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The Impact of Social Security
Reform on Low-Income Workers

by Jagadeesh Gokhale

Executive Summary

Because the poor are disproportionately
dependent on Social Security for ther retire
ment income, they will be among those most
affected by any reform of the troubled retire
ment program. Traditiona reforms, such as
raising taxes or cutting benefits, will leave low-
income workers worse off. However, alowing
workers to save and invest a portion of ther
Socid Security taxes in individua accounts
may avoid or offset potential benefit cuts, with-
out increasing taxes.

Equaly important, individua accounts may
provide an opportunity to address some of the
other problems with the current Social Security

system, in particular itsimpact on wealth accu-
mulation, the intergenerationa transfer of
wedlth, and theinequality of wedthin America

Poor households currently save very little
and therefore own amost no financial wedlth at
retirement. As a result, the distribution of
bequeathable wedth among retirees in the
United States is highly unequdl. Thereis strong
evidence that Socia Security may be contribut
ing to that inequality. In contrast, a system of
individua accounts would dlow workers to
accumulate real and bequeathable wedlth, lead-
ing ultimately to greater overal equdity of
wealth. Socia Security privatization therefore
becomes the truly progressive option for
reform.

Jagadeesh Gokhale is a senior economic adviser with the Federal Reserve Bank of Cleveland. The opin
ions expressed herein are those of the author and do not necessarily represent the views of the Federal
Reserve Bank of Cleveland or of the Federal Reserve System.
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There are
relatively few
options for
restoring
Social Security
to solvency: we
can raise
taxes, cut
benefits, or
attempt to
earn a higher
rate of return
through
investment in
real capital
assets.

Introduction

It is now generdly acknowledged that Socia
Security is facing severe financing problems.
Under the Socid Security Adminigtration’ sinter-
mediate economic and demographic assump-
tions, the system’s annud outlays (benefits plus
administrative costs) will begin exceeding tax
revenues after 2016. Officia projectionsindicate
that meeting future Social Security funding
shortfals by issuing debt would require addi-
tional debt accumulation of $47 trillion by 2075.*

Fnandd problems meke changes in Sodd
Security inevitable. However, it isimportant to redl-
izethat any changewill haveasgnificantimpact on
the lives of millions of Americans Thet is egpedid-
ly true for low-income Americans, who dispropor-
tionately depend on Sodid Security for their retire-
ment income The poorest 20 perceant of the dderly,
for example, degpend on Socid Security for 81 per-
cent of thar retirement income, while Socid
Security provides only 20 percent of retirement
income for the wedlthiet fifth of retirees’

There arerelatively few optionsfor restoring
Socid Security to solvency: we can raise taxes,
cut benefits, or attempt to earn a higher rate of
return through investment in real capital assets.
Cuts in benefits or tax hikes would have to be
quite severe. The Presdent’'s Commission to
Strengthen Sociad Security estimates that it
would take benefit reductions of 26 percent or
tax increases of 37 percent to keep the program
in actuarial balance over the next 75 years.®

However, alowing workers to save and
invest aportion of their Socia Security taxesin
individual accounts may avoid or offset poten-
tial benefit cuts, without increasing taxes.
Equally important, individual accounts may
provide an opportunity to address some of the
other problems with the current Socia Security
system, in particular its impact on weslth accu-
mulation, the intergenerational transfer of
wedlth, and wedlth inequaity in America.

Many lesswedl-off households—particularly
minority households and those with low educa
tion and earnings—currently save very little and
therefore own dmost no financia wedth & retire-
ment. Asaresult, the ditribution of bequeatheable
wed th among retireesin the United Statesishigh-
ly unequal. There is strong evidence that Socid
Security, which forcesthe poor to annuitizealarge
fraction of what would otherwise be their retire-
ment savings, may be contributing to thisinequal-

ity. In contrast, a system of individua accounts
would dlow workers to accumulate red and
bequeathable wedth and would lead ultimately to
grester equality of wedlth.

Socid Security privatization therefore becomes
the truly progressive option for reform—one that
ismogt likely to benefit the poor.

Tax Hikes, Benefit Cuts, and
the Poor

In the absence of the higher returns earned
through investing Socia Security funds in pri-
vete capital assets, tax increases, benefit cuts, or
some combination of the two will be required
to restore the system to solvency. Given the
vulnerability of low-income workers and their
disproportionate reliance on Socia Security for
retirement income, it is important to look at
how such actions would affect this group.

One smple way to messure the impect of any
Socid Security reform proposd is to examine
how that proposd affectslifetime net tax rates (the
excess of present value of Old-Ageand Survivors
Insurance payroll taxes over the present vaue of
OASl benefits, messured as a percentage of the
present value of lifetime earnings).”

