
Executive Summary

The United States is currently undergoing
profound social, demographic, and eco-

nomic changes, shifting from an industrial base
to a new information economy, at the same time
that life expectancies are increasing and the
baby-boom generation is nearing retirement.
Given these changes, it is more important than
ever to reengineer Social Security, adapting it to
this new reality.

Specifically, the current pay-as-you-go
(PAYGO) Social Security system is structurally
flawed and produces a declining rate of return that
is far lower than the return that workers could earn
through investing their taxes in private capital mar-
kets. Indeed, young workers can expect future
returns from Social Security of from only 0.58
percent (for high-wage earners) to 2.93 percent

(for low-wage workers) even if the system some-
how manages to pay all future benefits without an
increase in taxes. The tax increases or benefit cuts
necessary to keep the system solvent would
reduce those rates of return still further. In con-
trast, workers who privately invested their payroll
taxes could expect rates of return, and retirement
benefits, between four and ten times greater.

If Social Security is to provide the same
retirement security in the new economy as it did
in the old, we must transform it from a PAYGO
system, which essentially transfers wealth from
one generation to another, to a system based on
savings and investment in private capital mar-
kets. Given the dangers of allowing the govern-
ment to control the investment of Social
Security funds, the only viable alternative is to
move to a system of individually owned, pri-
vately invested accounts.
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Introduction

One of our nation’s most challenging public
policy debates concerns Social Security reform.
The program is in crisis and in need of reform
as a result of maturation of the current pay-as-
you-go (PAYGO) Social Security system cou-
pled with an aging American population and
technological improvements that have ushered
in a new economy.

People who have participated in Social
Security since its inception have received much
higher average annual real rates of return on
their contributions than have later participants.
This is due, in part, to the basic design of the
PAYGO program, under which earlier partici-
pants received windfall gains as the necessary
result of moving from the start-up phase to a
mature phase, while later participants receive
below-market returns. In contrast, real financial
market returns increased over this time frame,
widening the gap between market returns and
Social Security returns.  

With demographic changes, including the
retirement of the baby-boom generation and
increased life expectancy, looming on the hori-
zon, action must soon be taken to ensure Social
Security’s future. Social Security gradually
expanded from its inception through the early
1980s by increasing benefits and coverage for
various groups. To pay for those modifications,
payroll tax rates and the maximum earnings ceil-
ing have been steadily raised. Now the Social
Security trust funds are in long-term financial
imbalance, and benefit cuts and more payroll tax
rate increases seem inevitable if Americans are
to retain the important social protections that
Social Security currently offers.  

Now is the time to consider more dramatic
changes, including various privatization propos-
als that allow for prefunding through individual
accounts. Several researchers have put forth pro-
posals that aim to (1) give individuals greater
choice among retirement options, (2) provide
greater incentives for Americans to work and to
save to bolster their economic security, (3)
restore Social Security’s solvency, and (4) pre-
serve at least some of the current program’s
social protections. While there will certainly be
some transition cost in moving to a new system,
continued delays in addressing Social Security’s
long-run financing needs will more than likely
require even greater and costlier changes in the

future. Thanks to technological improvements
that may usher in a new economy characterized
by higher growth and lower inflation, now is the
time to take advantage of the prolonged eco-
nomic expansion and a new era of federal budg-
et surpluses to truly transform Social Security for
the next generation.

The Rise of Social
Security: Demographic

Uncertainties
Like many industrialized countries, the

United States has instituted programs to help
individuals face the uncertainties brought on by
disability and old age. The structure of these pro-
grams was initially shaped by important social,
economic, and demographic changes that ren-
dered traditional systems of economic security
increasingly unworkable. To fully understand the
reasons why the programs were structured as
they were, let’s review the circumstances and
changes that led to their adoption.

The social insurance program in the United
States, known as Social Security, was signed
into law by President Franklin D. Roosevelt on
August 14, 1935, and was designed primarily to
pay eligible individuals aged 65 or older a con-
tinuing income after retirement. Three impor-
tant social, demographic, and economic
changes provided impetus for this legislation:
(1) the Industrial Revolution, (2) increased life
expectancies, and (3) the Great Depression. 

