual Report, 2001, Chap. Il. A p. 1; Chap. IIl.A, p. 12.

[15] Only about 20% of people who get Social Security have to pay income taxes on part of their benefits. Until 1983,
Social Security benefits were not taxable. As part of the package of reforms signed into law by President Reagan in 1983
to rebuild the trust fund, up to half of benefits above the base income amount of $25,000 for individuals and $32,000 for
couples became taxable. Taxes paid on these benefits are added to the Social Security trust fund. In 1993, a second tier
was added. Individuals with incomes above $34,000 and couples above $44,000 may have to pay taxes on an additional
35% of their benefits. Taxes paid on these additional benefits go to the Medicare trust fund. SSA, Social Security Online,
Frequently Asked Questions - Are Social Security benefits taxable?, History Page, Social Security Act, www.Ssa.gov.

[16] The minimum work experience needed for disability or survivors insurance is one and one half years for workers
under age 24. SSA, "Survivors Benefits" and "Disability Benefits." A small percentage of jobs, mainly government
positions covered by alternative retirement systems, are not covered by Social Security.

a7 Families with incomes between $20,000 and $200,000 paid on average 9.6% to 11.6% of their income in federal
social insurance taxes in 1999 (counting employer contributions, which are usually deducted from wages), but those with
incomes over $200,000 paid only 3.9%, according to a Congressional Budget Office study. CBO, "Estimates of Federal
Tax Liabilities for Individuals and Families by Income Category and Family Type for 1995 and 1999," May 1998, Table 6.

www.cbo.gov/

18] SSA, Social Security Online, Frequently Asked Questions, "What are the tax, benefit and earning amounts for
2001?", www.Ssa.gov.

[19] Social Security benefit amounts were calculated using the Social Security Online "Quick Calculator," entering age
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Part Il. Social Security's Financial Outlook Is Bright

Social Security’s success in minimizing the fear of poverty and distributing benefits broadly to all
Americans has made it extremely popular. For years it was considered the "third rail" of American
politics. No politician could propose major restructuring of the program and win office. Yet over the
past several years, many Americans have come to the mistaken belief that Social Security is on the
verge of bankruptcy and must be radically reformed. Social Security became a major issue in the 2000
presidential and senate campaigns, and the so-called crisis has even made it onto the popular

television show West Wing.I&1

Several factors have converged to reinforce the phony crisis. During the 1990s, the Social Security
Trustees adopted exceptionally gloomy forecasts of our future economy that resulted in projections of
a long run funding shortfall. A small faction who want to see Social Security monies transferred into
private accounts because of conservative ideology or financial interests have exaggerated this
potential concern, and used the lure of a booming stock market to promote their agenda. Meanwhile,
some politicians from both parties used the rhetoric of "saving Social Security" to gain political support,
thereby lending weight to fears that the program was in trouble.

Despite all the hype and the misleading sound bites, Social Security’s long term finances are sound.
Let’s look at the facts.

B The Annual Reports of the Social Security Trustees

Since the early 1990s, the trustees of the Social Security Trust Fund have forecast a possible shortfall
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in program finances thirty to forty years in the future. This possible shortfall has been widely reported
as certain insolvency, even though:

e the forecasts have changed annually,
e they are based on unrealistically pessimistic scenarios of very slow economic growth, and
e Social Security would in any case never actually become insolvent.

For the past decade the trustees have also been making forecasts based on more realistic economic
scenarios showing that the current program is financially healthy and sustainable. Unfortunately,
politicians and the news media have chosen to largely ignore these forecasts.

There are six trustees: the Secretaries of the Treasury, Labor, and Health and Human Services, the
Commissioner of Social Security, and two members appointed by the President and confirmed by the
Senate. The trustees are required by law to make projections of Social Security income and costs 75
years into the future. In order to do so, they must make a wide range of assumptions about birth and
death rates, immigration, unemployment, inflation, average wages, economic growth, and other
factors. Because as the trustees state, "any estimation of the future is uncertain," they use three
different sets of demographic and economic assumptions, creating three alternative projections. The

intermediate forecast is the one most widely cited.[281

In their 2001 annual report the trustees have continued the recent practice of forecasting a perpetually
sluggish future economy. For the intermediate projection, the trustees predict that Social Security
resources will fall short of expenses beginning in 2038. This forecast is based on the premise that
economic growth will fall sharply over the next decade and range from 1.7% to 1.6% annually from
2020 through 2075. This is a lower rate of growth than our country has ever experienced for any
prolonged period. Actual annual economic growth averaged over 3% during the entire 20th century,
and in every decade since 1950. The trustees also forecast that low average annual productivity gains

and relatively high levels of unemployment will prevail over the next century.fﬂ1

