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Property Rights
The Hidden Issue of Social Security

Reform
by Charles E. Rounds Jr.

Executive Summary

CXZCof the most enduring myths of Socia
urity isthat aworker hasalegal right to
his Socid Security benefits. Many workers
assume that, if they pay Social Security taxes
into the system, they have some sort of lega
guarantee to the system’s benefits. The truth is
exactly the opposite. It has long been law that
thereis no lega right to Socia Security. In two
important cases, Helvering v. Davis and
Flemming v. Nedtor, the U.S. Supreme Court
ruled that Social Security taxesare smply taxes
and convey no property or contractual rights to
Socid Security benefits.

As aresult, aworker’s retirement security is
entirely dependent on the political decisions of
the president and Congress. Benefits may be

reduced or even eliminated at any time. Given
the program’s looming financid criss, benefit
cutbacks are increasingly likely. Therefore, the
entirely politica nature of Sociad Security
placesworkers' retirement security at consider-
ablerisk. Indeed, Congress has dready arbitrar-
ily reduced Social Security benefits of some
groups of workers. Moreover, because Socid
Security benefits are not a worker’s property,
they are not inheritable.

In contrast, a privatized Social Security
system, based on individua accounts, would
provide workers with the benefits and the
safeguards of true ownership. Benefits could
not be arbitrarily reduced or taken away by
the government. In addition, workers could
pass their benefits on to their heirs like any

other property.

Charles E. Rounds Jr. is a professor of law at Suffolk University in Boston, Massachusetts.

The Cato Project On



The U.S.
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ruled that
payroll taxes
are not
“contribution
s” but are
taxes like any
others.

Introduction

One of the most enduring myths of Socia
Security isthat thereisaright to Socia Security
benefits. Many workers assumethat, if they pay
Socia Security taxes “into the system,” they
have some sort of legd right to benefits “ out of
the system.” That isnot surprising. Much of the
language surrounding the Socid Security pro-
gram is designed to convey that impresson.
For example, payroll taxes are caled “insur-
ance contributions’ under the Federa
Insurance Contribution Act. Socid Security
moniesare placed in a“trust fund” to pay “Old-
Age and Survivors Insurance” benefits.

In redity, however, dl those terms are mis-
leading to the point of dishonesty. The U.S.
Supreme Court has ruled that payroll taxes are
not “contributions’ but are taxes like any oth-
ers. Socia Security has nothing to do with
“insurance” contracts or any other type of con-
tract, and nothing to do with segregated
“accounts.” Paying Socia Security taxes does
not give rise to any contractua right to Socia
Security benefits. In the Socia Security Trust
Fund, no property is held in trust for any work-
er or collection of workers.

In Flemming v. Nestor, decided in 1960, the
Supreme Court ruled that Socid Security is an
umbrella term for two schemes thet are legdlly
unrelated! One is a taxation scheme, the other
a wefare scheme. Workers and their families
have no legal claim on the tax payments that
they make into the U.S. Treasury or that are
made on their behaf. Those funds are gone,
commingled with the general assets of the U.S.
government. This decision rested on a previous
case, Helvering v. Davis, in which the Court
ruled that Social Security was not an insurance
program.?

Asaresult, aworker’'s retirement security is
entirely dependent on political decisions made
by the president and Congress. Benefits may be
reduced or even eliminated a any time. Indeed,
Congress has dready arbitrarily reduced the
benefits of some groups of workers. In contrast,
a privatized Socid Security system, based on
individua accounts, would provide workers
with the protections and the safeguards that go
with true ownership. In addition, under the cur-
rent system, because Socia Security benefits
are not the worker's property, they are not
inheritable. But under a privatized system,

workers would be able to pass their benefits on
to their heirs as they would any other property.

What Is Property?

When legal scholars discuss*® property,” they
are, in fact, discussing not a physical object but
abundleof rights? If there are no rightsthat are
enforceable in some court, then, for al intents
and purposes, there is no “property.” The law
generdly puts property into one of three gener-
a categories: red property, tangible persona
property, and intangible persona property. It is
the last category that is at issue in Socid
Security.