As the American economy shifted from an
agricultural to an industrial base during the last
two decades of the 1800s and the early 1900s,
the Industrial Revolution transformed the way
people worked, where they worked, and with
whom they worked. In the agricultural econo-
my, most individuals were self-employed.
People willing to work could generally provide
at least a bare subsistence for themselves and
their families. But, in the industrial economy,
many individuals became wage earners who
worked for industrial corporations. As a result
of that transformation, factors outside individu-
als’ control (e.g., recessions, business closures,
and layoffs) threatened their economic security
to a greater extent than before.

The Industrial Revolution also moved fami-
lies from farms and small rural communities to
cities that had industrial jobs. In 1890, 28 per-
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cent of the American population lived in cities;
by 1930 that percentage had doubled to 56 per-
cent. That movement of labor and the resulting
trend toward urbanization also contributed to
another significant demographic shift: the
breakup of the extended family and the rise of
the nuclear family.

In the agricultural economy, the extended
family was available to provide support and
assistance when needed. In the industrial econ-
omy, extended families became splintered, as
some family members moved to the cities and
others stayed behind. As a result, individuals in

need of assistance found it increasingly difficult
to find support when their economic security
was threatened.

Increased life expectancy also helped bring
passage of the Social Security Act. Thanks to
improved health care programs and facilities,
from 1900 to 1930 Americans increased their
average life span by 10 years, and the number
of elderly Americans increased dramatically.

Furthermore, in the early 1930s America was
in the midst of the worst economic crisis in its
history. As the Great Depression unfolded, mil-
lions of people were unemployed, numerous

Table 1
Provisions of the Social Security Act of 1935

Title Description

Title I Grants to States for Old-Age 
Assistance

Title II Federal Old-Age Benefits

Title III Grants to States for
Unemployment Compensation
Administration

Title IV Grants to States for Aid to
Dependent Children

Title V Grants to States for Maternal
and Child Welfare

Title VI Public Health Work

Title VII Social Security Board

Title VIII Taxes with Respect to
Employment (for Old-Age Insurance)

Title IX Tax on Employers of Eight or
More (for Administration of
Unemployment Compensation)

Title X Grants to States for Aid to
the Blind

Title XI General Provisions



banks and businesses failed, and billions of dol-
lars of wealth were lost as domestic stock mar-
kets plunged. For millions of Americans, eco-
nomic security vanished.  

As a result of those social, economic, and
demographic changes, political pressure grew
for greater government involvement to restore
confidence and provide for the economic secu-
rity of citizens. To address those concerns,
President Roosevelt conceived a social insur-
ance program. Philosophically, social insurance
relies on government institutions to provide cit-
izens with economic security. Social insurance
began in Europe in the 19th century, and sever-
al European and Latin American nations
already had some form of social insurance by
the time it was adopted in America.1 While the
details of social insurance programs can vary
considerably, they generally combine an insur-
ance element and a social element. That is, they
provide insurance against some defined risk in
a manner shaped by broader social objectives,
rather than by the participants’ self-interests. 

The major provisions of the original Social
Security Act of 1935 included old-age assis-
tance, unemployment insurance, aid to depend-
ent children, and grants to the states to provide
various forms of medical care (Table 1). Title II,
Federal Old-Age Benefits, was the social insur-
ance program most people think of as Social
Security today. It sought to provide economic
security for the elderly by requiring workers to
contribute to their own future retirement benefits
through taxes paid into a trust fund. As original-
ly conceived, Title II differed from Title I (Grants
to States for Old-Age Assistance) in that it was
not meant to provide welfare benefits. Title I was
a temporary relief program that would no longer
be needed as more people obtained retirement
income through the contributory system. Under
the 1935 legislation, Title II benefits were to be
paid only to the primary worker when he or she
retired at age 65 and were to be based on lifetime
payroll tax contributions. Taxes were to be col-
lected first in 1937, with monthly benefits
payable beginning in 1942. The delayed pay-
ment established a minimum participation peri-
od to qualify for benefits and allowed the trust
fund to be built up.

Over time, a number of amendments have
been made to the original Social Security Act.
In 1939 benefit amounts were increased and the
start date for the payment of monthly benefits

was accelerated by two years, to 1940. As
explained below, the 1939 legislation effective-
ly transformed the system into a PAYGO pro-
gram. Two new categories of benefits were also
established: dependent benefits (for spouses
and minor children of retired workers) and sur-
vivors’ benefits (for survivors of covered work-
ers who died prematurely).

By 1950 there were more welfare beneficiar-
ies receiving greater average benefit checks
under Title I of the act than there were Social
Security retirees (Title II beneficiaries). To rem-
edy that, amendments to the act were passed in
1950 to substantially increase benefits for exist-
ing and future Title II beneficiaries.  