The "low cost" scenario forecasts Social Security fully funded indefinitely. It assumes that annual
economic growth will average between 2.2% and 2.4% from 2020 through 2075, productivity will
increase annually by 1.8% (the average of the past 40 years), and unemployment will average 4.5%.
Under these cautious assumptions, the trust fund will never be depleted. In fact, in 2075 the trust fund

will hold over five years worth of benefits and be increasing.@1

Key Economic Assumptions in the 2001 Social Security Trustees Report,
and Actual Averages Since 1960
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During the late 1970s Social Security really did face a crisis because of a combination of high
unemployment and high inflation. Benefit payments exceeded program income beginning in 1975, and
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all projections showed that situation continuing for at least 75 years. In early 1983, Social Security
needed a transfer from the general fund in order to pay benefits on time. However, the combination of
an improved economy and a major package of reforms implemented in 1983 solved Social Security’s
short term problems and set the system up for the baby boomers’ retirement. Those reforms, were
recommended by a commission headed by Alan Greenspan and signed into law by President Reagan.
The reforms included accelerating a previously approved increase in payroll taxes, raising the future
retirement age from 65 to 67 (starting in 2003), adding government and non-profit employees to the

system, and subjecting Social Security benefits of higher income recipients to taxation. 129l

With those adjustments in place, between 1983 and 1990 the trustees reported that Social Security
finances looked healthy in both the short and long runs. However, in 1991 the trustees changed their
actuarial formulas in ways that made the long term situation look worse, then in 1993 they sharply

reduced their projections of long term economic growth.@l The economic pessimism of the trustees
during the 1990s was based in large part on unusual trends. From the late 1970s to the mid-1990s
unemployment was relatively high, wages for four-fifths of workers stagnated, and productivity

increases were lower than typical levels.2l Together, these trends meant less money was coming into
the Social Security system, and if projected to continue far into the future, created a long-term funding
problem.

Fortunately for all of us, instead of the very low rates of growth the trustees were predicting, the 1990s
saw sustained and high rates of economic expansion.fg1 In the mid-1990s real wages for all workers

also began increasing, as unemployment fell and productivity soared 28l |n response, the trustees
have made modest upward adjustments to their short-term forecasts but have kept their long term
economic projections well below historical levels. In 1997, the trustees’ mid-range projection predicted
Social Security running short of funds in 2029. That date has been pushed back in each report since

then.
The Trustees’ Changing Projections
Long-term projected
Scenario Forecast average Forepast year of deficit as % of
annual GDP growth funding shortfall [34]
payroll.

1983 Report:

Intermediate 3.1% never 0

Low cost 3.6% never 0
1989 Report:

Intermediate 1.8% 2046 0.7%

Low cost 2.6% never 0
1993 Report:

Intermediate 1.4% 2036 1.46%

Low cost 2.3% never 0
1997 Report:

Intermediate 1.3% 2039 2.23%

Low cost 2.2% never 0
2001 Report:

Intermediate 1.6% 2038 1.86%

Low cost 2.4% never 0

The trustees’ short term forecast for the coming decade is considerably below the growth level
projected by the Congressional Budget Office (CBO). The trustees predict that annual growth will fall
to 2% by 2006 and stay at about that level until 2015, when it will fall even further. In contrast, the
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CBO, whose projections are usually accepted by both political parties when setting the federal budget,

forecasts annual growth at the long-term historical average of 3.1% between 2003 and 201135 f the
trustees also accepted these shorter term forecasts, the financial health of Social Security would look
even better.

B How Productivity Growth Offsets the Aging Population

In addressing a joint session of Congress on February 27, 2001, George W. Bush repeated the
common misperception that Social Security won’t be able to afford the retirement of the baby
boomers. According to Bush, "Everyone in the chamber knows that Social Security is not prepared to

fully fund [the baby boom generations’] retirement."28l Bush is wrong. The trust fund has been
deliberately built up since 1983 precisely to handle the bulge in benefits the baby boomers will require.

