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I N T R O D U C T I O N  

You’re insured

When asked, “What is Social Security?” most people 
answer with some variation of, “It’s money that old 
people get from the government.” But that is like saying 
that the Pentagon is the world’s largest office building—
it’s not that it’s incorrect, it’s that it tells you nothing 
informative. Why is the Pentagon so large? Who works 
there? What do they do? The answer that Social Security 
is money for old people doesn’t tell us much either. 
How much money? Why old people? Why does it have 
its own tax? Why do some children receive it, and the 
disabled? Will I get it?

The answer is simple. Social Security is insurance. 
Workers pay premiums (the payroll tax) to secure 
coverage for themselves and their families. And like 
any insurance, their coverage protects them on the 
occurrence of a specific event. With Social Security, that 
event is being no longer able to work. This happens in 
three instances—old age, disability, and death. As early 
as age 62, you can claim reduced old-age benefits for 
yourself, your spouse, and your young children. If you 
become disabled, you can claim benefits for yourself, 
your spouse, and young children. And if you die, your 
spouse and children can claim benefits based on your 
earnings record. 

Insurance exists to protect individuals from risk. 
What are the risks associated with not being able 
to work? Poverty. It is the risk that you can end up 
with nothing, nothing because you made low wages 
and could never save, nothing because you never had 
pension or 401(k) benefits through your job, nothing 
because you were laid off during a recession and had 
to burn though your savings to make it to the next 
job, nothing because you became ill and had to stop 
working, nothing because your child became ill and you 
had to stop working, or nothing because the company 
you work for went belly up or the stock market crashed 
and wiped out half of your 401(k). 

When you buy a car, you also buy car insurance. 
When you buy a house, you also buy homeowner’s 
insurance. Social Security is insurance for the risks we all 
face—the loss of earnings due to retirement, disability, 
or death. So when you become a worker, you buy into 
Social Security.

Social Security then is a misnomer of sorts. It’s more 
than social security, it’s also individual security. It’s the 
insurance you have against the external factors that can 
derail the best-laid plans. Social Security is insurance for 
yourself—you earn it, you pay for it, and you benefit 
from it. And as far as insurance goes, it is the most 
comprehensive and most efficient plan you have. One 
in six Americans receives Social Security benefits, almost 
every worker contributes to it, and yet the program 
costs less than one cent of every dollar of benefits to 
administer. 

It’s impossible to say how this compares to similar 
private plans because not all components of Social 
Security exist in the private market. In 2014, it was 
estimated that the disability and survivors insurance 
components were worth about $631,000 in net present 
value for a young worker with a family.1 The retirement 
insurance value is hard to measure because almost no 
one on the private market offers an inflation-protected 
lifetime annuity. But rough estimates suggest that to buy 
an annuity at age 65 that would match the average Social 
Security retirement benefit ($1,331 a month), plus keep 
up with inflation and continue to pay your widowed 
spouse, you would need to pay about $440,000 up front 
in a lump sum.2 

This begs the question: do you need the protection? 
Social Security is a pillar of the American economy. It is 
the most effective anti-poverty program in the United 
States. For more than half of the over-65 population it is 
more than half of their income. But does this apply to you?
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If you are 22 years old and starting your first job 
in the Spring of 2016, you have 45 years before you 
can claim full Social Security benefits. On the day 
you begin your first job, someone who began work 45 
years earlier, in 1971, will retire. In his or her 45 years, 
this worker witnessed six recessions—in 1973, 1980, 
1981, 1990, 2001, and 2007; lived through inflation, 
stagflation, oil shocks, oil rationing, the stock market 
crash of 1987, the savings and loan collapse, the bursting 
of the dotcom bubble, the bursting of the housing 
bubble, the stock market crash of 2008, and the bailout 
of AIG, the financial industry, and the auto industry; 
saw unemployment climb above 10% twice—in 1982 
and 2009; and all this over a time period with slowing 
wage growth for the bottom 50% and the decline of 
traditional pensions.  

This worker faced risks beyond his or her control 
and so will you. And the answer to risk is not to work 
harder at accurately predicting the future, but to insure 
against it. Even the best drivers get in car accidents. The 
safest homes can be destroyed by fires. The healthiest 
people get sick. It’s not a matter of intelligence, it’s that 
certain things are beyond your control. Some of us will 
need Social Security before reaching retirement age—
either due to disability or death. Some of us will not 
need Social Security until retirement. We cannot know 
which category we will fall into until we get there. But 
like all insurance, it’s better to have it and not need it 
than need it and not have it. 



A Young Person’s  Guide  to  Socia l  Securi ty  7

C H A P T E R  1 

‘Protection against the hazards  
and vicissitudes of life’

O U T L I N E

I.  History and structure 

 A. The contributions 

 B. The beneficiaries

 C. The benefits 

II. How important are Social Security benefits?

 A. Contributions to income

 B. Poverty reduction

 C. Disability and survivor insurance

 D. Social Security and children

History and structure 
Social Security is a social insurance program that 
provides retirement, disability, and survivor benefits to 
workers and their families. Signed into law in 1935,3 
Social Security has operated longer than the Department 
of Defense, the Central Intelligence Agency, and 
the Department of Education; it predates by nearly 
two decades the first U.S. interstate highway; and it 
was adopted before six of the 27 amendments to the 
Constitution. Indeed, when Social Security became 
law, Walt Disney had yet to produce a full-length 
feature film, the book Gone With the Wind had not 
been published, and sliced bread was an exciting new 
innovation. 

In the midst of the Great Depression, President 
Roosevelt intended for the Social Security Act to 
provide a “comprehensive package of protection 
against the hazards and vicissitudes of life.”4

Today, 80 years after its creation, Social Security is 
embedded in the nation’s social and economic structure. 
In 2015, 59 million Americans,5 or about one in six, 
received a Social Security benefit of one form or another. 

Where does this money come from? How do people 
get it? How does a program that was designed before 
97% of living Americans were even born operate in a 
modern economy?

The contributions
Social Security’s funding comes directly from its 
beneficiaries—workers—through a regular payroll 
tax called FICA, short for the Federal Insurance 
Contributions Act. Because Social Security taxes 
wages, it’s important in this context to understand the 
distinction between wages and income. Wages are what 
you receive in your paycheck. Income is broader; it 
includes wages plus whatever other money you receive. 
Selling stock at a profit or renting out a home are sources 
of income, but not of wages. Social Security, a program 
for workers, taxes only wages, not other forms of income. 
(See “Who Isn’t Covered by Social Security” on page 8.)