Table 1 uses this method to show the impact
of various Socid Security reforms on the low-
est, middle, and highest quintiles of income
earnes (average lifetime income) sorted by
date of birth. The first four columnsin Table 1
show section-specific lifetime net tax rates
under “current rules’ and dternative policy
reforms that do not involve an option for pri-
vae investment.® The last four columns show
policy-specific increases in lifetime net tax
rates relative to those under current rules.

It is evident that the poorest lifetime earners
suffer disproportionately largeincreasesin their
lifetime net tax rates under the majority of pro-
posed reforms. For example, a direct tax hike
hits the poorest and middle lifetime earners the
hardest. A direct cut in benefits increases the
lifetime net tax rates of the poorest old and mid-
die-aged portions of the population by more
than does adirect tax hike. Increasesin lifetime
net tax rates as the result of a direct benefit cut
are larger for the poorest than for middle- and
upper-income households.

Pdlides 3 through 7 and palicy 10 impose indi-
rect benefit cutsby manipulating different agpectsof
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Contrary to
conventional
wisdom, Social
Security may
be contributing
to the high
level of
inequality in
bequeathable
wealth.

Sodid Security’s bendfit formula® In each casg, the
poorest lifetime earners auffer thelargest incressein
lifetime net tax rates. The poorest eaners face the
sameor lower lifetime net tax rates only under poli-
des8and 9, both of which areexdusvely aimed a
increesing the burden on high lifetime eaners
Moreover, the condusion thet the poorest lifetime
eanersUffer thelargest incressesinlifetimenet tax
rates under mogt traditiondl Sodid Security reforms
remains unchanged under dterndive assumptions
about the present velue of future Sodd Security

This study does not address the impact of
individua accounts. But such accounts would
benefit the poor in two ways. Firs, to the
degree that privatization reduced Social
Security’ slong-term deficit, it would reduce the
need to cut benefits or increase tax rates.
Second, the accumulation in individual
accounts would offset any reduction in govern-
ment-provided benefits that Congress deemed
necessary to balance the system.”

Bequeathable Wealth

Socid Security reform may also affect the
poor in a less visble, but perhaps even more
important, way.

Many lesswell-off households—particular-
ly minority households and those with low edu-
cation and earnings—save very little and own
amost no financid wedlth at retirement. Low
saving by low lifetime earners renders the dis-
tribution of begqueathablewealth among retirees
in the United States highly unequal. Cacu-
lations based on the Federal Reserve' s* Survey
of Consumer Finances’ show that of al the
wesdlth (net worth) owned by married house
holds around the time of retirement (age
60-69), one-third is owned by the richest 1 per-
cent of households. About one-half of wedlthis
owned by the top 5 percent of households, and
nearly two-thirds is owned by the top 10 per-
cent of households’® Contrary to conventional
wisdom, Socid Security may be contributing to
thishigh leve of inequdity.

Wedlth in the form of an entitlement to future
Socid Security and Medicare benefits—annu-
itized wedth—heps finance retirement con-
sumption. However, it iswiddly appreciated that
such annuity income aoneisnot enough. Access
to wedth in assats that are fredy tranderable

(stocks and bonds in an individua account) pro-
vides additiond options for spending during
retirement. For example, financing a child's col-
lege education, helping a child with adown pay-
ment on a house, entering a nursing home, and
leaving a bequest are options that remain open
with beguesthable wedth but are foreclosed
when mogt of one's“wedth” isamonthly check
received from the government. Hence, the fact
that the United States exhibits asizable degree of
inequdity in bequeathable wedlth at retirement
isamatter of some concern.

Another issuethat isnot as evident and is hard
ly ever discussed (probably because we lack
appropriate deta) is that, because of the disparity
in bequeethable wedlth among retirees, economic
(and socid) mohility among families across gen+
erdionsisnot asgrest aswe might desre. Agan,
the reason for thismay be Socid Security.

Social Security and
Bequeathable Wealth

According to a recent smulation study,
Socia Security is an important contributor to
inequality in bequeathable wealth in the United
States’ Moreover, because Socia Security con-
tributes significantly to inequality in the size of
inheritances, it induces grester persistence in
inequality across household “dynasties.”

The sudy assumes that households seek to
mantan a “smooth” affordable consumption
Sandard based on their expected lifetime earnings
level. Thus, they save when income is high in
order to maintain living sandards when it is
low—as in retirement. Because Socid Security
impaoses a payroll tax when people are working
and provides benefits during retirement, it reduces
or diminates low lifetime earners  incentives to
arive a retirement with significant persond sav-
ings Thiseffect ismore pronounced for low earmn
ers because Socid Security benefits finance a
larger fraction of ther target podtretirement con
sumption. Low bequesthable wedth accumula-
tion through retirement, of course, implies that
low-wage workers pass on little to ther offspring
a desth.