Life expectancies are increasing and our population is aging. The statistics can be - and often are -

made to sound alarming, but they don’'t mean we’re facing a crisis 27l The trustees have included
longer average life spans in their long range projections. In the intermediate scenario, the trustees
assume life expectancy at birth in 2075 to be 80.9 years for men and 85 years for women. The low
cost scenario projects average life spans of 77.4 years for men and 81.7 years for women. Today’s life

expectancy is 73.8 years for men and 79.5 years for women 138l

In 1940, twelve workers supported each retiree. In 1960, the ratio was 5-to-1, and it is 3-to-1 today.
The trustees predict that the drop will continue to 2-to-1 by 2035, and then level off as life
expectancies continue to increase, but the baby boom generation dies off. Nevertheless, the
percentage of the total population that is working age will remain about the same throughout the 21st

century — each worker will be supporting more retirees, but fewer children 22

Percentage of Population by Age, 1950-2000, and Future Projections
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Workers in the future will be able to support more retirees because they will produce more and have
more real income than today’s workers, just as each worker today produces more than one worker did
50 years ago. Even at the slow rate of productivity and wage growth that the trustees predict under the
intermediate scenario, workers will actually earn nearly 50% more after inflation in 2038 than they do
today. Since Social Security benefits are based on earnings, benefits will have increased by the same
percentage in real buying power. That means that even in the unlikely event that the intermediate
scenario turns out to be an accurate forecast, and benefits were reduced after 2038 to the amount that
could be covered by the 12.4% tax rate, seniors would still get more Social Security in real income in
2039 than the typical retiree does today.
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Projected Average Incomes in Today's Dollars,
Under Intermediate Assumptionslﬂ1
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Under the low cost assumptions, with productivity growth averaging the rate of the past 30 years, real
incomes will be even higher for both workers and retirees. Under these assumptions, the current
payroll tax rate plus interest on the trust fund will be more than enough to cover full promised benefits

under current laws through 2075, and in 2075 the trust fund will actually be increasing.[ﬂl

Projected Average Incomes in Today's Dollars,
Under Trustees Low Cost Assumptions[ﬂ1
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I Population Growth and Social Security

The findings of the 2000 census also suggest that Social Security’s future is brighter than the trustees
have predicted. Between 1990 and 2000 the population of the United States grew by the largest
number of any decade in our nation’s history. In contrast to the situation in Europe and Japan where
birth rates are low and immigration is sharply restricted, the American birth rate has been holding
steady at a little over two births on average per woman, and the US has continued to attract and allow
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immigration of young families. In fact, as many children were enrolled in American elementary and

high schools in 1999 as at the height of the baby boomers’ school years.Iﬁl A growing population
means that the US will have the new workers necessary to keep our economy and our Social Security
system healthy for the foreseeable future.

I Social Security as a Percentage of Gross Domestic Product

Although Social Security expenses will represent a larger share of our total government and national
spending in the future as the population ages, total spending will remain well within a range that we
can afford as a society. Today Social Security spending is about 4.2% of gross domestic product
(GDP). The trustees project that by the time all the baby boomers are retired in 2030, it will rise to
5.1% under the low cost forecast or to 6.5% under the intermediate forecast. From 2030 through 2075
Social Security spending will stay at about the same level. Over that 45 year period, we’ll be spending
about the same percentage of our national wealth on Social Security as we do today on Social
Security plus interest on the national debt.

Social Security Spending as Percent of GDP, 1960-207544

25%
21.7%
20%
17.8% 18.0%
15.1%
15%
10% -
6.5% 6.7%
1.3% 1.9% 2.0% 0.3%
5% 4 1 1 1 1
2.2% 1.4% 4.2% 4.2% 5.1% 5.2%
0% -
1960 1980 20 2011 CBO 2030 2075

M - federal spending

B interest on debt

O zeeial Security

O Projected Social Security, Intermediate forecast

= Projected Social Security, Low costforecast

Over the past 50 years, spending on other programs has changed by much larger percentages, as
national priorities and circumstances have changed. For instances, during the military build up of the
1950s, over 10% of GDP went to military spending annually. That percentage fell to 4.7% in the late
1970s, rose to 6.2% during the military buildup of the 1980s, then fell again to under 4% in the late
1990s 451