In the mid-1950s amendments to the act ini-
tiated a disability insurance program to provide
citizens with additional economic security.
Amendments in the early 1960s lowered the
eligibility age for old-age insurance to 62. In
1965 a new program—known as Medicare—
was established to extend health coverage to
most Americans aged 65 and older.

In the 1970s another new program, Supple-
mental Security Income, essentially replaced
the already-established assistance programs for
the aged, blind, and disabled. Automatic cost-
of-living adjustments linked to the consumer
price index were also provided under the 1972
amendments.  

The 1983 amendments, based on recommen-
dations made by a bipartisan commission
chaired by Alan Greenspan, instituted the par-
tial taxation of Social Security benefits for mid-
dle- and upper-income earners, made coverage
compulsory for new federal civilian employees
and employees of nonprofit enterprises, and
provided for a gradual increase in the retire-
ment age to 67. In 1993 new legislation
increased the taxation of benefits at higher
income levels.2

Those amendments have made Social
Security the largest and most comprehensive
public program in the United States. Social
Security is part of nearly every American’s life
and an important source of income for most of
today’s older Americans. Social Security pro-
vides more than half of the total income of two-
thirds of today’s retirees. Social Security pro-
vides nearly all of the income of one-third of
the elderly. The Social Security Administration
estimates that, without Social Security benefits,
47 percent of individuals aged 65 and older
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would live in poverty, four times as many as are
in poverty today.3

The Fall of Social Security:
Demographic Realities

For the most part, the mandatory contribu-
tions that are paid into Social Security are paid
out immediately in benefits to retirees, disabled
Americans, and their dependents and survivors.
That is, Social Security is not a funded plan
under which contributions are accumulated and
invested in financial assets and liquidated and
converted into a pension at retirement. Rather,
Social Security is essentially a PAYGO pro-
gram, in which most Social Security taxes are
used to immediately pay benefits for current
retirees. However, since the 1983 reforms, con-
tributions paid in have exceeded payments to
retirees and have generated a relatively modest
surplus, which is invested in government
bonds. This partial advance funding has result-
ed in some accumulation of reserves, represent-
ing about 28 months of benefit payments, in the
Social Security trust funds.

As an unfunded program, Social Security
gives windfall returns to the first generations of
participants, since they paid in little relative to
the benefits they receive, and gives below-mar-
ket returns to later generations. Paul Samuelson
of the Massachusetts Institute of Technology

found that an unfunded system with a constant
tax rate provides a positive rate of return that, in
equilibrium, is equal to the rate of growth of the
payroll tax base.4 As shown below, in a dynam-
ically efficient economy, this rate of return is
lower than the return on capital investment.5

Now that the nation’s Social Security system
has matured (the tax rate has stabilized), it is
inevitable that subsequent generations (includ-
ing today’s workers) will receive below-market
rates of return on their contributions.  

Even if there are many workers providing
benefits for relatively few retirees and wage
growth is strong, the PAYGO plan benefits the
earliest generations at the expense of later gener-
ations. Consider a simple overlapping-genera-
tions model in which people are born in every
time period, live for two periods (one as younger
workers and the other as older retirees), and then
die. As time passes, older generations are
replaced by younger generations. In each period,
two generations overlap, with younger workers
coexisting with older retirees.6

A funded system is portrayed in Table 2 and
a PAYGO Social Security system in Table 3.
The columns represent successive periods
(moving to the right) as time passes, and the
rows represent successive generations (moving
down). Each generation is labeled by the period
of its birth, so that generation 1 is born in peri-
od 1 and so on. In each period there are two
overlapping generations: the presently working

Table 2
A Funded Social Security System

Generation Period 1 Period 2 Period 3 Period 4

Generation 0 Retired Dead Dead Dead

Generation 1 Working Retired Dead Dead
contributions benefits

Generation 2 Unborn Working Retired Dead
contributions benefits

Generation 3 Unborn Unborn Working Retired
contributions benefits

Generation 4 Unborn Unborn Unborn Working
contributions 



generation and the previously working, but now
retired, generation.

In the funded system (Table 2), each working
generation contributes to an investment fund
that accumulates as time passes. The proceeds
from the fund, including interest earnings, are
then used to pay that generation’s benefits when
it retires in the subsequent period. As shown,
under a funded system, each generation con-
tributes to its own retirement. For generation 0
(the currently retired population), nothing has
been accumulated so that generation must rely
on private savings and pensions.