In contrast, high earners—who receive only
a very small fraction of their retirement
“wedth” from Social Security—accumulate
considerable personal savings through retire-
ment (again, to finance their higher target



postretirement consumption). Therefore, they
arrive at retirement with a stock of bequesath-
ablewedth that isalmost asgreet asit would be
in the absence of Socid Security. Thisimplies
that the children of the rich continue to receive
large inheritances upon their parents’ deaths.

Because it generates an asymmetric impact
on retirement saving by low and high lifetime
earners, Social Security may be reducing or
eliminating the inheritances of children in poor
households but not of those in rich households.
In turn, this may reinforce the chance that the
children of the poor, in contrast to those of the
rich, themsalves arrive a retirement with low
levels of bequeathable wedlth.

This suggests that by meking the distribution of
bequests more unequal, Socid Security may
increase the pergstence of inequdlity in bequesth-
ablewedth in poorer households Showing thet this
istruefor an economy isdifficult, if notimpossble,
because the required data on bequests and inheri-
tancesare unavalable and, indeed, may beimposs-
bleto collect. However, theaforementioned dynam+-
ic gmulation cdlibrated to the U.S. economy can
help to provide bdlpark estimates of Socid
Security’s influence on inegqudity in bequesthable
wedth & retirement and on the transmisson of thet
inequality across generations™

Results from a Simulation Study

Usng this rdaivdy smply sylized lifecyde
gmulaion mode, one can congtruct Smple experi-
mentsto answer questions about wedlth inequdlity. ™
Cdibraing the smulation under current Sodid
Security tax and benefit benchmarks yidds a Gini
coeffident of 0.674 for the digtribution of bequesth-
able wedth at retirement. Thisis quite doseto the
obsarved vdue of 0.73 (as cdaulated from the
“Survey of Consumer FHnances’). Moreover, the
dmulated digribution of bequesthable wedth a
retirement dosdy gpproximates the concentration
of wedth & the upper tall of the observed didribu-
tion. In the Imulated didribution, of dl bequesth-
able wedth hdd by househalds that are about to
retire, 32.8 percant is held by the top 1 percent of
households, 49.4 percentisheld by thetop 5 percent
of households, and 58.5 percent isheld by thetop 10
percent of households

An obvious question to poseis whether there
would beless or gregter inequality in bequesth-
able wealth among those at retirement age in

the absence of Socid Security.*® Eliminating
Socia Security in the smulation mode is
equivalent to privatizing it: Without Socid
Security, al households save in their own per-
sonal accounts for financing their target retire
ment consumption. When Social Security is
eliminated from the smulation, the modd’s
Gini vaue fals to 0.608. This suggests that
Sociad Security causes greater inequality in
bequeathable wealth among retirees.

The Transmission of Inequality
across Generations

The simulation can be used to perform
another interesting experiment—to address
questions about the intergenerationd transmis
son of wedth inequdity via bequests. The
question posed hereis, Given that some house-
holds in a given generation have low bequesth-
able wedlth a retirement, how likely are their
children to retire with similarly low bequeath-
able wedlth? This question about intergenera:
tional wealth mobility isjust asimportant asthe
previous one about wedth inequaity. Low
upward wedlth mobility—which means that
those who are poor today have little chance (or
their children have little chance) of emerging
wesalthy tomorrow—is obvioudy undesirable.
It detracts from the ideal of equdity of oppor-
tunity and provokes cdls for public interven-
tion on behaf of those stuck in poverty.

Theresults on theinfluence of Socia Security
on intergenerational wedth mobility are striking.
In Tables 2 and 3, rows show parentd wedth
positions a retirement and columns show chil-
dren’s wedlth positions when they retire.* They
show the probability (as a percentage) that the
child will appear in any particular wedth quintile
given the parents postion in the bequeethable
wedth digtribution. Table 2 shows the probabili-
ties under current Socid Security’ s benchmarks.
For example, 40 percent of the children of those
who hold less than $99,000 in bequeathable
wedlth at retirement will aso retire with $99,000
or less. On the other hand, those children have
only a 5 percent chance of accumulating more
than $455,000 by retirement. In contragt, chil-
dren of parentsretiring with more than $455,000
have an dmost 50 percent chance of themsalves
retiring with more than $455,000. The probabil-
ity that the children of rich retirees will accumu-

Social Security
may be
reducing or
eliminating the
inheritances of
children in
poor
households.



Upward
intergenera-
tional wealth
mobility is
quite low
under the
current Social
Security
system.