I Social Security is financially healthy

Social Security’s financial health is tied directly to the overall health of the
American economy. No one can predict the future. No one in 1994 predicted
that the federal government would have a budget surplus in 2000. If the past
is any guide, economic, social, and political situations will change in the
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future. At the same time, with all its ups and downs, the American economy
experienced steady growth averaging a little over 3% annually in every
decade of the 20th century except the 1930s. When it comes to making
decisions about Social Security, we must keep in mind that:

e Social Security as it is currently structured is a proven success in
assuring basic financial security to working and retired Americans.

e |ong-term forecasts based on cautious but realistic assumptions about
the future project that Social Security will be fully funded for more than
seventy-five years without any tax increases or other major changes.

e Social Security began making preparations for the baby boomers’
retirement nearly 20 years ago. Even with the baby boomers all retired
and everybody living longer, reasonable projections show Social
Security never running short of money.

e Typical workers and retirees can expect to have more income and
more buying power in the future than they do today, under either the
trustees’ intermediate or low cost forecast.

e The most certain way to keep Social Security financially healthy is to
keep our economy strong and our workers productive. That requires
investing in education, in technology and research, in transportation
and communication networks, and in the overall health of our
communities.

Endnotes
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Part Ill. A Success Story Under Attack

Despite its success and popularity, Social Security has always had enemies among a small minority
who would like to ensure special privileges for the elite, or who would gain financially from transferring
Social Security money to private investments. Over the past decade investment companies and Wall
Street interests have donated millions of dollars to politicians and to so-called "think tanks" that
promote dismantling Social Security and investing the money with private companies. These "think
tanks," such as the Heritage Foundation and Cato Institute, are devoted less to thinking than to

promoting an anti-government ideology.fﬁ1 Backed by huge budgets, they have manipulated half
truths about financial projections and demographic changes, and succeeded in convincing many
Americans that Social Security faces a crisis. The fantastically soaring stock market of the 1990s
added luster to their arguments for privatization.

B The Phony Promises of Privatization
In early May 2001, George W. Bush appointed a commission on Social Security reform, with the
directive to recommend a plan for individual private accounts by the fall. Every one of the sixteen

members of the commission is committed to dismantling Social Security. Most of the members are
affiliated either directly with the investment industry or with the right wing "think" tanks that for twenty
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years have waged a relentless misinformation campaign aimed at destroying public confidence in
Social Security. The only question about what the commission will recommend is how big a chunk of

Social Security will get turned over to private investments. 471

While we don’t yet know the details of what this commission will recommend, the various privatization
schemes that have been introduced in Congress share several fundamental flaws. They inflate
projections of stock market returns, ignore the high transition costs of switching to a new system,
downplay the higher administrative costs of individual accounts, and assign no value to the social
insurance protections of the current Social Security system. Let's examine each of these issues.

m Stock Market Fantasies

The rapid fall in the stock market over the winter of 2000-2001 has brought a much needed dose of
reality to the fantasy that everyone can become a dot.com millionaire. But privatization’s advocates
continue to claim that we’d all be better off with a stock portfolio than with Social Security. Privatizers
use the trustees’ predictions of slow growth to justify dismantling Social Security, while simultaneously
counting on future high growth in the stock market to support their proposals to privatize the program.
These two forecasts can’t be reconciled.

For example, Martin Feldstein and Jeffrey Liebman, advisors to George W. Bush and advocates of
transforming Social Security into individual accounts, base their estimates of future stock returns on
the rates realized between 1946 and 1995, even while insisting Social Security will be "insolvent" by