Contributions to Social Security are 12.4% of 
a worker’s wages. Half (6.2%) is deducted from the 
worker’s paycheck and half is paid by the employer.6 
Self-employed workers pay both the employer and the 
employee side (but they can deduct half from their 
income taxes). However, not all of a worker’s wages are 
subject to the payroll tax. Wages are subject to the tax 
only up to a certain earnings level, which is called the 
taxable maximum, or the tax cap. The cap rises each year 
based on changes in the average wages of all American 
workers. In 2015 the limit was $118,500, meaning that 
only the first $118,500 of earnings was taxed for Social 
Security and the rest, no matter how much, was not.7 

For example, the police chief of Oklahoma City 
(salary of about $173,000 in 2015) will make the same 
payroll contribution to Social Security, or $7,347, as 
Oklahoma City Thunder forward Kevin Durant (salary 
of $20,158,622 in 2015). The tax cap is an important 
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concept to understand because changing the amount 
of wages subject to Social Security contributions (that 
is, raising the cap) is frequently discussed as a possible 
reform to Social Security.

Payroll taxes are collected continually and automatically 
throughout the year. No forms, administration, or 
verification are required from the worker (unless the 
worker is self-employed). That is different from how 
we pay income taxes. Every April 15 or thereabouts we 
fill out forms for itemized deductions, claim credits for 
education or children, document our various sources 
of income, and then balance what we owe against what 
was deducted throughout the last calendar year. Some of 
us will owe money to the government and some will be 
owed money by the government, but in either case, the 
income tax requires additional steps for compliance by 
the taxpayer. 

High earners who pay the payroll tax only on 
a portion of their wages will find that the tax stops 
automatically sometime during the year. When they 
reach the tax cap, they begin getting larger paychecks for 
the rest of the year. While for the police chief this will 
happen sometime in September, for Kevin Durant it will 
happen during his first game of the year. 

Payroll tax contributions account for about 85% 
of Social Security’s revenue.9 The rest comes from two 

other sources—interest from the trust fund and a tax on 
higher-income beneficiaries. 

For the 25 years prior to 2010, Social Security 
consistently collected more in taxes than it needed to 
pay out in benefits.10 Including interest payments on 
its reserves, Social Security still runs a surplus today. 
Although much attention is currently paid to the 
retirement of the baby boomers—some go so far as to 
refer to it as Social Security’s looming crisis—for the 
Social Security Administration the boomers are not news. 
Indeed, the administrators of Social Security have a team 
of economists, accountants, and actuaries who every year 
project Social Security’s outlook for the next 75 years. 
They’ve known for about 40 years that a large part of 
the workforce will retire between 2011 and 2029 and 
that the worker-per-beneficiary ratio—the ratio of the 
number of workers who are paying taxes to the number 
of workers who are collecting benefits—would fall as a 
result. Between 1975 and 2008, that ratio stood between 
3.2 and 3.4; by 2014, it had decreased to 2.8.11 With the 
retirement of the baby boomers, that number will decrease 
to 2.1 by 2035. After the amendments of 1983, Social 
Security began running large surpluses, allowing it to have 
funds on hand when the ratio declined. (See “The 1983 
amendments” on page 9)

These annual surpluses accumulate over time and are 
held as bonds in a U.S. Treasury account, called the Social 
Security Trust Fund. The bonds are assets of Social Security, 
and interest on the bonds is the second source of revenue 
for the program. The trust fund held about $2.8 trillion at 
the end of 2014, and the interest generated on this amount 
accounts for about 11% of Social Security’s revenue.12 

Upper-income beneficiaries pay income taxes on 
part of their Social Security benefits, and a portion of 
those taxes fund Social Security. For the vast majority of 
recipients, Social Security benefits are not taxed, but if 
income from other sources besides Social Security, such 
as earnings, profits from stock, rental income, and so on, 
is above a specified amount—$25,000 for individuals 
and $32,000 for couples—a portion of Social Security 
benefits is subject to income taxes.13 The share of these 
taxes that goes to finance Social Security accounts for 3% 
of the system’s revenue.14 

Social Security’s total revenue from the payroll tax, 
interest from the trust fund, and the tax on higher-income 
beneficiaries was $884.3 billion in calendar year 2014.15 

Who isn’t covered  
by Social Security? 

In 2015, about 165 million individuals worked in Social 
Security-covered employment.8 The small number of 
workers who are not covered by Social Security in-
clude civilian federal employees who were hired be-
fore 1984; railroad workers (covered under a separate 
railroad retirement program); certain state and local 
government employees (covered under state-based 
retirement plans instead of Social Security); domestic 
and farm workers who do not meet minimum work re-
quirements; students working for a university or other 
academic institution; and self-employed persons with 
very low earnings—generally under $400 per year.
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The 1983 amendments

Social Security has been reformed a number of times 
in its 75-year history. The most recent successful reform 
effort took place in 1983. President Reagan convened 
a commission in 1981 (later known as the Greenspan 
Commission after its chairman, Alan Greenspan) to tack-
le Social Security’s imminent funding shortfall. At the 
time, the country was suffering from the second of two 
recessions, which came on the heels of the stagflation 
of the late 1970s. It was a period of slow growth and 
high inflation. Social Security was unable to make ben-
efit payments from tax revenue alone and had to dip 
into the trust fund for five years. By 1981, it was nearly 
depleted. This was arguably the worst financial shape 
the program had been in. 
 Those pushing for changes, including Reagan, were 
committed to Social Security’s fundamental design. No-
ticeably absent were calls to transform Social Security into 
a system of private accounts or reduce it to a program for 
only the poor.