In contrast, the PAYGO Social Security sys-
tem provides a start-up bonus to generation 0
retirees by using the contributions of generation
1 workers to pay benefits to those already
retired (Table 3). This is an unfunded program
because contributions never accumulate in a
trust fund but are immediately paid out.7

Contributions from each working generation
are used to finance benefits from the older gen-
eration in the same period.

Notice that the two programs differ in the
number of periods in which benefits are paid.
While both programs show four periods of con-
tributions, the funded program provides three
periods of benefits whereas the PAYGO plan
provides four. This highlights the greatest dif-
ferences between the two programs: the funded

program has an accumulated fund and the
PAYGO plan does not, and the PAYGO pro-
gram has a start-up bonus and the funded sys-
tem does not. It is interesting to note that the
temptation of the start-up bonus is what led to
the 1939 amendments that created today’s
PAYGO system.

This simple analysis demonstrates three
important facts:  

• First, the PAYGO program provides initial
(generation 0) retirees a windfall equal to
the benefits provided by generation 1
workers because generation 0 never paid
taxes into the system.  

• Second, subsequent generations earn a
return from the PAYGO plan equal to the
growth rate of aggregate wages.  

• Third, generations 1 onward suffer com-
bined losses exactly equal to the start-up
bonus paid to generation 0 retirees.  

In sum, below-market returns from a mature
PAYGO scheme are inevitable as each genera-
tion is effectively forced to service the implicit
“debt” issued to finance the windfall for earlier
generations.

The effects of the maturation of the PAYGO
plan are further exacerbated by the declining
ratio of workers to beneficiaries due to demo-
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Table 3
An Unfunded (pay-as-you-go) Social Security System

Generation Period 1 Period 2 Period 3 Period 4

Generation 0 Retired Dead Dead Dead
benefits

Generation 1 Working Retired Dead Dead
contributions benefits

Generation 2 Unborn Working Retired Dead
contributions benefits

Generation 3 Unborn Unborn Working Retired
contributions benefits

Generation 4 Unborn Unborn Unborn Working
contributions
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graphic changes, which reduces the growth rate
of the payroll tax base. In 1945, a decade after
Social Security was established, the ratio of
workers to beneficiaries was 41.9 to 1.8 By
1950 that ratio had fallen to 16.5 to 1. And, as
shown in Figure 1, the ratio of workers to ben-
eficiaries has continued to decline, dropping to
5.1 to 1 by 1960 and to 3.2 to 1 by 1975.  

Although this ratio has held fairly steady
since the mid-1970s and currently stands at
around 3.4 workers per beneficiary, the Social
Security trustees project that it will steadily
decline as the baby-boom generation retires and
Americans live longer.9 In 30 years the ratio of
workers to beneficiaries is expected to be
approximately 2 to 1 and still falling.  

The baby-boom generation consists of indi-
viduals born between 1946 and 1964, a period
during which the return of World War II sol-
diers and postwar prosperity prompted many
families to add dependents. By itself this would

not be a problem, but the baby boom was fol-
lowed by a baby bust with markedly lower birth
rates.10 The inevitable result is that fewer work-
ers will be available to support a growing num-
ber of retirees. Aggravating this imbalance is a
gradual increase in average life expectancy in
the United States, even as the age for full Social
Security benefits has remained unchanged from
the program’s inception until this year.11

Figure 2 shows that the number of Americans
aged 65 and older increased from 10.8 million
(7.6 percent of the population) in 1946 to 33.5
million (12.7 percent) in 1995. When the Social
Security Act was signed into law in 1935, life
expectancy at birth in the United States was 61
years, and those who reached age 65 were
expected to live an additional 12 years. Today,
average life expectancy at birth is 76.1 years,
and those reaching age 65 are expected to live
an additional 17.5 years.12

Consequently, the PAYGO financing struc-
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Figure 1
Social Security Worker-to-Beneficiary Ratio

Source: Office of the Chief Actuary, Social Security Administration, June 16, 1998 (historical data), April 9, 1999
(projected data).
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Beneficiareies are individuals receiving payments as of June 10 of each year.



ture has been under further stress as the work-
er-to-beneficiary ratio has declined. Greenspan
has noted that the dramatic change in this pro-
jected ratio, as the baby boomers retire and
enjoy greater longevity, makes the current
PAYGO system unsustainable.13

According to the Social Security trustees,
Social Security tax revenues will exceed expen-
ditures until 2015.14 Although the interest
earned on the trust fund will initially keep the
fund in surplus, the fund will begin running
annual deficits in 2025. By 2037 the assets in
the trust fund will be fully exhausted, rendering
the program insolvent. That will not mean a
complete termination of benefits; roughly
three-quarters of legislated benefits will still be
paid from incoming taxes.