20381281 The Cato Institute also uses "actual historical returns for stocks and bonds" to project

potential returns on private accounts.[29l But for the stock market to do as well over the next 50 years
as it has for the past 50 years, the economy will also have to grow at the same pace — or twice as
rapidly as the trustees predict. If this turns out to be the case, as is likely, then there will be no reason
to change Social Security at all because payroll tax receipts will be sufficient to finance full benefits.
On the other hand, if the pessimistic projections for the economy turn out to be right, privatizers’
forecasts for the stock market are vastly overstated. In that case, diverting Social Security funds into

stocks would leave retirees far worse off.I@1

For the 75 years prior to 1993, stock returns averaged about 7% a year after adjusting for inflation, but
before subtracting administrative fees. If the trustees’ intermediate projections turn out to be accurate
and economic growth over the next 75 years is only half the rate of the past, then we can expect stock

returns to only average 3.6% in the future.2!1 Some economists believe that it highly unlikely that
returns can continue to be as good over the next several decades, even if the economy remains
strong, because stocks today are priced at very high levels compared to company earnings, even after

the recent sharp drop in prices.fg1

The "average" rate of return is also meaningless to the worker set to retire in the midst of a stock
market collapse. In fact, in the year 2000 while the Social Security trust fund earned $60 billion in

interest, 401(k) plans lost a total of $72 billion in assets because of falling stocks. 23l Three times in
the past century, stock market returns averaged zero over a 20 year period — between 1901 and 1921,

1928 and 1948, and 1962 and 198224
B The Costs of Transition

Most of the money now collected in Social Security payroll taxes goes directly to paying the benefits of
current recipients. No privatization scheme has proposed actually decreasing current retirement
benefits or benefits for survivors and the disabled. But diverting 2% of the 12.4% of payroll that now
goes to Social Security into private accounts would take about $1 trillion out of the system between

2002 and 2010 alone, and even more thereafter.[22l That withdrawal of income would create a funding
crisis where none now exists. The trust fund, which is now projected to continue growing until at least
2016, would be depleted rapidly. The only two options would be to slash benefits for all new retirees,
raise taxes, or both. Baby boomers will get a double whammy of reduced benefits, and little time to
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build up a private account.
B Cutting Core Benefits

The base Social Security retirement benefit, which is now guaranteed and increased annually for
inflation, would have to be cut under Bush’s plan by an amount ranging from 25% to 54% to make up

for lost payroll tax income.[28l Bush and other proponents of privatization claim that the earnings on
individual accounts would more than offset this reduction, but have not produced any detailed numbers
to back their assertions. However, if 2% of earnings went into individual accounts rather than into the
Social Security system as Bush proposed during the election campaign, most workers’ individual
accumulations would be small. The typical man working full-time, year-round at the median wage

($35,345 in 1998) would invest only $707 annually.[ﬂ1 The average woman working full-time,
year-round at the female median wage would have only $517 a year to invest[28l

Independent economists including Henry Aaron of the Brookings Institution, Alan Blinder of Princeton
University, and Dean Baker of the Center for Economic and Policy Research, have calculated what
workers in different circumstances could hope to accumulate. They have found that even using fairly
optimistic assumptions, most workers would end up with 20% to 40% less in total retirement income

under a privatized scheme than under the current Social Security system.[@1

While Bush has proposed that diverting Social Security money to individual accounts be voluntary,
given the substantial drain on revenues that would result, very likely everyone would face some
reduction in their core benefit, whether they opted for an individual account or not.

B The Higher Administrative Costs of Individual Accounts

Social Security is a very efficiently run program, with administrative costs equaling 0.9% of benefits, or

less than 0.4% of assets.[2 Millions of individual accounts, with each worker making different
investment choices and changing options over time, would be much more expensive. According to the
Investment Company Institute, the average administrative cost for mutual funds in the United States in

1997 was 1.5% of total assets annually, not counting brokerage fees.[%1l That cost was based on an
average account balance of $15,000 — an amount it would take a typical worker two decades to
accumulate. Since some expenses are fixed, fees on smaller accounts would amount to a higher
percentage, and brokerage commissions would add still more. The administrative fees and
commissions come directly out of the workers’ accumulated assets.

A 1% difference in fees can result in substantially different accumulations over a working lifetime. A
worker who saved $2,000 a year over 40 years and earned an inflation adjusted 4% return would
accumulate $175,000 with 0.5% administration fees, but $138,000 with 1.5% fees. That amounts to a

$37,000 difference to the worker 182l of course, if 2% of earnings were going into these accounts, only
workers earning $100,000 annually would have the chance to accumulate these amounts in their
individual accounts. The typical worker investing $500 to $700 per year would have far less.