 The recommendations of the commission16 became 
law in the Social Security Amendments of 1983.17 These 
reforms included accelerating the phase-in of the tax in-
crease that was passed in 1977, covering more workers, 
and making the benefits of higher-income beneficiaries 
subject to the income tax. In addition, Congress added to 
the commission’s recommendations a gradual increase in 
the retirement age from 65 to 67. 
 Even though the reforms altered certain details of So-
cial Security, President Reagan commented at the law’s 
passage that the goal was to strengthen Social Security:

“This bill demonstrates for all time our nation’s ironclad 
commitment to Social Security. It assures the elderly that 
America will always keep the promises made in troubled 
times a half a century ago. It assures those who are still 
working that they, too, have a pact with the future. From 
this day forward, they have our pledge that they will get 
their fair share of benefits when they retire.”18

The beneficiaries
We tend to think of Social Security as a retirement 
program, but it actually pays benefits in three instances: 
retirement, death, and disability. In fact, Social Security’s 
full name is Old Age, Survivors, and Disability Insurance 
(OASDI). Benefits are not limited to workers: their 
families are eligible as well. Figure 1.1 summarizes the 
eligibility for and timing of Social Security benefits. 
Figure 1.2 illustrates the shares receiving particular types 
of benefits. 

The Social Security program spends its money on 
two things: administration of the program and benefits. 
Administration represents a very small cost because the 
program can take advantage of large economies of scale. The 
Old-Age and Survivors Insurance (OASI) components of 
Social Security direct just 0.4% of total OASI expenditures 
to administration,19 while the Disability Insurance (DI) 
component spends just 2.0% of total DI expenditures on 
administration.20 Combined, their administrative costs 
are 0.7% of total OASDI expenditures.21 These rates are 
much lower than administrative costs of most comparable 
pension and insurance plans.22

Who are Social Security’s beneficiaries, how do they 
qualify, how much do they receive, and when do they 
start getting benefits? 

Social Security is a program for workers. Whatever 
the type of benefits received—retirement, disability, or 
survivor—individuals must have worked in order to earn 
insurance protection for themselves or their families. 
Social Security uses the credit system, in which a certain 
amount of work within a time period earns a credit, and 
a certain number of credits earns eligibility for Social 
Security.23 Each of Social Security’s three components has 
its own eligibility criteria.

• For retirement benefits, workers typically must have 
worked for about 10 years in order to be eligible for 
benefits at age 62. 

• For survivors’ benefits, the length of employment 
required is dependent on the worker’s age at death, 
but no one needs more than 10 years of work. 

• For disability benefits, the length of employment 
required is dependent on the worker’s age at 
disability. 
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The benefi ts
Th e benefi ts that an individual receives from Social 
Security are related to that individual’s earnings (or in 
the case of benefi ts for dependents, such as spouses or 
children, the earnings of the insured worker). Just as 
the amount you pay in to Social Security depends on 
how much you earn each paycheck, the amount you get 
back depends on how much you earn over your lifetime. 
Workers with higher wages receive higher benefi ts in 
absolute dollars because they contributed a higher dollar 
amount. However, benefi ts are progressive because 
lower-income earners will receive a higher share of their 
pre-retirement earnings as benefi ts.  (See “Progressive or 
regressive” on page 12)

Social Security retirement benefi ts are based on 
an individual’s highest 35 years of earnings, whether 
they are consecutive or not. Th e reason for, and the 
advantage of, looking at only the highest 35 years, even 
if someone worked 50, is twofold. First, it reduces the 
penalty workers would face for taking time off  of work 

to pursue more education, raise children, or fi ght an 
illness. Second, it protects workers who had spells of 
unemployment or low wages.  (See “How is the benefi t 
calculated?” on page 13.)

How much you earn (your average indexed monthly 
earnings, or AIME) determines your benefi t (your 
primary insurance amount, or PIA). (See Figure 1.3.) 
It is important to note that Social Security makes two 
adjustments when calculating benefi ts, one based on 
an index of average wages and one based on an index 
of average prices. Although they seem to be mere 
technicalities, these adjustments are vital to all workers. 
Th e wage indexing ensures that benefi ts represent the 
living standards a worker has achieved at the end of his 
or her work life, instead of at the beginning. Wages rise 
over time, usually faster than prices. If wages were not 
adjusted in the benefi t calculation using this index, the 
average of a worker’s highest 35 years of earnings would 
aff ord a lower standard of living than that of present-day 
workers simply as a consequence of when the worker 

F I G U R E  1 . 2

Social Security beneficiaries by type of insurance, 2014

Old-Age Insurance
71%

Disability Insurance
19%

Survivors Insurance
10%

The three components of Social 
Security—Old-Age, Survivors, 
and Disability Insurance— 
paid out benefi ts to 59 million 
Americans in any given month 
in 2014. Including workers 
and their families, 71% were 
old-age benefi ciaries, 19% were 
disability benefi ciaries, and 10% 
were survivor benefi ciaries. 

Source: Social Security Administration. Social Security Benefi ciary Statistics. http://www.socialsecurity.gov/OACT/STATS/OASDIbenies.html 
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Progressive or regressive?

The terms progressive and regressive are used to describe 
the redistributive properties of taxes and benefits. If a tax 
is progressive, the effective tax rate rises as the income lev-
el increases. If a tax is regressive, the effective tax rate falls 
as the income level increases. It’s important to remember 
that, when we describe progressivity or regressivity, abso-
lute dollar terms can be misrepresentative. 
 Let’s go back to our example of the police chief and 
Kevin Durant. They both pay the same $7,347 in payroll tax, 
but the police chief is paying about 4.2% of his or her in-
come, while Kevin Durant is paying about .04% of his. 
 Does this mean Social Security is regressive? In differ-
ent ways, it’s both progressive and regressive. The tax sys-
tem alone is certainly regressive. Workers who earn below 
the tax cap will pay taxes on 100% of their wages at a 6.2% 
rate. Workers who earn above the cap, however, pay taxes 

on only a portion of their wages and their effective tax rate 
falls as their wages rise, all the way up to the handful who 
– like Kevin Durant – pay 0.04% or less. 
The benefits, however, are progressive. Low-income earn-
ers will get a higher share of their pre-retirement earn-
ings back in benefits than will high-income earners. This 
is referred to as the replacement rate. After you retire, 
how much is your Social Security benefit compared to 
your pre-retirement earnings? In other words, how much 
earnings does Social Security replace? Because earnings 
replacement is much larger for low-earning workers, the 
benefits are progressive. 
 Despite having both progressive and regressive ele-
ments, however, it is generally agreed that Social Security 
is, on net, progressive.24

earned them, as opposed to how much the worker earned 
in wage-adjusted terms. Indexing allows the benefit 
to represent what the worker earned in relation to the 
current standard of living. 

