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Executive Sunmmary

Many defenders of Social Security assert that the
program favors the poor and keeps | owwage earners out of
poverty. Those clainms are m staken.

Today, despite Social Security's progressive benefit
structure, nore than 1 in 10 seniors live in poverty.
Social Security sinply costs too nuch and pays too little.
The rate of return on Social Security taxes paid during a
working life is dismal, making the opportunity cost of
participating in the programinstead of a private retirenent
pl an trenmendous. Social Security's approaching fiscal
crisis threatens to nmake this situati on worse.

The poor woul d accrue substantial savings and enjoy
much | arger retirenent benefits if they were allowed to
redirect payroll taxes to individually owned, privately
i nvested accounts. Instead of relying on political prom ses
for retirenment security, |owwage workers would have tangi -
ble retirenment savings built fromtheir earnings. Such a
system woul d provide greater financial security and would go
a long way toward elim nating poverty anong the elderly.
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| nt roducti on

Since President Clinton noved Social Security to the
forefront of political debate with his state of the union
call to "save Social Security first,"” a bipartisan consensus
has been building that Social Security needs to be reforned
to incorporate private investnent. However, defenders of
the status quo trot out the plight of the elderly poor, who
are often entirely dependent on Social Security for retire-
ment income, as a primary reason that Social Security's
structure should not be changed. But that is one of the
primary reasons that Social Security nmust be changed.

The poor woul d benefit nost fromtransform ng today's

Social Security systeminto one based on individual savings.

Currently, Social Security's high payroll taxes buy workers
only the hope that the government will be able to extract
enough taxes fromthe next generation of workers to pay

| egi sl ated benefits. Those prom sed benefits are neager and
represent a bel ownmarket rate of return. Even worse, in the
near future, the government wll be unable to neet its
obligations and will have the choice of cutting benefits by
25 percent, raising taxes, or increasing the federal debt.

By allowi ng workers to redirect their payroll taxes to
i ndi vidual ly owned, privately invested accounts, the govern-
ment woul d give individuals the opportunity to prefund their
future retirenment benefits. Through the power of conpound
interest, all workers would be able to accrue by retirenent
a substantial asset that would provide benefits significant-
|y greater than those prom sed by Social Security today.
That is particularly inportant to | owwage workers who
depend on such a streamof income for retirenment security.

Addi tional benefits of private accounts for the poor
are nunerous: the accounts would be private property that
i ndividuals could pass on to their heirs at death; the in-
creased savings rate would cause the econony to grow, creat-
ing nore jobs; and, instead of being beholden to the govern-
ment for a nonthly retirenent check, the poor would be self-
sufficient, providing for thenselves a better retirenent
than that prom sed by Social Security.

Carrie Lips is project assistant for the Cato Project on
Soci al Security Privatization.
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Al workers--but particularly | owwage workers--need
and deserve the opportunity to participate in a retirenent
systemthat nmakes the nost of their contributions and gives
t hem ownership of their retirenent incone.

Does Social Security Really Help the Poor?

The people who created the Social Security program
intended to provide a safety net against poverty during old
age. The first question to address when eval uati ng Soci al
Security is whether or not the program has adequately ful -
filled its m ssion.

The el derly conmmunity's poverty rates reveal that
Social Security has failed to provide retirenent security
for all seniors. Today, despite Social Security's inter-
generational wealth transfer systemthat consunmes 22 percent
of the federal budget, 11 percent of the elderly remain in
poverty.! For some groups, the statistics are even worse:
19 percent of widows® and 29 percent of elderly African-
Aneri cans® have fallen through Social Security' s so-called
safety net and live in poverty.

Soci al Security's benefits are sinply not enough. Most
financi al planners believe that, in order to maintain a pre-
retirement standard of Iiving, retlrees need between 60 and
85 percent of preretirenent incone. Soci al Security pro-

vi des | ow-wage workers with a benefit equal to approxi mately
58 percent of their preretirenent incone. Those el derly
who depend entirely on Social Security and receive just 58
percent of their preretirenment inconme often fall below the
poverty threshol d.