Previous attempts to shore up Social Security
have focused mainly on increasing tax rates and
cutting benefits.15 As Figure 3 shows, the pay-
roll tax rate and the maximum earnings level
subject to Social Security taxes have increased
nearly every year since the mid-1950s. The
original Social Security tax was 2 percent
(employer and employee combined rate) on the

first $3,000 of earnings. In 2000 the payroll tax
for Old-Age and Survivors Insurance (OASI),
which excludes the disability program and
Medicare, is 10.6 percent on the first $76,200 of
earnings, and the maximum earnings level is
adjusted each year on the basis of national aver-
age earnings. Thus, the Social Security tax rate
for OASI has increased by a factor of 5.3, and
the maximum earnings level subject to the tax
has increased by a factor of 2.3, after adjusting
for inflation. In 1937 the maximum tax that any
individual paid was $60; today it is $9,949. As
noted by Martin Feldstein of Harvard
University, another such increase in tax rates
would be economically devastating and politi-
cally impossible.16 The system has reached a
mature phase, in which returns are limited to
the growth rate of the tax base.

Social Security is in trouble because of its
basic structure and maturity as a PAYGO pro-
gram. However, the aging of the huge baby-
boom generation has come at the worst time as
far as the maturity of the Social Security pro-
gram is concerned. Attempting to fix this prob-
lem without considering more dramatic changes
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may only prolong the life of a flawed plan
against the backdrop of demographic trends. 

Facing the Facts:
Social Security Is a

Bad Investment
We can examine the return on contributions

to Social Security through time and compare it
with returns on several market-based portfolios,
using three different earnings scenarios (low,
medium, and high). In each case, workers are
assumed to start their working careers at age
21, retire at the normal retirement age (age 65
prior to 2000), and then live the average life
expectancy of a 65-year-old. During their
careers, workers contribute a percentage of
their earnings to Social Security each year.17 At
retirement, benefits are computed using the for-
mula described in the accompanying box.

After yearly contributions to Social Security
and annual retirement benefits are determined,
we calculate the internal rate of return for each

cohort and each earnings scenario.18 The low-
wage earnings scenario is based on eight-hour
workdays at the federally mandated minimum
wage (typically 2,088 hours per year). For 1996
the annual low wage was $9,171, which
increased to $10,199 in 1997. The medium-
wage earnings scenario is based on the average
wage per worker computed by the Social
Security Administration and was $24,928 in
1996. The high-wage earnings scenario is based
on the maximum earnings subject to the Social
Security tax and was $62,700 in 1996, $65,400
in 1997, $68,400 in 1998, and $72,600 in 1999.
For this analysis, no changes were made to the
structure of the current program, although pro-
jections for future real wage growth and
changes to the bend points increased by 1 per-
cent annually and life expectancy increased
each year by 0.08 years.19

As shown in Figure 4, the average annual
real (inflation-rated) rate of return has general-
ly decreased since Social Security’s inception
for all three wage levels.20 Low-wage earners
born in 1919 receive a 4.96 percent average

$0

$10,000

$20,000

$30,000

$40,000

$50,000

$60,000

$70,000

$80,000

1937 1942 1947 1952 1957 1962 1967 1972 1977 1982 1987 1992 1997

0%

2%

4%

6%

8%

10%

12%

maximum earnings subject to tax

OASI tax (contributed by both worker and employer)

Figure 3
Changes in Social Security Tax Levels

Source: Social Security Bulletin, Annual Statistical Supplement, 1997.



annual real return on their Social Security contri-
butions. In contrast, low-wage earners born later,
say in 1959, receive a 2.57 percent annual real
return on their contributions. For medium- and
high-wage earners, the rates of return are even
lower. Medium-wage earners born in 1919
receive a 4.00 percent annual real return and
high-wage earners receive 3.59 percent.
Medium-wage earners born in 1959 receive a
1.85 percent annual real return, and high-wage
earners receive a paltry 0.03 percent. Following

the overlapping-generations model, Feldstein, in
his introduction to Privatizing Social Security,
notes that the 2.6 percent average annual rate of
growth of real wages and salaries since 1960
should approximate the yield of a PAYGO pro-
gram. That is confirmed by my calculations.