The worker’s benefit, once calculated by the Social 
Security Administration, is not frozen. The PIA is 
determined at age 62, and is then indexed to changes 
in prices thereafter.25 This is called the cost-of-living 
adjustment, or COLA, and it preserves the purchasing 
power of benefits when measured against prices. We 
know that inflation can erode the value of money, but 
the effect is dramatic over time. Even 3% inflation, a 
historical average, can reduce the average annual Social 
Security benefit of roughly $16,000 by nearly half after 
20 years (see Figure 1.4). 

One of the hardest parts of planning for retirement 
is knowing how much money you will need to live on. 
Social Security benefits are guaranteed to never erode—
neither due to wage inflation over one’s working life (a 
standard-of-living erosion), nor to price inflation during 
retirement (a purchasing-power erosion). This is a feature 
that savings accounts, 401(k)s, and private retirement 
plans rarely, if ever, offer. (See “Prices, Wages, and Living 
Standards” on page 14)

Survivor and disability benefits begin when the 
worker dies or becomes disabled. Retirement, on the 
other hand, has a minimum-age requirement. The 
minimum age for receiving full retirement benefits was 
65 for many years. As already noted, in 1983, partly 
as a response to a Social Security shortfall and partly 
as a response to perceived improvements in health and 
life expectancy, Congress phased in a gradual increase 
in the full retirement age from 65 to 67 beginning 
with workers attaining age 62 in 2000. Individuals 
born in 1960 and later are subject to the new normal 
retirement age of 67.

This does not mean that you must retire at 67. 
The decision of when to quit working is up to you. 
“Retirement” in the context of Social Security means 
when you can claim retirement benefits, and any worker 
who has met Social Security’s work requirements can 
begin claiming benefits as early as 62. Claiming benefits 
before reaching the normal retirement age, however, 
results in a reduced benefit. The earlier you claim 
benefits, the smaller they are. For workers born in 1960 
and later, benefits claimed at 62 will be 30% lower than 
if claimed at 67.26 
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How is the benefit calculated?

Step One: Calculate average indexed monthly  
earnings (AIME)

• The AIME is the average monthly earnings of a worker’s 
highest 35 years of work. 

• Earnings are adjusted (or “indexed”) to reflect the 
change in average wages of U.S. workers that occur 
over a lifetime.

Step Two: Calculate the primary insurance amount (PIA)

• The benefit that an individual receives from Social 
Security is not equal to the AIME, but is some share of 
it, called the primary insurance amount (PIA). The size 
of the share is based on how large the AIME is. 

• To calculate the PIA, the AIME is divided into three 
pieces, and each portion of the AIME is multiplied by 
some percentage. The three portions are then added 
together to make the PIA. 

• The AIME is divided at the two bend points, which 
are increased each year based on the change in the 
average wages of all workers, the same index used to 
adjust earnings in the AIME. 

• Not all workers have high enough earnings to reach 
the second bend point. For them, the PIA is the sum of 
only two portions. 

• The initial PIA is updated every year based on inflation. 

• The average monthly retirement benefit was $1,335.97 
in 2015, which is quivalent to $16,031.64 a year. 

Source: SSA. 2015. Primary Insurance Amount. http://www.ssa.gov/oact/
cola/piaformula.html.  Source for average monthly retirement benefit: SSA. 
2015. Number of Social Security recipients at the end of Jul 2015. http://
www.ssa.gov/cgi-bin/currentpay.cgi.
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69%
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Prices, wages, and living standards

When we talk about saving for retirement and Social Secu-
rity, we are often talking about a long time span—40, 50, 
or sometimes even 60 years. Prices and wages, however, 
do not remain stagnant over time. Most people readily 
understand this when it comes to prices. For example, in 
1935, a gallon of milk cost $0.46, compared to about $4 
today. We refer to the growth of prices over time as infl a-
tion. So if you are asked if you would rather have a $50 bill 
today or a $50 bill 25 years from today, you should take the 
$50 today, because the value of $50 will erode over time. 
 Wages, though, generally rise faster than prices. This 
makes sense—if prices rose faster than wages, then 

everyone would be getting poorer over time because 
our purchasing power would be decreasing. If wage 
and price growth were equal, then our living standards 
would stagnate—the numbers would change at about 
the same rate on our paychecks and our grocery bills, 
so we wouldn’t be progressing. It’s only when wages 
rise faster than prices, as they have historically done, that 
workers are able to experience a positive change in their 
standard of living. 
 In order for Social Security to be a dynamic program, it 
has to take changes in both wages and prices into account 
when calculating the size of the benefi t.

F I G U R E  1 . 4

The effect of 3% annual inflation on $16,000 over 20 years 
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The average Social Security benefi t is roughly $16,000. At 3% infl ation, 
after 10 years $16,000 will be worth about 24% less, and after 20 years it 
will be worth only about half as much. 

Source: Author’s calculations.
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Th e advantages of waiting to claim retirement 
benefi ts don’t end there. If you can wait to claim benefi ts 
until age 70, you will receive a benefi t that is 24% larger 
than if you started claiming benefi ts at 67—and 77% 
larger than if you started at 62. Th e general principle 
behind these adjustments, which are based on actuarial 
estimates of average life expectancy, is that, on average, 
the total amount of workers’ lifetime benefi ts will be 
the same regardless of when they claim them. But your 
actual life expectancy is impossible to predict. If you 
think there’s a good chance that you will live into your 
late 80s or even 90s, then there’s also a good chance 
that you will exhaust other retirement resources along 
the way. Social Security benefi ts will be more and more 
important as time goes on, so it pays to wait, if you can.  

How important are Social Security 
benefi ts?
Contributions to income
Social Security is an essential source of income to its 
benefi ciaries even though the benefi ts are modest. 
Th e program was never intended to be the sole source 

of income for benefi ciaries but rather to serve as a 
foundation upon which to add savings and other 
retirement income. Th e average annual retired worker 
benefi t ($15,943 in 201427) is higher than the offi  cial 
federal poverty line ($11,354 in 2014 for an elderly 
individual living alone28). But the poverty line is a 
measure of deprivation, not income adequacy. It does 
not refl ect what a retiree needs in order to meet basic 
expenses, especially since it does not specifi cally refl ect 
out-of-pocket costs of health care, often the largest 
expense facing a retired worker. 