Proponents of the status quo frequently cite Soci al
Security's progressive benefit structure as evidence that
the systemfavors the poor. It is true that the benefit
formula is designed to be progressive: average workers get
back approximately 43 percent of their preretirenent i ncone,;
hi gh- wage workers get only 25 percent. However, according
to studies by the RAND Corporation and the Heritage Founda-
tion, Social Security's progressivity may be conpletely
elimnated and, in sonme cases, even reversed by differences
in longevity.’

That is because the anobunt of noney received from
Soci al Security depends on how | ong an individual |ives.
I ndi viduals with | ower incones tend to di e younger and,
therefore, collect fewer Social Security checks than those
i n higher income brackets. For exanple, on average, a white
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man i n the highest incone bracket who reaches age 65 wl|
live 3.1 years longer than a white man in the | owest incone
bracket. Three years amounts to 36 additional checks from
the Social Security Admi nistration. Simlarly, high-incone
bl ack males live 2. 5 years |l onger than do those in the

| owest income group.® Al though the poor may receive a

| arger percentage of their preretirenent incone each nonth,
they generally receive fewer paynents.

In addition, the poor tend to start working earlier
t han hi gh-i ncone workers because they are less likely to
attend col |l ege or graduate school . Thus, many | owincone
wor kers work 45 years or nore, but, because Social Securi -
ty's benefits are based on only 35 years of earnings, the
extra years are unconpensat ed.

Those factors disproportionately affect certain deno-
graphic groups, particularly African-Anericans. The average
life expectancy of a black male born today is just 66.1
years. Wen a black nale reaches age 65, he is expected to
live only another 13.9 ears, al nost 2 years--24 paynents--
| ess than a white nal e. According to a study conducted by
the RAND Corporation, differences in |life expectancies and
marriage rates result in a net inconme transfer through
Soci al Security fromblacks to mhltes of as much as $10, 000
per person on a lifetinme basis.

The good intentions of the people who desi gned Soci al
Security do not change the reality that the program often
fails to help those elderly nost in need. The failure of
this massive federal entitlenent programto provide retire-
ment security for 1 in 10 elderly people is reason enough to
exam ne the program s structure in an effort to inprove the
| ot of the elderly who are in poverty today.

The Cost of Social Security

Def enders of the current program point to how nuch
worse of f many el derly people would be w thout Social Secu-
rity's benefits. Indeed, according to the Social Security
Adm ni stration, two-thirds of beneficiaries depend on Soci al
Security for nore than half of their retirenent incone and
30 percent rely on Social Security for nore than 90 percent
of their retirenent incone.'?

However, the benefits the poor receive in retirenent
shoul d be evaluated in relation to the programis cost for
| ow- wvage wor kers. For | ow wage workers, the opportunity
cost of forfeiting 12.4 percent of inconme to the governnent
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is tremendous. That is noney that could have been used for
education, housing, a private savings plan, or other inpor-
tant needs. Therefore, the relevant question when eval uat -
ing Social Security is whether or not the benefits received
inretirement justify the taxes paid to support the system

Today, a 28-year-old worker nmaking $13,500 per year
pays $1,674 in payroll taxes (including both the enployer
and enpl oyee share of the tax). In return for his lifetine
of contributions, the Social Security Adm nistration prom s-
es to give hima paynent equal to $815 per nonth in today's
dollars when he retires at age 67. That represents a rate
of return of just 2.75 percent, well below the return one
coul d expect froma private savings plan. Social Security's
cost to the worker can be viewed as the forgone wealth that
woul d have accrued in another retirenment plan.

Had this | ow-wage worker participated in a conservative
savings programthat invested in bonds and earned just a 4
percent rate of return (which is approximately the historic
average return for corporate bonds),' his nonthly paynent
in retirenment would be $1, 243, nore than $400 greater than
Social Security's benefits. The difference in value of
those two streans of paynent--the anmount | ost by paying into
Soci al Security--is al nost $50, 000.