These results highlight three important
trends. First, consistent with the economic
analysis of PAYGO plans, workers who con-
tributed to the program near its inception have
received higher average annual returns than

Market-based
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Social Security
contributions by

a wide margin.
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Calculating Social Security Benefits
The Social Security Administration calcu-

lates retiree benefits on the basis of a retiree’s
earnings history. First, yearly earnings totals
from 1950 to the year in which the individual
attains age 60 are adjusted for inflation using
an average monthly wage calculated by the
administration for this purpose. Using this
range of earnings, an Average Indexed
Monthly Earnings (AIME) amount is calculat-
ed on the basis of the 35 years with highest
adjusted earnings. The AIME is then used to
calculate the individual’s benefit, or Primary
Insurance Amount (PIA). The PIA is deter-
mined by segmenting the AIME into three

parts; benefits are paid at 90 percent of the first
segment, 32 percent of the second segment,
and 15 percent of the highest segment. Two
“bend points,” dollar amounts that are updated
yearly by the Social Security Administration,
define the segments. The “bend point” struc-
ture replaces a higher percentage of the
income of lower-wage workers. For example,
in 1998 the bend points were $477 and $2,875.
Individuals retiring in 1998 would have the
first $477 of their monthly earnings replaced
at 90 percent, any amount of their monthly
earnings between $477 and $2,875 replaced at
32 percent, and any monthly earnings over
$2,875 replaced at 15 percent.
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Internal Rates of Return for Specified Social Security Pay-in/Benefit Flows
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Rates of Return under Social Security and Three Investment Options for
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Note: Returns are adjusted for inflation. Low wages are defined by minimum wage guidelines.
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Rates of Return under Social Security and Three Investment Options
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Note: Returns are adjusted for inflation. Medium wages are average total earnings per worker, taken from the
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workers who got started later in the program.
And rates of return will probably decline fur-
ther for future retirees. Second, on an annual-
ized basis, low-wage workers consistently
receive a higher average annual return than do
medium-wage and high-wage workers.21

Finally, although it appears that the average
annual real rates of return on Social Security
contributions have stabilized (at about 2.9 per-
cent for low-wage workers, 1.8 percent for
medium-wage workers, and 0.5 percent for
high-wage workers), recall that the Social
Security program will run a payroll tax deficit
by 2015 under current law. As the bonds in the
trust fund are redeemed to pay benefits, the fed-
eral government will have to use other income
to cover the Social Security obligations, which
will indirectly lead to lower returns for future
retirees.

How do these average annual rates of return
compare with market-based rates? To answer
that question, we can construct three market-
based portfolios: a stock portfolio, a bond portfo-
lio, and a balanced portfolio. The stock portfolio
contains 90 percent large capitalization stocks
and 10 percent small capitalization stocks. The
bond portfolio contains 50 percent govern-
ment bonds and 50 percent corporate bonds.

The balanced portfolio contains 60 percent
stocks and 40 percent bonds. 

As shown in Figures 5–7, the market-based
portfolios generally outperform the returns from
Social Security contributions by a wide margin,
except during the program’s earliest years.
Figures 5–7 show that, by investing in stocks
and bonds, wage earners could have saved more
for their retirement than Social Security pro-
vides. And the gap between the returns on
Social Security contributions and those on
stocks and bonds has increased as the Social
Security program has matured.

As the overlapping-generations model indi-
cates, returns from Social Security have been
good for only those individuals who con-
tributed to the program in its earliest stages,
when tax rates were being increased. As work-
ers’ start dates for making contributions to
Social Security move forward to the period
when the tax rate stabilizes, the returns decline.
In contrast, average annual real returns from the
market-based portfolios have mostly increased
and have been favorable for nearly every time
period examined, generally ranging between 5
and 10 percent per year.22

The Social Security program was never
intended to serve as a pure investment because
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it contains important social insurance elements
and inflation protection, but the fact remains
that returns from Social Security are increas-
ingly unattractive—a fact that hinders Social
Security in its stated goal of preventing pover-
ty. Somehow, Social Security must move away
from a PAYGO system to one with greater pre-
funding of benefits. Prefunding would raise
future output levels by building up the nation’s
capital stock and would provide higher rates of
return. And reengineering Social Security
should be pursued sooner rather than later. It is
one of our nation’s most pressing public policy
issues, and the longer real reform is delayed,
the costlier the fix will be.23