Despite their modest size, benefi ts are a substantial 
share of income for most recipients, as Figure 1.5 shows. 
For the lowest two income quintiles, Social Security 
accounted for 83% of retirees’ incomes, making it far 
and away their most important source of income. For 
those in the mid-range of retirement incomes—in other 
words, middle-class retirees—Social Security provided 
nearly two-thirds (64%) of their income, on average. 
Even among those in the top quintile, a category that 
includes many benefi ciaries who are still working, Social 
Security provided about a sixth (16%) of their total 
income.29 Obviously, Social Security is more important 

F I G U R E  1 . 5

Share of income from Social Security of households 
65 or over by income quintile, 2012
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To get income quintiles, you line up 
every household in America that 
is over 65 from poorest to richest 
and divide them into fi ve groups of 
equal sizes. 

Social Security is a signifi cant part 
of income for elderly households. 

Source: SSA. 2014. Table 10.5—
Percentage of aggregate income of 
aged units from specifi ed source, by 
marital status and quintile of total money 
income, 2012. Income of the Population 
55 and Older, 2012. http://www.ssa.
gov/policy/docs/statcomps/income_
pop55/2012/sect10.html 
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to some people than to others, but benefits are important 
to almost all recipients. 

Poverty reduction
Social Security is the most successful anti-poverty 
program in the United States. In 2014 it lifted 21.4 
million Americans out of poverty, almost 15 million of 
whom were seniors. Without Social Security income, 
it is estimated that four out of every ten seniors would 
be living in poverty. Instead, only one in 10 elderly 
individuals falls below the poverty line.30  (See “The anti-
poverty impact of Social Security below.)

Indeed, a before-and-after look at Social Security 
shows how instrumental it has been in transforming 
old age from a near-guarantee of poverty to a period 
of relative economic independence. As Social Security 
expenditures per senior rose from $5,143 in 1959 to 
$15,674 in 2014 (both in 2015 dollars),31 the elderly 
poverty rate fell from 35.2% to 9.98% (Figure 1.6).32 

The economic independence of the elderly is an 
important benefit to society and the economy. For 
example, consider an elderly couple that has one adult 
daughter and two grandchildren. The couple has Social 
Security; they live comfortably but not extravagantly; 
and, most importantly, they support themselves. But 
what if instead they were poor? Between the two of 
them, they would have less than $14,300 a year to live 
on and they would have to rely on their daughter to 

help. From paying bills and rent to buying groceries 
or gas, their daughter would provide financial support 
for her parents. Money that could’ve been spent on her 
children, for family vacations, summer camps, or college 
tuition, would go to her parents instead. When you 
think of this 20 million times over, it becomes clear why 
the economic independence of the elderly is important 
to each generation—your grandparents’, your parents’, 
and yours. 

Disability and survivor insurance
Social Security is more than just benefits for retirees. 
The life and disability insurance functions are crucial to 
providing economic security for many Americans. In 
spite of advances in medicine and overall quality of life, 
the risk of disability and death throughout one’s life is 
still significant. A 20-year-old worker has a 1-in-4 chance 
of becoming disabled before reaching retirement age.33 
But because becoming disabled or dying young is not 
something we think will happen to us, we don’t plan for it. 

For this reason, life and disability insurance are 
very valuable. For example, consider a young (27-year-
old) worker with average earnings (between $30,000 
and $35,000 a year) who has a husband and two young 
children. Her protection from Social Security for life and 
disability insurance has a net present value equivalent to 
a life insurance policy of $612,000 and a disability policy 
of $443,000 in 2014.34 

The anti-poverty impact of Social Security

In 2011, the Census Bureau, with the release of the newest poverty numbers, estimated the effect that various public pro-
grams had on poverty. What would poverty in America look like without them? In 2014:

Program Poverty reduction effect

SNAP*  â3.6 million

Federal Earned Income Tax Credit (EITC)**  â5.7 million (2013)

Unemployment insurance  â0.5 million

Social Security  â21.4 million

*Measure if Supplemental Nutrition Assistance Program (SNAP, formerly known as food stamps) were cash income.
**Data for 2013. 
Source: U.S. Census Bureau. 2015. Current Population Survey. Annual Social and Economic Supplement. Impact on Poverty of Alternative Resource 
Measures by Age: 1981 to 2014. http://www.census.gov/hhes/www/poverty/data/incpovhlth/2014/tables.html
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Social Security is the insurance policy that you have 
but don’t know you have. Hence, it is one of the most 
important sources of income for disabled workers and 
their families. 

• Social Security payments represent half or more 
of total family income for about 48% of disabled-
worker benefi ciaries.35 

• In 2010, average annual benefi ts for disabled 
workers were $13,757.36 

• In that same year, about 1.9 million children37 of 
disabled workers received annual benefi ts averaging 
$4,097.38

Life insurance (or survivorship) benefi ts reached 
6.2 million individuals in 2013; 1.9 million of these 
benefi ciaries were children.39 Average survivorship 
benefi ts for a widowed mother or father were $917.69 
per month, and average survivorship benefi ts for children 
were $813.80 per month.40 Th ese benefi ts represent 
an important source of income to make up for the lost 
wages of a deceased parent.

F I G U R E  1 . 6

Per-Senior OASI Spending Compared to Elderly Poverty
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Social Security and children
Children are an often overlooked segment of Social 
Security recipients. Between 11 and 12 percent of all 
American children live in households that receive some 
kind of Social Security benefit. About 3.2 million 
children of deceased, disabled, and retired workers 
receive direct benefits from Social Security through their 
late teens, and an additional 5.3 million children live in 
households that rely on Social Security payments for at 
least part of their household income.41

Conclusion
Social Security represents one of the American 
government’s most successful commitments to its citizens. 
Established in the midst of the Great Depression, it has 
remained a stable source of income for its beneficiaries 
in both good and bad economic times ever since. This 
chapter explained how Social Security has served as 
a bulwark against poverty, provides valuable survivor 
and disability insurance, and provides more benefits to 
children than any other government program. In other 
words, Social Security is not just about retirement; it is 
also about family security.  