Table2

I nter generational Mobility in Bequeathable Wealth under Current Social Security

Parent Wealth Child Wedlth at Retirement ($ thousands)

at Retirement

($ thousands) 099 99-159 159-245 245455 455-117,576
099 40.0 27.3 17.8 10.2 4.7
99-159 24.2 24.4 22.1 18.1 11.3
159-245 154 21.0 22.8 22.7 18.1
245455 8.1 15.2 22.6 27.8 26.3
455-117,576 35 7.0 14.4 285 46.6

late lessthan $99,000 by retirement islessthan 4
percent. These results suggest that upward inter-
generational wedlth mohility is quite low under
the current Socid Security system and that lack
of bequeethable wedlth is likely to be persstent
among some household dynasties.

Table 3 showsthe same probabilities without
Socia Security. Table 3 swedth cutoffsare the
same as those of Table 2. When there is no
Socia Security (or, aternatively, if Socid
Security were privatized) children of parentsin
the poorest wealth category at retirement have
only a 16 percent chance of retiring as members
of the poorest group of their generation—much
lower than the 40 percent chancein Table 2. As
might be expected, the likelihood that those

Table3

childrenwill beinthericher categoriesat retire
ment increases sgnificantly. For example, it
more than doubles to 10.8 percent for the high-
est wedlth category. The offspring of therich, of
course, have a much higher chance of them-
selvesretiring rich and an even lower chance of
retiring poor in the absence of Socia Security.

One cavest is worth mentioning: reforming
Socia Security in the direction of setting up
personda accounts may not improve intergener-
ational wealth mobility if households purchase
annuities in the same amounts that Socia
Security provides today. However, given that
owning bequesthable wedth enables house
holds to improve the configuration of spending
during retirement, and given that Socia

I ntergenerational Mobility in Bequeathable Wealth under Privatized Social Security

Parent Wealth Child Wealth at Retirement ($ thousands)

at Retirement

(% thousands) 099 99-159 159-245 245-455 455-117,576
0-99 16.3 20.3 24.2 28.4 10.8

99-159 9.1 14.6 22.3 335 20.5
159-245 6.4 11.3 18.4 33.0 31.0
245455 3.8 7.2 134 30.0 45.6
455-117,576 0.9 21 5.2 18.3 73.5




Security forcibly annuitizes agreater fraction of
low earners retirement resources, households
with low earnings are likely to prefer a lower
degree of annuitization under a reformed sys-
tem. Hence, the smulation results should be
taken as revealing the direction but not neces-
sarily the magnitude of the potential improve-
ment in wealth mobility across generations.

Conclusion

The results discussed above suggest that, in
the absence of investment in private capital
assets, we will have no choice but to pursue a
Socia Security reform that continues to disad-
vantage the poor and their offspring. Owning
weslth in bequesthable form during retirement
improves retirees spending choices. However,
by forcing the annuitization of a disproportion-
ate fraction of low earners retirement
resources, Socia Security increases inequality
of bequeathable wealth within each generation.
Thisoccursbecause Socia Security reducesthe
ability and theincentive of low earnersto accu-
mulate persond savingsfor retirement. In addi-
tion, greater inequality of retiree wedlth due to
meager wealth accumulation by low earners
prevents their children from receiving sizable
inheritances. This means that such children
have a grester likelihood of themselves retiring
with low bequeathable wedth. This process
impliesapersistent socia and economic schism
between household dynasties that are trapped in
poverty and other dynasties that continue to
enjoy wealthy lifestyles.

In contragt, an individual account Socia
Security system would repair the current high
degree of wedth inequality and low wedth
mobility across households, moving America
closer to the idedl of equality of opportunity—
a least from an intergenerationa perspective.
Privatizing Socia Security, therefore, becomes
the truly progressive option for reform.
Lawmakers who are concerned about the inter-
est of the poor should be among the firgt to
embrace individua accounts.
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tractability, the model abstracts from a number of features
of the red-world U.S. economy—for example, al house
holds are assumed to be married, fertility among al
households is always positive, and the observed negative
correlation of mortality with skills and wesdlth isignored.

12. A Gini coefficient isameasure of dispersion within a
group of values, cdculated as the average difference
between every pair of values divided by two times the
average of the sample. Thelarger the coefficient, the high-
er the degree of dispersion.

13. Focusis maintained on the just-retired population for
two reasons. Firgt, al potentia inheritances have generdly

been received by the time one retires and uncertainty about
future receipts is negligibly smal. Hence, messuring

bequesthable wesalth inequdity among the just-retired fully
takes into account the influence of past inheritances.

Second, it is the bequeathable weelth of the just-retired thet
determines the future inheritances of their offspring. As
suggested later in the text, greater inequality in this wedth
impliesgreater persstenceof inequality across generations.

14. In the simulated economy, all uncertainty about potert
tia inheritances is fully resolved by the age of retire-
ment—66. The wealth ranges specified in Tables2 and 3
are the result of benchmarking the smulation’ s aggregate
wage flow to that of the U.S. economy in 1995.