An example of intangible personal property
is the classc “nonvarigble’ private annuity
“contract” issued by an insurance company.
The insured pays a premium to the insurance
company in exchange for a promise to make
periodic payments. That enforcegble promiseis
caled “insurance.” The premium belongstothe
insurance company and is subject to the claims
of its creditors. The premium does not exist as
aseparate entity, nor isit segregated. Instead, it
is commingled with the general assets of the
company. In return, the insured individua
receives a contractual promise of benefits.
Because that promise is enforcegble in the
courts, it is property.

Another example of intangible personal
property is abank account. That aso is a con-
tract. The deposited funds belong to the bank
and are subject to the claims of its creditors. In
return, the depositor possesses the bank’s
enforceable promise to pay interest and princk
pal as agreed. In other words, the bank is a
debtor and the depositor is a creditor. The
bank’ s contractua promise (i.e., the “account”)
iS property.

Private property is a bundle of rights.
Accordingly, “the dichotomy between personal
liberties and property rights is a fase one.
Property does not have rights. People have
rights”* Thusit is said, “The right of property
is the guardian of every other right, and to
deprive a people of this is in fact to deprive
them of their liberty.”> Were the U.S. govern-
ment to own al the printing presses, the First
Amendment would not be worth the paper it is
printed on. We would be a citizenry of suppli-
cants, constrained in our political expression by



the whims and the predilections of politicians
and state bureaucrats.

The bundle of private rightswe call property
is the guardian not only of our civil rights but
aso of our physica welfare. Thus, a public
retirement benefit scheme under which the
date, rather than its citizens, has untrammeled
ownership of al the underlying property is a
scheme that alows the state to reduce benefits
or diminate them altogether. Socid Security, as
currently structured, is such a scheme because
under it “participants’ have no legd right to
any future benefits.

Social Security Involves No
Property Rights

For some time, it has been law that workers
have no property rightsin Sociad Security. Two
key Supreme Court decisions established that.

The first was the 1937 case of Helvering v.
Davis, which began as an action by a share
holder of the Edison Electric Illuminating
Company of Boston, Massachustts, to restrain
the corporation from making payments and
deductionscalled for by the Social Security Act
pending adjudication of the act’ s constitutional -
ity. The federd district court declined to issue
an injunction. Helvering, the Edison sharehold-
er, appeded to the Circuit Court of Appedsfor
the First Circuit. The court of appedls held that
the welfare component of Socid Security was
void as an invasion of powers reserved to the
states or to the people by the Tenth
Amendment. Accordingly, the taxation compo-
nent of Socid Security “collapsed” with the
welfare component. The government gppesled,
and the Supreme Court agreed to hear the case.

One of the key issues facing the Court was
whether Socid Security was an insurance pro-
gram or Smply a welfare program. Although at
the time the federd government’s authority to
operate a wefare program was under debate
(indeed, the plaintiffsin Helvering chalenged
that authority), it was generally agreed that afed-
erd insurance program would be uncongtitution-
d. As BEdward Witte, executive director of the
research staff of the Committee on Economic
Security and one of the fathers of Socia
Security, warned supporters, “The only hope. . .
is that the Court will find [the Socid Security
Act] doesnat, in fact, establish an old-age insur-

ance program.”® In fact, the Socid Security
Adminigration was so concerned about that
issue that it warned its employeesto “play down
the use of terms such asinsurance and not dlow,
in any officid reports or publicity, the coupling
of the tax titles with the two insurance titles lest
the Court take judicid notice when consdering
the condtitutiondity of the Act.””

On May 24, 1937, the Supreme Court sided
with the federa government by upholding the
condtitutionality of the Social Security Act. In
doing so, the Court essentialy deferred to
Congress on the question of which wefare
schemes fall within the ambit of the
Congtitution's Genera Welfare Clause.
However, the Court also explicitly concluded
that Social Security was not an insurance pro-
gram. The Court noted, “The proceeds of both
employee and employer taxes are to be paid
into the treasury like any other internal revenue
generdly, and are not earmarked in any way.”®

The mgority in Helvering did not provide a
definitive answer about what legdl relationship,
if any, aworker has with the U.S. government
with respect to his FICA payments. Socia
Security was not insurance. But what wasit?Is
the nexus between Socia Security taxes and the
welfare scheme so close that workers have con-
stitutionally protected property rights in those
payments? Something akin to an annuity pur-
chased from a private insurance company? Or
perhaps an individua retirement account?