One of the strengths of the program’s design is 
its reliability. The Social Security Administration 
sends out checks on time every month and is always 
proud to point out that, in the eight decades since 
first sending payments to beneficiaries, it has yet 
to miss a monthly payment. Retirees depend on 
the monthly benefit for their fixed living expenses; 
widows and children depend on the monthly 
payment to supplement household earnings after the 
death of a family member has left a hole in family 
finances. These are the typical situations that Social 
Security was built to respond to. But in the course 
of its history, Social Security has provided stability 
to families faced with extraordinary circumstances. 
Almost one in every five adult Social Security 
recipients is an American military veteran.42 More 
than 2,300 children who lost a parent in the terrorist 
attacks of September 11th are receiving survivors’ 
benefits through their teenage years.43 Special Social 
Security Administration staff were present at the 
evacuation centers during Hurricane Katrina to ensure 
that beneficiaries would continue to receive on-time 
payments despite losing their homes.44 And the Social 
Security Administration continued mailing out benefit 
checks even while the federal government experienced 
shutdowns in 1995-96 and 2013. When we say that 
Social Security is a pillar of the American economy, 
we don’t mean for some people, but for all people. 

Supplemental  
Security Income

The Social Security Administration also administers a 
program called Supplemental Security Income (SSI), 
which provides cash benefits to very-low-income el-
derly, blind, and disabled individuals. This program is 
financially separate from Social Security, however, and 
is not funded by Social Security contributions. Fund-
ing for SSI comes from the federal government’s gen-
eral tax revenues.
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C H A P T E R  2 

Social insurance: the philosophy   
behind Social Security

O U T L I N E

I.  Social insurance

II.  How to manage risks: savings, private insurance, and 
social insurance

A.  Risks best addressed through insurance rather than 
savings

B.  Risks best addressed through social rather than 
private insurance

III.  The practical benefits of social insurance

IV.  Why do we need social insurance? The example of Social 
Security

Where did the Social Security system come from? 
How and why was the program designed the way it was? 
Do we need Social Security? 

As much as we can tout the program’s importance 
and the positive impact it has on people’s lives and on 
the economy as a whole, the answer to the “do we need 
it” question is still a relative one. There are some things 
that happen to people—layoffs, economic disasters, 
disability, inflation spikes, stock market crashes—that are 
unpredictable, arbitrary, and potentially catastrophic. If 
you think that all of these risks should be borne by the 
individual alone, it will probably be tough to convince 
you of the usefulness of social insurance. 

But if you think there are risks from which people 
should be protected, risks that are arbitrary enough 
in incidence and catastrophic enough in effect, then 
social insurance is the most effective and efficient way 
to provide this protection. That is, social insurance is 
a method—it’s a way to enact a social commitment to 
protect people from the worst effects of these risks. 

This brings a common misconception to light. 
When asked, “What is Social Security?” the shorthand 

answer is often a variant of “It’s money that old people 
get from the government.” But that’s like saying that 
the Pentagon is the world’s largest office building or the 
president of the United States is a highly paid public 
servant. Those characterizations are technically correct, 
but they do not reveal the essence of the issue. 

The same is true for Social Security. To say that it’s 
money for old people omits so much that it misleads. 
Social Security is really about protection against risks—
the arbitrary setbacks to achieving a secure financial life, 
whether prosaic or catastrophic, that can befall anyone 
getting older—under a system of social insurance.45

 
Social insurance
When you talk about insurance, you’re essentially talking 
about risk management. Under a typical insurance 
arrangement, the purchaser (you) provides a stream 
of steady payments (called premiums) to an insurer in 
exchange for a guarantee that the insurer will provide 
payment after a predefined event (the risk) occurs. If you 
buy a home, you buy homeowner’s insurance to protect 
against potential hazards, such as fire damage. If you live 
in a low-lying area near a river, you’re at risk of flooding 
and you buy flood insurance. If you drive a car and are 
worried about damage or theft, you buy comprehensive 
car insurance. The underlying principle is the same: as an 
insured individual, you are trading payments now for the 
promise that you will receive protection later. 

Social insurance is protection offered by a 
government against risks to broad groups of its citizens. 
It’s still insurance (premium payment in exchange for 
risk protection), but differs in two key ways. First, most 
mature social insurance programs cover larger portions of 
the national population than private Insurance. Second, 
the risks protected against by social insurance are often 
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social or economic in nature, like poverty, sickness, 
disability, or unemployment. In essence, it’s protecting 
everyone from a risk that threatens everyone. To do that, 
social insurance often mandates enrollment, or heavily 
incentivizes it. Premiums are then collected through 
some form of taxation. 

Because it straddles the nature of public programs 
and private markets, social insurance is often confused 
or conflated with both welfare and private insurance. 
However, it differs from the former because of structure 
and design, and it differs from the latter because of goals 
and intent. Indeed, it is a truly unique way in which 
people are protected from risk. 

Welfare programs are based on economic need. 
In order to receive welfare benefits, individuals must 
apply and prove their eligibility through strict income 
and asset tests. In other words, to qualify for welfare 
programs, individuals must prove that they are poor. 
This process is referred to as “means-testing.” Examples 
of these programs include Temporary Aid to Needy 
Families (TANF, commonly referred to as welfare) and 
the Supplemental Nutrition Assistance Program (SNAP, 
formerly known as food stamps). In this way, welfare 
differs hugely from social insurance, where eligibility 
is established through contributions. You don’t have 
to prove that you are poor to get social insurance, you 
simply must contribute to the program. Participation in 
social insurance, then, is not targeted—it covers huge 
swaths of the population, and the full range of income. 

Social insurance differs from private insurance 
because the latter is a profit-making business. It’s an 
obvious but an important point: firms want to make 
money. In the case of insurance, companies would 
therefore want to price insurance plans according to 
the likelihood of the insured event occurring (such as 
a fire or accident), and they charge more for high-risk 
people—a racecar driver pays higher premiums for 
disability insurance than, say, a teacher. 

Social insurance, on the other hand, is run or 
sponsored by public agencies and therefore does not 
generally operate for the purpose of profit. Again, 
while this seems like an obvious distinction, it has 
several important effects on both the coverage and cost 
of insurance. Since private firms seek to gain profits, 
they do not have to prioritize adequacy of coverage so 
much as profitability from individual plans. If there are 

groups of the population that are priced out of private 
insurance, that’s irrelevant from the perspective of a 
profitable private insurer. The government, on the other 
hand, has the power to mandate participation from all 
citizens; social insurance does not distinguish between 
high-risk and low-risk, high-cost or low-cost, or high-
profit or low-profit individuals. Everyone is covered. This 
universality (or near universality) has several benefits that 
you do not see in the private insurance market. 