In the United Kingdom, which since 1988 has allowed workers to opt for individual accounts rather

than that nation’s social security system, administrative costs amount to about 2.5% per year.[@1

Britain also faced a major scandal and was forced to pay billions in bail out costs when millions of
workers were lured by aggressive and unscrupulous marketing into disastrous investments with their

pensions.fﬁ1 Chile also converted to a privatized retirement system that is inefficient, expensive, and
does not guarantee retirement security.I@1

B An Annuity Means Added Costs - and You Won't Be Able to Leave it to Your Heirs
An annuity is a form of insurance that provides retirees set benefits for life. Retirees who live longer

than average come out ahead, but if they die sooner than average the insurance company gets to
keep the money — it doesn’t go to the kids. In a privatized system, retirees who didn’t convert their

3of7 1/9/2008 11:06 AM



Economic Opportunity Institute - Social Security 2001 http://www.eoionline.org/SocialSecurity/SS-PolicyBrief2001-Part3.htm...

individual accounts into an annuity would risk being very poor if they out lived their savings. But just
setting up an annuity costs 10-20% of the value of the account. In addition, monthly annuity benefits
are highly sensitive to changes in interest rates. In Britain’s privatized system, where retirees are
required to purchase annuities by age 75, workers retiring in 2000 receive monthly payments that are
42% lower than those who retired in 1990, simply because of declining interest rates and increasing

life expectancies.[®l Social Security retirement benefits, of course, are automatically paid in the form
of an annuity.

B The Rich Will Get Richer, the Majority Won't

Those who make the least during their working lives would lose the most with privatization. Social
Security benefits replace a higher percentage of pre-retirement wages for low income workers than for
high income workers. Private investments are the opposite — the more you invest, the less
administration costs eat away earnings and the greater the return. Under privatization, guaranteed
benefits would be cut drastically for everyone, but by retirement moderate and low income workers
would have built up much smaller personal accounts than the wealthy. Women, who generally make
less and live longer, would be especially likely to face old age in poverty. And of course while Social
Security benefits increase with family size, investment accounts will not.

B The Loss of Social Insurance Guarantees

Social Security guarantees workers that they and their dependents will have a basic income when no
longer able to work because of old age, disability, or death. Because it is social insurance, and thus
spread over the risk pool of the entire population, Social Security can provide a package of benefits
that no private investment scheme could ever afford, including:

e Annual cost of living increases,

o Benefits that continue as long as a retiree and the surviving spouse live, or a disabling condition
lasts,

e A benefit structure that replaces a higher percentage of lower income workers’ wages,

e Benefits for spouses, including divorced spouses, and dependent children and parents.

The stock market goes down as well as up, and even middle income earners would have only small
amounts to invest under most privatization schemes. In a system of sharply reduced core benefits
supplemented by private accounts, many people would not end up with enough to provide for
themselves and their families. Unfortunately, we know that we can count on some of our citizens being
unlucky and some of them being unwise. A system that guarantees only what workers contribute
and not what they will receive provides no security.

Advocates of privatization, including George W. Bush in his speech to Congress, claim that young
workers only realize a 2% "return" on their Social Security taxes, and would make far more investing
the that money. This is a ludicrous calculation, that makes no more sense than calculating the rate of
return on auto insurance. Social Security is an insurance program, not an investment scheme.
Calculations like Bush’s not only fail to take into account how brokerage, administrative, and
annuitization fees reduce the returns on investments. They also ignore the value of Social Security’s
survivors and disability provisions. They ignore the peace of mind that comes from the guarantee of
life time retirement benefits, and the knowledge that our children, our parents, our grandparents — all
of our family and neighbors — have a secure future. From the worker’s standpoint, the stock market
offers no advantage over the retirement, disability, and survivors insurance guaranteed by Social
Security, especially when the risk of stock market investment is factored in.