Reengineering Social Security:
An Idea Whose Time Has Come

Reengineering Social Security must be guid-
ed by several overarching principles.24 In keep-
ing with the development of society and the
economy, a system is needed that gives individ-
uals greater control over and choice of their
retirement options. Incentives should be estab-
lished for citizens to work and save, so that
returns are improved for future contributors.
Moreover, the program’s long-run solvency
must be guaranteed. And, finally, the social pro-
tections currently provided under Social
Security should be preserved.

Most Social Security reformers agree on these
principles but disagree on ways to achieve them.
Social Security is the federal government’s largest
and most popular spending program. It is viewed
as an effective anti-poverty program and has pro-
vided financial protection to families of workers
who die early or suffer work-related disabilities.
Social Security also has been an effective hedge
against inflation for the elderly. Its popularity has
led to Social Security’s being called the “third
rail” of American politics—“touch it and you die.”
Proposed reforms range from minor modifica-
tions to major changes that would transform
Social Security into a defined-contribution system
of individually managed accounts.

Increasing Taxes
The standard method of dealing with Social

Security’s actuarial imbalances has been to raise
taxes. Tax rates and the taxable ceiling for OASI

contributions have increased steadily through the
years. Further gradual increases in the tax rate
and the taxable ceiling may prolong Social
Security’s solvency and preserve important
social protections, but the cost to future genera-
tions may soon become politically intolerable.  

For example, Jagadeesh Gokhale of the
Federal Reserve Bank of Cleveland estimates
that the OASI payroll tax rate would need to be
increased by 4 percentage points (from 10.6
percent to 14.6 percent) to pay for projected
benefits for the next 75 years and beyond.25

Edward Gramlich of the Federal Reserve Board
foresees a 3.3 percentage point immediate
increase or a 5 to 6 percentage point future
increase at a time when changes will be needed
to maintain solvency.26 Neil Howe and Richard
Jackson of the Concord Coalition, however,
argue that such “solutions” are seriously mis-
leading because they count surpluses accumu-
lated in the program’s trust funds as genuine
savings instead of as a stack of Treasury IOUs
that will require additional taxes or borrowing
from the public to redeem.27

Reducing Benefits
Reducing benefits to Social Security recipi-

ents by lowering the monthly amount received
in retirement or by adjusting the formula used
to compute average earnings and Social
Security retirement benefits has not been
undertaken.28 Instead, reforms have been
designed to keep workers in the workforce for
longer periods by gradually increasing the
“normal” retirement age at which unreduced
retirement benefits are paid (as discussed
above). Changes that have been considered
include increasing the early retirement penalty,
raising the initial entitlement age from 62,
implementing a “means test” so that full Social
Security benefits would be paid only when
retiree incomes were below some specified
threshold, and changing the indexing of bene-
fits for inflation.  

Like raising taxes, reducing benefits, by
itself, may help prolong Social Security’s sol-
vency but eventually lead to lower rates of
return for future retirees while failing to main-
tain all the protections currently provided to
Social Security recipients. More important,
these changes generally provide no or little pre-
funding; instead they prolong the PAYGO pro-



gram without addressing the desire to increase
workers’ rates of return on their contributions.

New Proposals
As long as Social Security remains a

PAYGO program, it is impossible to adhere to
all the principles outlined earlier. Consequently,
many reform proposals receiving attention
today involve some form of privatization. It is
important to distinguish between funding and
individual accounts when discussing privatiza-
tion. As defined by the National Academy of
Social Insurance, funding involves building and
maintaining greater total balances for Social
Security, whether in individual accounts or the
government’s Social Security trust funds.29

Establishing individual accounts involves
replacing all or part of the current defined-ben-
efit system with a defined-contribution system
of accounts held in individual workers’ names.