Figure 1
Value of Retirement Plan for a Worker Born in 1970 Who Has a Salary of $13,500
and Retires at Age 67

Promised Social Bond fund, 50/50 Stock fund,
Security, 4.0% real stock/bond, 7.5% resl
2.75%red rate of return 5.75%red rate of return
rate of return rate of return

Source: Cato Institute's calculator at www.social security.org.
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| f you conpare Social Security with a nore typical sav-
ings plan that earns a 5.75 percent return on a m x of
stocks (which historically have provided a return of 7.6
percent)™ and bonds, the anount |ost by participating in
Social Security is nore than $150,000. The difference
bet ween Social Security and an all-stock fund is nore than
$350, 000 (see Figure 1).

Workers recogni ze the incredible | oss they sustain
because they are unable to save and participate in the
market. A recent article in the Washi ngton Post highlighted
the feeling of disenfranchi senent experienced by workers
who, after paying taxes and providing for basic |iving
expenses, sinply are unable to accunul ate savings and par-
ticipate in the market:

One of the many standing on the sidelines is M ke
Mar cus, a 45-year-old painter from Summt Point,
WVa. "Pfft. Don't care," he shrugged, when
asked his views about the Dow Jones industri al

average's giddy clinb to the 9000 | evel. "You've
got to have noney to get intoit. |If you live
paycheck to paycheck, it's kind of hard to do
that."

Anal ysts at the Vanguard G oup estimate that
if Marcus had nmanaged to squirrel away $1, 000 each
year after his 20th birthday, plowed that noney
into a nutual fund that matched the performance of
t he Dow and reinvested his dividends, he would now
own a stock portfolio worth nore than $332,433. %

The trouble is that | owwage workers do not have an
extra $1,000 to "plow into a mutual fund." The noney they
are forced to contribute to the federal governnent's retire-
ment plan is often the only noney they could invest in a
true savings program The abysmal rate of return provided
by Social Security not only translates into neager benefits
that | eave many in poverty but also represents a trenendous
| ost opportunity to accunul ate substantial savings.

Soci al Security's Fiscal Future

Social Security wll soon be facing a fiscal crisis as
payrol | taxes becone insufficient to pay |egislated bene-
fits. Wthout Social Security reform the federal govern-
ment will have to cut benefits, increase taxes, or enlarge
the debt. Any of those options nakes Social Security's rate
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of return worse and has dire consequences for | ow wage
wor ker s.

Soci al Security's probl ens--neager benefits, disnal
rate of return, and approaching deficits--are the inevitable
consequences of its flawed systemof financing. In a typi-
cal retirenent plan, noney is invested in conpanies that
provi de services and products consuners want. \Wen a conpa-
ny succeeds, nore wealth is created and the assets in the
individual's retirenment account becone nore val uabl e.

Social Security's pay-as-you-go financing is the exact
opposite of that of a typical pension plan. Mney taken
fromworkers is imediately redistributed to beneficiaries
for consunption. Nothing is saved toward the future bene-
fits to be paid to today's workers. Instead of increasing
the supply of wealth through investnent, Social Security
decreases investnent in order to neet the demand for dispos-
abl e income for seniors. |Instead of having an asset built
fromtheir contributions, today's workers retire with only a
political claimon future tax revenue.

Because of changes in denographics--increased life
expectancies and |lower birthrates--the governnent will find
it increasingly difficult to extract enough taxes fromthe
next generation of workers to pay the benefits it has prom
ised. In 2013 Social Security wll pay out nore in benefits
than it will collect in payroll taxes. The governnent wl|
have to use general tax revenue to reinburse Social Securi-
ty's trust fund in order to neet its obligations to seniors.

When the trust fund has been exhausted in 2032, payrol
taxes are projected to be sufficient to fund just 75 percent
of pronmised benefits.' For the poor who have contributed
all of their lives and have no other retirenent savings,
such benefit cuts woul d be devastati ng.