That question would be decided in a second
case, Flerming v. Negtor, which picked up
where Helveringleft off. Ephram Nestor was a
one-time resdent dien and, briefly, a member
of the U.S. Communist Party. From December
1936 to January 1955, both Nestor and his
employers had made FICA tax paymentsto the
federa government. Classfied as an undesir-
able dien because of his prior Communist
Party affiliation, Nestor was deported to his
native Bulgariain July 1956.

In 1954, 15 years after Nestor had ceased
being acommunist and 18 years after he began
paying his FICA taxes, Congress passed a law
providing that any person who had been deport-
ed by reason of communist affiliation would
have his Social Security benefits cut off.
Accordingly, on his deportation, Nestor’s old-
age benefits were cut off.

Nestor sued, arguing that because he had
paid Sociad Security taxes he had a right to

For some
time, it has
been law that
workers have
no property
rights in
Social
Security.
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Socid Security benefits. Among other things,
Nestor argued that he had a“property right” in
his Socia Security benefits and that, by cutting
off those benefits, the government had made an
unlawful “taking” of his property under the
Fifth Amendment.

However, the Court disagreed. Standing on
the shoulders of Helvering, Justice Harlan
wrote:

To engraft upon the Social Security
system a concept of “accrued property
rights’ would deprive it of the flexibil-
ity and boldness in adjustment to ever-
changing conditions which it demands.

The Court continued:

It was doubtless out of an awareness of
the need for such flexibility that
Congress included in the original Act,
and has since retained, a clause
expressy reserving to it “[t]he right to
alter, amend, or repea any provison”
of the Act. S 1104, 49 Stat. 648, 42
U.SC. s 1304, 42 U.S.CA. s 1304.
That provision makes express what is
implicitin the ingtitutional needs of the
program. . . . We must conclude that a
person covered by the Act has not such
a right in benefit payments as would
make every defeasance of “accrued”
interests violative of the Due Process
Clause of the Fifth Amendment.®

The Court also rejected any comparison of
Socid Security with insurance or an annuity:

It is apparent that the noncontractual
interest of an employee covered by the
Act cannot be soundly anal ogized to that
of the holder of an annuity, whose right
to benefitsis bottomed on his contractu-
a premium payments®

In reaching those decisons, the Supreme
Court was simply affirming the intent of
Congress and the authors of Social Security,
who, despite the rhetoric surrounding the pro-
gram, aways understood that workers would
have no contractua rights to Socia Security
benefits.

In 1953, the House Committee on Ways and
Means held hearings on that very issue. Among

the witnesses was Arthur J. Altmeyer, who,
having just retired as commissoner of the
Socia Security Administration, had been asso-
ciated with the program since its inception.
Altmeyer was a reluctant witness who ulti-
mately had to be subpoenaed to appear.
However, under questioning by Rep. John
Dingell Sr. (D-Mich.), he admitted, “There is
no individua contract between the beneficiary
and the Government.” *

That led to the following exchange between
Altmeyer and Rep. Lawrence Winn (R-Kans):

Congressman Winn:  Mr. Altmeyer,
there being no contractua obligation
between the Government and the work-
e, it follows, doesit not, that the benefit
payments under Title Il of the Socid
Security Act are merely statutory bene-
fits which Congress may withdraw or
ater at any time?

Mr. Altmeyer: | have answered your
question, sir. If you will refer to sec-
tion 1101, you will find, as you read
into the record, that there are no vested
rights.

Congressman Winn: We have aso
established that there is no insurance
contract between the Government and
the worker within a covered wage
whereby the rights and obligations of a
party are set; that is correct, isit not?