Proposals that increase advance funding
(whether through the Social Security trust
funds or individual accounts) would permit
lower taxes or higher benefits, or both, in the
future, since more assets would produce greater
returns. However, increasing advance funding
would require increased revenues in the short
term. Thus, in general, improving the financial
value of Social Security for future generations
could come at the cost of worsening somewhat
the financial value for current generations.30

This occurs because of the need for transition
financing. The current Social Security system
has, over the next 75 years, an unfunded liabil-
ity the present value of which is more than $10
trillion. This is the value of benefits promised to
retirees and workers for which no funds have
been or will be accumulated under current tax
provisions. It is tempting to suggest that gov-
ernment debt be issued to cover this cost.
However, proposals that merely replace this
unfunded liability with official debt would not
change the debt burden on future generations,
since they would have to service this debt just
as they would have had to service the implicit
debt of the PAYGO system.

Franco Modigliani, Maria Ceprini, and Arun
Muralidhar of the Massachusetts Institute of
Technology propose replacing the PAYGO plan
with a new funded system.31 Their proposal
includes a transition plan funded with the pro-
jected federal budget surpluses.32 Feldstein and

Andrew Samwick of Dartmouth argue that the
transition has a relatively low cost. They con-
tend that shifting to a funded system would per-
mit the existing 12.4 percent payroll tax (which
includes the disability insurance contribution)
to be replaced in the long run by a payroll tax
of about 2 percent.33 This is equivalent to a 5
percent permanent increase in real income.
Michael Tanner of the Cato Institute argues
that, instead of “saving” Social Security, we
should begin the transition to a new and better
retirement system based on individually owned,
privately invested accounts.34 He advocates
funding the transition through reductions in
other federal programs or the sale of federal
assets, neither of which would significantly
harm the average worker’s well-being.

If advance funding is adopted, it is necessary
to decide whether the assets will be invested by
the government or by individual workers. The
exceptional market-based returns experienced
since the early 1940s and the demographic real-
ities discussed above have prompted reform
proposals that involve investing Social Security
contributions in the equity and bond markets.35

Since market-based returns are typically superi-
or to those under the PAYGO structure, defend-
ers of this view argue that allowing the govern-
ment to invest Social Security funds in private
capital markets will make future tax cuts or
benefit increases, or both, less onerous.

While allowing the government to invest
Social Security contributions in the stock market
through a central fund may appear attractive on
the surface, opponents of such plans warn of sig-
nificant risks, including the effective socializa-
tion of a large portion of the U.S. economy.36 As
the potentially largest shareholder in nearly
every company, the federal government would
have a controlling interest in every sector of our
economy.37 And there is a danger that political
pressures could influence investment practices.38

Proponents of individual accounts see sever-
al advantages. First, workers would have
greater control over and choice of investment
options.39 Further, workers who see that they
have clear ownership of new contributions and
some control over investment choice are more
likely to accept the increased savings necessary
to prefund the system. Having a range of
choices about how contributions are invested
for retirement also gives workers the freedom to
decide for themselves the level of risk they are
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willing to tolerate to maximize their expected
well-being.

Proponents of individual accounts also argue
that privatization protects workers’ retirement
income from future legislative changes. This
would reduce the risk that Congress and other
government officials might exercise some con-
trol over future benefit payments.40

Conclusion

Policymakers, economists, and the public
hotly debate the complex issue of Social
Security reform. Because below-market returns
for today’s Social Security participants are the
sunk cost of the windfalls paid to earlier partic-
ipants, it could be difficult for any reform to
raise returns for today’s workers without lower-
ing them for others. But saving the surplus con-
tributions that today’s workers are making—
currently 2.3 percent of payroll—could reduce
or eliminate the benefit cuts that might other-
wise hurt today’s workers when they retire. The
time is right to seriously consider some new
approaches to reforming Social Security. If we
are to follow the principles outlined earlier, we
need a reform that allows for prefunding with
individual accounts, with any needed transition
financing made available through projected on-
budget surpluses or cuts in discretionary spend-
ing. Since it is likely that the federal budget sur-
pluses will otherwise be used to cut taxes or
increase spending, the most attractive way to
fund the transition costs may be to use those
surpluses. The transition would then effectively
be borne by those who would otherwise have
received tax cuts or spending increases. In any
case, Social Security must be modernized to
take into consideration the economics and
demographics of the new economy as we enter
the 21st century. 

Social Security emerged because of pro-
found social, demographic, and economic
changes. Now Social Security must be reengi-
neered because of profound social, demograph-
ic, and economic changes. It appears that major
improvements to the program are necessary. As
was the case in the 1930s, the traditional system
of economic security has become increasingly
unworkable in the new economy. But this time
the traditional system is America’s current
Social Security program.
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