To avoid cutting benefits, the governnent could raise
taxes. In order to make Soci al Security solvent in 2032,
today's 12.4 percent payroll tax would have to be increased
by nearly 50 percent, forcing tonorrow s workers to give up
nearly one-fifth of their inconme just to pay for Soci al
Security.? Three-fourths of all Anericans already pay nore
in payroll tax than they do in federal incone tax.'® The
addi tional tax burden would | eave tonorrow s | ow wage wor k-
ers with even | ess disposable incone, decreasing their
chance to save and | eaving them even nore dependent on the
federal government's crunbling retirenment program
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The Benefits of Personal Retirenent Accounts

By reform ng Social Security to allow workers to redi -
rect their payroll taxes to individually owned, privately
i nvested accounts, the governnent would give individuals the
chance to prefund their future retirenment benefits and
accrue substantial savings by taking advantage of nmarkets.
The benefits of a system of personal retirenent accounts are
nuner ous:

H gher Retirenent Benefits, Less Poverty

Al'l workers woul d receive higher retirenment benefits
under a systemthat gave themthe ability to invest their
contributions in productive enterprises. Throughout a
worker's lifetime, his contributions would accumul ate and
earn interest in an account. At retirenent, his asset would
be able to provide a much higher nonthly benefit than would
Soci al Security.

For exanple, if the 28-year-old worker who nmade
$13, 500 invested his payroll taxes throughout his lifetine,

Figure 2
Monthly Benefits for aWorker Born in 1970 Who Has a Salary of $13,500

$5,000 $4,301

$4,000

$3,0001 $2,292

$2,0001 $1,243

$315
$1,000 Ll
$0- : : :

Promised Social Funded Social Bond fund, 50/50 Stock fund,
Security, Security, 4.0% real stock/bond, 7.5% resl
2.7%% red 1.85% red rate of return 5.75% red rate of return
rate of return rate of return* rate of return

*When this worker retires, the Social Security Administration projectsthat it will be able
to pay only 75 percent of currently legislated benefits.

Source: Cato Institute's calculator at www.social security.org.
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he woul d accrue $290, 628 by age 67, assuming that he in-
vested in a mxed fund of 50 percent bonds and 50 percent
stocks and received returns of 4 percent and 7.5 percent,
respectively. Wth those funds, he would be able to pur-
chase an annuity that would provide a stream of nonthly
paynents of $2,292--alnost three tinmes the benefit currently
prom sed (but not yet funded) by Social Security (see

Figure 2).

Such additional revenue would have a significant inpact
on the standard of living of |owwage workers, who typically
depend on Social Security for the bulk of their retirement
i ncome.

Private Property

Each individual's personal retirenent account woul d be
private property, which could be passed on to his heirs at
deat h.

Today, a single nother could work and contribute to
Social Security her whole life, and if she died at 64,
Soci al Security would give her nothing to pass on to her
children. Wth personal retirenment accounts, the sane
worman, born in 1960, making $15, 000 a year throughout her
lifetinme, would, by the tine she was 64, accunul ate $300, 000
in a balanced fund that could be left to her descendants.?

That nest egg woul d be particularly meaningful to famlies
who are now typically unable to | eave an inheritance to the
next generation and would go a |ong way toward breaking the
cycle of poverty.

Mor eover, personal retirenment accounts are sinply fair:
wor kers deserve to own the products of their |abor. As
previ ously discussed, | owwage workers tend to die earlier
than do those in higher incone groups. @G ving individuals
property rights to their contributions would elimnate the
correlation between return on investnent and |ife span.

| ndi vi dual Enpower nent

In the current system the retired poor are beholden to
the federal governnent for a nonthly retirenment check and
face considerable political risk. As the Suprenme Court
rem nded us in the Flem ng v. Nestor decision in 1960,

i ndi viduals do not have a "right”™ to Social Security bene-
fits based on contributions.?® At any tine, politicians can
reduce or even elimnate benefits. In fact, Social Security
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t axes have been raised nore than 30 tinmes since the program
began.?*® Wth Social Security's financial prospects becom
ing increasingly grim the risk that politicians wll cut
seniors' benefits is very real

A system of personal retirenment accounts woul d end the
dependence of the elderly on the federal governnent and
allowthemto retire with greater benefits and the pride of
having provided for their own retirenent security. |Instead
of having 12.4 percent of earnings disappear in the black
hol e of the federal governnment, workers would see their
contributions accunulate in accounts and grow t hroughout
their working lives.