Mr. Altmeyer: No. You did not
establish that. That has been self-evi-
dent since the law was passed in
19352

Even the Sociad Security Administration’s
official Web site notes that “entitlement to
Social Security benefitsis not [a] contractual
right.”* The SSA states, “There has been a
temptation throughout the program’s history
for some people to suppose that their FICA
payroll taxes entitle them to a benefit in a
legal, contractual sense.” However, SSA
notes, “Congress clearly had no such limita-
tion in mind when crafting the law.” The SSA
goes on to state, “Thisisthe issue finaly set-
tled by Flemming v. Nestor.” Thereis no right
to Socia Security benefits.

To reiterate, Social Security asit is currently
structured is a welfare program.™ The govern-
ment collects tax revenues through FICA and



commingles them with its general assets.
Congress then authorizes benefit payments out
of general assetsto those people it deems dligi-
ble. The citizen hasno “ property” interest in the
scheme. There is no segregated “account.”
There is no “insurance contract.” There is no
“trust.”

The bottom line is this: there is no lega
nexus between what istaken in and what isdis-
bursed. The government is free a any time to
change the rules of the game or to close the
game down atogether. When it comesto future
Socia Security payments, we are no more than
supplicants.

Can We Trust the “Trust
Fund”?

If individuals have no direct property rightin
Socia Security, is there, perhaps, an indirect
one through the Social Security Trust Fund? A
“trust” isafiduciary relationship with repect to
“property.”* The trustee takes title to the prop-
ety for the benefit of the beneficiary. The
trustee has a judicidly enforceable duty of
undivided loyaty—that is, a duty to act solely
intheinterest of the beneficiary. In other words,
the trustee is accountable to the beneficiary. In
another case, Justice Cardozo, writing for the
majority, said:

A trustee is held to something stricter
than the mords of the marketplace.
Not honesty alone, but the punctilio of
an honor the most senditive, isthen the
standard of behavior. As to this there
has developed a tradition that is
unbending and inveterate. Uncom-
promising rigidity has been the attitude
of courts of equity when petitioned to
undermine the rule of undivided loyal-
ty by the “disintegrating eroson” of
particular exceptions.™

Trust funds are segregated from the trustee’ s
own assts and thus are insulated from the
claimsof thetrustee' screditorsand from diver-
son to purposes unrelated to the trust. The ben-
eficiary’ sinterest under a“trust” issaidtobean
equitable, or beneficia, interest. That benefi-
cial, or equitable, interest isitself “property.” A

smple example of such a“property” interest is
amutua fund share. The trustees of the mutual
fund have thetitle to the underlying assets. The
investors, however, have the equitable, or ben-
eficid, interest. Although the trustees have the
legdl title, the actual economic interest is with
the investors.

The Socia Security Trust Fund involves no
“trugt,” as that term is commonly understood.
The U.S. government is not a trustee of FICA
receipts. The receipts are not segregated in the
sense that that they are legdly insulated from
diverson to governmental purposes that are
unrelated to paying old-age, survivors, or dis
ability benefits. Socia Security affordsno equi-
table, or beneficia, property interest to anyone
other than the federad government. In other
words, under the current Socia Security sys-
tem, there is no judicialy enforceable duty of
undil\éided loyaty to workers and their fami-
lies.

Social Security, Property

Rights,
and Risk

The question of risk is extremely important
to the debate over Social Security’s future,
because much of the opposition to privatizing
Socid Security has been based on the faulty
premise that the current Socia Security system
isless risky than private capital markets.

Of course, that argument overstates the risks
of private markets. True, as Justice Putnam in
the landmark trust case Harvard College v.
Amory opined, “Do what you will, the capitd is
at hazard.”® In other words, there is no invest-
ment that is risk free. However, over the long
term, prudent, diversified private capital invest-
ments have proven remarkably safe and lucra:
tive. That cannot be said for Socid Security,
which continues to place workers and their
families at considerable economic risk. Why at
risk? Because the scheme does not involve pri-
vate property and the protections and the safe-
guards that go with it.

Socid Security is facing a severe financia
crisis. By 2014, the system will be running a
deficit. Overdl, Socia Security is more than
$10.4 trillion in debt.” One likely response to
this shortfall will be a reduction in benefits.