Social insurance equalizes premium costs, as risk 
is shared across the entire population. If you don’t 
distinguish between high- and low-risk individuals, you 
don’t need to price them differently. Therefore, social 
insurance is uniquely equipped to protect vulnerable 
groups who are unfairly treated in the private market 
because of their high-risk status, something that a private 
company would not generally aim to do.

It can be easy to confuse social insurance with 
welfare or private insurance, but they should be thought 
of as three distinct concepts. That means that they each 
have their own scope, their own sphere of coverage, and 
their own function in society. (See “Precursors to social 
insurance” on page 21.)

How to manage risk: savings, private 
insurance, and social insurance
How do you protect against risk? In this section, we’ll 
start from scratch and build a system for classifying 
risks—those protected with savings, with private 
insurance, or with social insurance. 

We’ll do this in two steps. First, we’ll examine 
insurance (of any kind) versus savings. Second, we’ll 
compare private to social insurance. Put another way, 
we’ll start with all income-related risks and narrow them 
down to those specific risks that fall under the purview 
of social insurance. 

Risks best addressed through insurance rather 
than savings

Risks related to events that are out of the control of 
the individual. Events that are completely out of 
an individual’s control are ill-suited for savings. For 
example, think of a flood that could potentially destroy 
your house. If you want to save for it, you’ll have to 
know: when will it flood? How severe will it be? How 
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much damage will it do? How much will that damage 
cost? It’s hard to save for something without knowing 
anything about the costs or when, if ever, it will happen. 
Insurance is suitable for this kind of risk. 

Risks of losses that are too great for individuals to bear on 
their own. Some losses are too great for an individual and 
his or her family to deal with solely through savings. For 
example, if that flood you were saving against destroys 
your house, have you saved enough? It’s unlikely that an 
individual paying $200,000 over 30 years for a house 
would have $200,000 in savings, should his or her house 
be destroyed. 

Risks associated with economic uncertainty or 
shortcomings in planning. You cannot know with 
certainty in your twenties what your expenses and 
income will be 40 years later when you retire, much 
less how long you’ll live after you retire or the extent 
to which inflation might eat away at your nest egg. For 
each variable you can make an extremely intelligent, 
sophisticated projection, and be completely wrong. 

For these kinds of risks, insurance can provide a hedge 
against many of your potential errors. 

Risks that, when covered by insurance, introduce 
positive effects for society (or alternatively, without 
insurance coverage, introduce negative effects for society). 
Some risks may not present a substantial threat to 
all individuals, but taken as a whole present negative 
consequences, or spillover effects, to society. For 
example, if you are a student in a class of 20 students, 
you do not want to be the only person who has health 
insurance. If you get sick, your doctor’s visit and 
prescription are covered. Your uninsured classmates, 
however, will hold off going to the doctor as long as 
possible, trying to “sleep off” an illness or just stick 
it out, putting you, everyone they go to class with, 
and everyone they live with in their dorm at risk. The 
consequence is diminished public health—we are all less 
healthy because a part of our population is less healthy 
and putting us at risk. Most universities offer free health 
insurance precisely to avoid this negative externality. 

Precursors to social insurance

While social insurance may seem like an invention of 
modern governments, the act of pooling resources to 
help deal with risk is a longstanding tradition in human 
societies.46  Families do it inherently by helping relatives 
out in times of need. Close-knit communities, especially 
in early societies, also served a similar role. For example, 
farmers contributed portions of their harvest into a com-
munal fund that would be available to the unlucky fami-
lies whose crops failed. 
 These methods of risk sharing were later formalized in 
medieval Europe. Merchants and craftsmen sharing com-
mon business interests created mutual aid organizations 
that pooled money to help individual members and their 
families in the event of sickness, unemployment, or death. 
Germany was one of the first countries to introduce state-
sponsored social insurance protection in the 1880s. These 
policies included health insurance, workers’ compensa-
tion, and mandatory old-age pensions. Later, other Euro-

pean and Latin American countries followed suit, model-
ing their programs after the German system. 
 Although Social Security—the United States’ primary 
social insurance program—was not created until 1935, the 
United States did have an important and far earlier precursor 
in the form of the Civil War pension program. Implemented 
shortly after the start of the war, the insurance program ini-
tially provided benefits for soldiers disabled in combat, as 
well as benefits to war widows and orphans. The program 
was later expanded to include all non-war-related disabili-
ties, as well as old-age pension benefits to soldiers and their 
families. It eventually grew to cover nearly 90% of Civil War 
veterans and their families. The Civil War pension program 
provided an important model for the later development of 
Social Security with the introduction of family income pro-
tection. This model provides replacement of wages not just 
for workers, but also for their spouses and children in the 
event of worker disability or death.
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Risks best addressed through social rather 
than private insurance
When we’ve determined that we need insurance, which 
should we use: social or private insurance? The answer to 
that question is something that insurers, policy makers, 
and scholars continually debate, and the discussion 
often becomes conflated with political philosophy (e.g., 
the market is always better than the government) and 
politics (e.g., the market is better than the government 
in this instance). Under that standard, deciding which 
is better between social or private insurance, varies with 
each individual’s personal belief. However, when it comes 
to risk, and how risks are best addressed, social insurance 
has a clear and defined role. Because it offers universal, 
or near universal, coverage with a government guarantee, 
social insurance solves many of the problems faced by the 
private market in insuring against risk. Indeed, there are 
three risks in particular that social insurance will always 
better guard against. These risks are:

Risks that require very long contracts. The government 
has a certainty of existence that is impossible to match 
on the private market and so it is in a unique position 
to guarantee contracts for extraordinarily long periods 
with little fear of insolvency. How many companies have 
been around since 1791? 1891? 1991? How many can 
reasonably forecast their operations 75 years into the 
future? Or even five? How many companies are free of the 
risk of being bought, sold, or put out of business? When 
a risk involves a very long contract, say 45 to 70 years, the 
government is in the best position to guarantee against it. 

Risks that are highly concentrated. The type of risks that 
private insurers can typically cover well are ones that 
are not concentrated together. This means that the risk 
of one individual experiencing a negative event is not 
connected to the risk of another individual experiencing 
that same event. A car insurance company is betting that 
if it has a million customers, not all of them will get in 
an accident on the same day. 