Essentially, a system of personal retirenent accounts
woul d be an enpl oyee stock option plan for America. Al
wor kers woul d be vested in the U S. econony and woul d have a
tangi bl e incentive to be productive participants in the
wor kpl ace. That would be particularly inportant to workers
who struggl e paycheck to paycheck and have no incone avail -
able for savings. Instead of feeling left out of the econo-
nmy, all workers would have an interest in the country's
econom ¢ success. They woul d be encouraged to continue
wor ki ng and savi ngs by seeing wealth accumulating in their
accounts.

Ef fects on the Econony

Unlike a traditional retirenent savings plan, today's
Soci al Security programreduces savings by i medi ately
redi stributing workers' contributions for consunption. The
reduced savings rate neans there is |less investnent capital
avai |l abl e for new busi nesses and econoni ¢ expansi on.

That drain on the econony affects the poor in several
ways. The lack of capital slows and sonetinmes elimnates
i nvestnment in poorer areas that m ght otherw se be seen by
i nvestors as opportunities for growth. Less capital is
avai |l abl e to businesses for expandi ng, conducting nore
research, creating nore jobs, and making better products for
CONSUIErs.

Econom st Martin Feldstein estimates that, as a result
of noving to a system of personal retirenment accounts, the
gross donestic product would increase by 5 percent perna-
nently and the net present value to the econony would be a
gain of $10 trillion to $20 trillion.*® For the poor, those
macr oeconom ¢ trends would translate into the creation
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of new businesses in their comunities; nore jobs; and
better, cheaper products.

s Privatization Too R sky?

Critics of privatization often concede that a system of
personal retirement accounts would |l ead to greater wealth
creation. However, they believe such a systemis sonehow
riskier than the current programi s unfunded political prom
ise. The poor, they argue, are not educated enough to nake
W se investnent decisions, and privatization is tantanount
to ganbling with their future.

A student of the financial markets would point to the
relatively stable gains the stock market has generated
historically over long investnent periods as evi dence that
private investment is not inherently risky.? Moreover, a
system of personal retirenment accounts could easily incorpo-
rate provisions that would alleviate such concerns and
ensure that the original goals of the programwere net:

The governnent could provide a safety net financed
out of general revenues to ensure a m ni num benefit at
retirenent.

The governnment coul d approve broad investnent alter-
natives to guard agai nst specul ation and overly risky
i nvest nent s.

| ndi vi dual s coul d be given the option of remaining in
the current Social Security program

Such provi sions have been successfully used in coun-
tries that have privatized their public pension systens and
could easily be incorporated into a programin the United
St at es. ?°

Any di scussion of the risks of privatization nmust also
acknow edge the risks of staying with the current system
Wth the program underfunded by $9 trillion, retirees face
the risk that their benefits wll be cut and workers face
the risk that their taxes will be increased. The Soci al
Security Adm nistration projects that by 2032 it wll be
able to pay only three-quarters of |egislated benefits;
there may not be just a "risk"” that Social Security wll be
unable to keep its promses, it may be inevitable.

An inportant distinction between the current Soci al
Security programand a privatized systemis that, unlike in
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today's system individuals wwth a personal retirenent
account would be able to control the level of risk they
assunmed. A risk-averse individual could choose to purchase
only bonds wth a guaranteed return. The risk of today's
Soci al Security programis unavoi dabl e.

Concl usi on

Today's Social Security program in |arge neasure,
fails to neet the goals set for it. Too nmany of today's
elderly remain in poverty, and far too many are dependent on
the governnent's ability to tax future workers for their
retirement security. Pay-as-you-go financing is anathema to
real savings and wealth creation. For |owwage workers who
often cannot afford a second retirenent plan, the |ost
opportunity to save and invest the noney taken as payrol
taxes is irrevocabl e and devastati ng.

A system of personal retirenent accounts would truly
nmeet the goals of the people who created the Social Security
system Through investnent, |ow wage workers woul d be able
to accrue a substantial asset and enjoy higher benefits
during retirenment. Instead of a crushing tax burden being
i nposed on the next generation, all individuals would have
the opportunity to pass on an inheritance to their heirs.
| nstead of being beholden to the governnent for a nonthly
check, all elderly persons would be self-sufficient, provid-
ing for thenselves a better retirenent than that prom sed by
today's Social Security.
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