Social
Security
benefits have
been cut in
the past, both
directly and
indirectly.
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And, because workers have no property right to
their benefits, Congressis free to cut them.

That would not be unprecedented. Socia
Security benefits have been cut in the past, both
directly and indirectly. For example, the retire-
ment age has been raised. Workers who entered
the workforce in 1955 were told then that they
would be ableto retire at age 65 and receivefull
benefits. They paid taxes into the program
under that expectation. However, in 1983,
Congress changed the rules. Those workers
must now work until age 65 years and two
months to receive full benefits. For workers
retiring in the future, the retirement age will
continue to rise until it reaches age 67.
Congress is dready debating several future
benefit cuts, including additiona increases in
the retirement age, reductionsin the cost-of-liv-
ing adjustment, and means testing. Indeed, if
such cuts are to keep Social Security solvent,
they will involve trillions of dollars in prom-
ised—Dbut lost—benefits. That makes the cur-
rent Socid Security system very risky indeed.

However, the risks posed by not having a
legal property right to Socia Security benefits
go well beyond the program’s future financial
problems. Some Americans have aready had
their Social Security benefits arbitrarily
reduced as the result of political decisons. For
example, in an effort to combat “double dip-
ping,” Congress cut the benefits of retired fed-
erd workers. Many federal workers retire after
20 years of service and become digible for a
government pension. Because they are ill
quite young, many go back to work in the pri-
vate sector in jobs at which they pay Socia
Security taxes. However, they do not receive
full Socid Security benefits in exchange for
those taxes. Instead, those benefits will be
reduced by an amount equal to two-thirds of
their federal pension. Smilar reductions apply
to survivors and spousal benefits. In essence, a
large portion of those federal workers Socia
Security benefits has been confiscated.

The government also confiscates aportion of
the benefits of individuas who work after the
age of 65. The Socia Security earnings test
reduces Socid Security benefits by one dollar
for every three dollars earned above a certain
threshold. Earnings tests also apply to sur-
vivors and disability benefits?

Such unfairness is the inevitable result of a
system in which benefits are determined solely

by palitical decisons and are unrelated to any
sort of property right.

Findly, it is important to note that, because
there is no property right in Socia Security,
benefits do not become part of an individua’s
estate on death but, instead, revert to the gov-
ernment. As a result, Social Security benefits
are not inheritable. A worker might pay Socia
Security taxes during his entire working life,
but, if that person dies young, without a spouse
or children under age 18, none of his benefits
may be passed on to his heirs.

In contrast, workers would have atrue prop-
erty right in individua accounts. Not only
would such accounts earn much higher rates of
return, and therefore grester retirement bene-
fits, through private investment, but aso those
benefits would be the worker's property.
Because a worker would own his retirement
nest egg, the government, under the Fifth
Amendment of the U.S. Constitution, could not
chip away at it or take it away dtogether.
Government could not arbitrarily reduce bene-
fits for some categories of workers or impose
earnings tests. Funds in an individua account
would be fully inheritable, like any other prop-
erty inanindividua’ sestate. For instance, if the
worker purchased an annuity with the proceeds
of his account, he could go to court to enforce
his rights should the insurance company not
comply with its agreement. The same could not
be sad for a worker's so-cdled interest in the
Socid Security system.

Conclusion

Despite the widespread belief that workers
have aright to their Socia Security benefits, it
has been settled law that workers have no legdl
right to Social Security benefits. In Helvering
and Flemming, the Supreme Court ruled that
Socia Security taxes are Smply taxes and con-
vey no property or contractua rights to Socia
Security benefits.

Thus, in the current system, a worker's
retirement security is dependent entirely on
political decisons made by the president and
Congress. Benefits may be reduced or even
eiminated a any time. Given the program's
looming financid criss, such benefit cutbacks
are increasingly likely, which places workers
retirement security at considerable risk.



In contrast, a privatized Socid Security sys
tem, based on individud accounts, would pro-
vide workers with true ownership of their retire-
ment benefits and dl the advantages—legd,
economic, and otherwise—that go therewith.
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