Many approaches that claim to reform Social Security fundamentally
undermine it. They use a hypothetical and far distant funding shortfall as an
excuse to take apart Social Security and transform it from a social insurance
program into an investment scheme. This approach does not provide
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beneficiaries with guaranteed benefits. Indeed, it undermines economic
security, raises taxes, reduces benefits, and diverts funds from actual
benefits into the hands of Wall Street.
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Part IV. The Right Reforms for Social Security

I The Wobbly Stool of Retirement Security

Social Security isn’'t in crisis, and it’s time to promote a reform agenda that truly strengthens rather
than eliminates the program’s insurance guarantees. Social Security provides the solid foundation of
basic income, but even with its resounding success rarely provides enough income for a truly
comfortable retirement. Pensions and personal savings form the other two legs of the "three-legged
stool" of income security in old age. Few seniors who collect Social Security now live below the official
poverty level, but a number live all too close to that line. According to the U.S. Census Bureau, 30% of
people over age 65 had incomes within 175% of the poverty level in 1999, including 50% of

African-American and Hispanic seniors and 53% of women living alone. Those over age 75 were also

more likely to have lower incomes 161

Percentage of Seniors with Incomes in Poverty and Near Poverty, 1999
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While 90% of seniors collect Social Security, only 43% of senior households receive income from
pensions. Forty percent of senior households rely on Social Security for 80% or more of their income,

and two thirds of seniors receive at least half their income from Social Security.lﬁ1 Nationally, 80% of
workers earning over $75,000, but only one fourth of those earning under $15,000, have a pension.[@1

1998 Pension Coverage for Private Sector Workers, by EarningsIml
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20%
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Not surprisingly, senior households that do receive pensions typically have significantly higher

incomes than those without pension benefits. 1 Pensions are especially important to the very elderly
who are extremely unlikely to work for pay. Median household income declines considerably as people
age, from about $21,000 annually for people aged 65 to 69, to about $11,000 for those over age

85.72 Low income certainly compounds the insecurities and difficulties of declining health and ability
among the very elderly.
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E Ending Poverty Among Senior Social Security Recipients

We can achieve the goal of eliminating poverty and near poverty among elderly Social Security
recipients.

1. Changing the benefit formula to increase benefits for the lowest income earners. Under
the 2001 Social Security formula, workers receiving full benefits get 90% of the first $561 of
their average monthly earnings adjusted for inflation, 32% of the earnings between $561 and
$3,202, and 15% of earnings up to $6,700 monthly. Replacing 100% of wages below the first
"bend point" and 45% below the second, and also lowering the second bend point, would boost

the incomes of those who need it the most while keeping costs low. 41

2. Increasing elderly survivors benefits. Married couples can opt to either collect each spouses’
individual retirement benefit, or 1.5 times the higher earning spouse’s benefit. Currently a widow
receives two-thirds of the benefit she and her husband received while he was alive, if she
collects a spousal benefit. If she opts instead to collect based on her own earnings, her income
could drop by half after his death. Raising the benefit for the survivor of a married couple to 75%
of the combined pre-death benefit, with an income cap to limit the benefit for the highest income
recipients, would help lower and moderate-income widows and widowers. This change would

also redress an inequity that now exists between one-and two-earner families.[”21

3. Returning full retirement age to 65. In 1983 Congress voted to gradually increase the age at
which a worker can receive full retirement benefits to age 67, beginning in 2003. Workers born
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in 1938 will have to be 65 and two months to receive a full benefit, those born from 1943
through 1954 will have to be 66, and those born in 1960 or later will have to be 67. Workers will
still be able to begin collecting at age 62, but their monthly benefit will be permanently reduced
even more. Workers born in 1937 or earlier who retire at age 62 receive a monthly benefit 20%
lower than they would have if they had waited until age 65. Those born in 1960 or later will see a

30% reduction if they opt to retire at age 62176l

Older widows whose husbands took early retirement have much higher poverty rates than

those whose husbands chose to wait and collect a full benefit. .l We can expect this
situation to get worse, as the rate of reduction for early retirement goes up and life
expectancies increase.

Raising the retirement age especially punishes workers in physically demanding jobs, as
well as those older workers who disproportionately bear the brunt of downsizing and
layoffs during economic downturns and are sometimes forced into early retirement.

I Enhancing Social Security's Resources

¢ Eliminating the cap on taxable income. Earned income above $80,400 (in 2001) is exempt
from Social Security tax, as is unearned income. Even though that cap is adjusted annually with
average wages, a smaller percentage of wages is subject to Social Security taxes today than in
the past because salaries of the highest earners skyrocketed during the 1990s while most
workers saw only modest gains. If we eliminate the cap, we both make the tax system less
regressive and generate new income for Social Security.[ﬁ1

¢ Investing the trust fund in higher yield government insured securities. The Social Security
trust fund is invested in U.S. Treasury bonds, yielding about 7% per year. Trust funds could be
invested in other kinds of government secured funds that yield higher rates of interest and
promote important social goals, such as Fannie Mae home mortgages.

E Important Reforms Outside of Social Security to Enhance Retirement Security for
All

Social Security provides a solid foundation for economic security in retirement and has succeeded in
eliminating the threat of dire poverty and dependency among older Americans. Nevertheless, workers
who are not able to also build up pensions and savings risk living on the brink of low income in their
old age. Only 43% of senior households currently receive income from pensions, and only half our
workforce has a retirement plan at work. Our existing pension system is working well for the well-to-do,
the financially savvy, and workers in large companies, but is failing a high percentage of the workforce.

Under our current retirement savings policies:[B1

e Less than one third of workers in companies with fewer than 100 employees participate in an
employment-based retirement plan.

Only 18% of low-income earners have pensions.

Part-time workers rarely have access to retirement benefits.

Workers often lose ground in pension savings when they change jobs.

Administrative costs of retirement savings plans are often high and difficult to even identify.
Regulations and the maze of private providers make pensions overwhelmingly complex for
many small businesses and individuals.

We can build on the foundation of retirement security that Social Security provides by expanding
pension policy to assure that all workers have the opportunity to save for their old age. The Economic
Opportunity Institute is working with business, worker, and policy groups to develop the details of
Washington Voluntary Accounts. Washington Voluntary Accounts (WVAs) would open a new defined
contribution retirement plan within the State of Washington’s Department of Retirement Systems. Al
workers in the state would be able to invest a portion of their paycheck in a retirement account. WVAs
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would offer both workers and small businesses a number of advantages over existing plans:

® \WVAs would be much cheaper than existing 401(k) and IRA plans for smaller companies.

® \WVAs would be simple for both businesses and workers — no wading through many alternative
options, each with complex legal and financial considerations.

* \WVAs would benefit from the bargaining and investment power of the state system.

Washington Voluntary Accounts would provide employers a simple and inexpensive way to offer an
employee benefit, while providing all Washington workers a voluntary and practical way to save for a
more secure and comfortable retirement. This program could be replicated in other states, and
adopted on a national level. Such accounts must be to Social Security and not carved out
of Social Security’s guaranteed base.

Conclusion

Social Security is one of our country’s most successful programs. Because of Social Security, poverty
among our seniors has fallen to under 10%, and perhaps as importantly, the fear of poverty and
dependency has been almost eliminated. Americans of all ages benefit from the security of knowing
that they, their grandparents, parents, spouses, and children will have a basic income in the event of
an exceptionally long life, or a tragic loss.

The 2001 report of the Social Security trustees confirms that the program as it exists is strong and
healthy. There is no need for fundamental structural change. Nevertheless, the relentless campaign by
the financial industry and conservative ideologues has succeeded in undermining public confidence in
the system. In May 2001, the president appointed a commission of sixteen people, all of them already
committed to carving Social Security into private accounts, and charged them with coming up with a
plan by the fall.

This proposed transformation would be a disaster for the American people. It would lead to a society
where the oldest and frailest lived in poverty, and only the wealthiest could face retirement with
confidence.

Privatization is the wrong approach, but there are modest reforms that would make Social Security
even better than it currently is. Poverty and fear of poverty among seniors has fallen to the lowest level
ever, but far too many still live in straightened circumstances. Adjusting benefit formulas to increase
benefits for the lowest income earners and for elderly widows and widowers would be a significant
improvement. Returning the retirement age to 65, rather than continuing the scheduled change to age
67, would also be a major relief for many workers, particularly those in physically demanding jobs.
These changes could be easily funded by raising or completely eliminating the cap on taxable income,
which would also make the tax system less regressive.

Any reforms we make to Social Security must recognize that it is a social insurance program.
Everyone who works benefits and knows that they and their families are protected, whether they work
for high wages or low wages, whether they are lucky or extraordinarily unlucky. We're all better off
knowing that we, our family members, and all our neighbors who contribute to our national prosperity
can be assured of living in dignity, even when faced with life’s adversities.

Social Security is a success because it binds us together across generations and income levels,

regions and races, and unites us as Americans. Social Security is strong and healthy, and builds the
kind of America most of us want. Let’s keep it that way.
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