But not all risks are like this. Some can affect a 
large portion of “customers” at the same time. Take 
unemployment, for example. It’s a highly concentrated 
risk because people tend to become unemployed at the 
same time—during  recessions. The idea that a hundred 
thousand people become unemployed at the same 

time is not a matter of chance, but a consequence of 
a shrinking economy. This is a concentrated risk. For 
a private insurer, concentrated risks can quickly turn 
into overwhelming losses, hindering the firm’s ability 
to pay and perhaps even pushing it into bankruptcy. 
The government, however, does not go out of business. 
That’s why in most countries the government provides 
unemployment insurance. (See “Concentrated risks: The 
example of AIG” on page 23)

Risks that threaten particularly vulnerable groups. A 
fundamental problem of insurance markets is adverse 
selection—the fact that individuals who are most likely 
to need insurance (those who are likely high risk) are 
those who are most likely to purchase insurance. But if 
the only people who are buying the insurance are the 
ones who are most at risk, the price goes up. It becomes 
a cycle of exclusion as the lower one’s risk is, the more 
likely he or she is to be priced out of insurance because 
the premiums become too expensive to be worth the 
coverage. To make their prices attractive to the broader 
market of low- to moderate-risk people (who are cheaper 
to insure), private insurers have an incentive to exclude 
high-risk people (who are more expensive to insure). 

In a private insurance market, this makes perfect 
sense. Charge high-risk people more money for their 
coverage, but if the costs of covering them becomes too 
high, don’t offer them coverage anymore. Remember that 
private insurance firms are profit driven—they are trying 
to thread the needle between raising their profits (charging 
more) and cutting costs (dropping coverage). And for 
some types of insurance, this is fine. If a notoriously 
dangerous driver is refused car insurance, there is a small 
negative consequence, but it makes sense from a profit 
perspective and even from a public policy point of view. 

But this logic does not apply to areas of insurance 
coverage like health care or retirement security. Dangerous 
drivers are not a vulnerable group in the same way that 
people with chronic illnesses or other health disorders are. 
If people are priced out of the health insurance market, 
it is likely because they are most in need of it and, more 
importantly, they are left with no other option. This 
exclusion is bad from a public policy view. 

Though private insurers are indeed acting in 
accordance with the market by charging higher rates or 
excluding high-risk people, private insurer profitability 
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and economic efficiency are not the same thing. The 
farther away insurer profitability is from economic 
efficiency, the more social insurance is necessary. 

Social insurance can ensure fairness for vulnerable 
groups—such as low-income or high-risk individuals—
that are neglected by privately offered insurance. It covers 
all individuals and charges premiums that are unrelated 
to whether the individual is high-risk or low-risk. Hence, 
social insurance saves on many costs: social insurance 
systems do not need to spend money to measure the risk 
of each individual consumer; social insurance doesn’t 
need to expend resources on maximizing the number 
of low-risk individuals the insurer enrolls; and social 
insurance doesn’t need to advertise. 

The practical benefits of social 
insurance
We now have a way of classifying risks and knowing 
which are more suitable for coverage by social insurance. 

But if something “should” be covered by social insurance, 
does that mean it has to be? Is it necessarily bad if it 
is covered by private insurance or is it just a matter of 
suitability? In other words, how important is it that the 
appropriate risks are covered by social instead of private 
insurance, or the opposite? 

Finding a definitive answer to this question is 
difficult, and often we look not only at the normative 
question (should we do it) but also the practical question 
(what happens if we do). Looking at the three main 
practical benefits of social insurance helps us understand 
when risks should be covered by it. 

1.  Social insurance protects vulnerable populations by 
designing coverage that is priced independent of risk—
that is, all individuals generally pay the same amount 
or the same rate. Social Security, for example, does not 
charge higher rates to individuals with a longer life 
expectancy or higher probability of disability. 

Concentrated risks: The example of AIG

The American International Group (AIG), an insurance cor-
poration, is the largest underwriter of commercial and in-
dustrial insurance in the United States and has operations in 
130 countries. In September 2008, it faced an acute liquidity 
crisis and had to be bailed out by the federal government. 
 What happened? AIG is an insurer, and while we often 
think of the individual risks that are insured against, firms 
face risks as well. As such, AIG insures a wide variety of pri-
vate firms, from small companies to the largest investment 
banks in the United States. When these large banks, like 
Lehman Brothers and Bear Sterns, made investments, they 
would get insurance from the financial services arm of AIG 
in case these investments failed. The process was compli-
cated and involved numerous financial instruments, but 
essentially the banks invested in securities (like a bundle of 
home mortgages) and bought credit default swaps (insur-
ance against the risk that the mortgages would default) 
from AIG. AIG made money from the swap (essentially an 
insurance premium), and would only have to pay if the 
mortgagees defaulted. 
 AIG did not realize how highly concentrated the risk of 
default was. It had reason—home prices nationwide had 
never fallen before, so AIG assumed that bundling many 

individual mortgages would keep the risks of default for 
particular mortgages in the bundle relatively independent 
of each other. That is, if someone defaulted on a mortgage 
in Montana, it wouldn’t affect the likelihood of someone 
defaulting in Alabama. Hence, each mortgage bundle in-
sured by AIG was presumably low risk: while some com-
ponents may go bad, the independence of risks meant 
that it was unlikely (in AIG’s view) that a large number of 
mortgages in each bundle would default together. 
 But that’s what happened.47 As the housing bubble 
burst and prices plunged across the country, the defaults 
turned out not to be independent of each other. Mortgag-
ees defaulted en masse and AIG did not have the money 
(or liquidity) to cover what it had insured. Because AIG was 
liable to so many financial firms, its collapse threatened 
the other institutions as well. The result was the largest 
government bailout of a private company in U.S. history—
an initial $85 billion, followed by another $85 billion in the 
months after.
 There is a lot to be learned from AIG’s miscalculation, 
including the need for stricter oversight of financial firms. 
Private companies, no matter how large and seemingly 
secure, always have the potential to fail.
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2.  Social insurance emphasizes adequacy of coverage, 
providing a guaranteed minimum level of benefits 
to everyone. Low-income people who save the same 
percentage of their income as high-income earners 
could still end up in poverty in old age without Social 
Security because the replacement rate of that income 
falls below the poverty line during a long retirement. 
In contrast, Social Security provides a minimum 
benefit to all fully insured individuals in retirement. 

3.  While it may seem that social insurance programs 
would be more expensive than private insurance 
to operate, this is frequently not the case. Because 
social insurance programs are generally broad-
based—including all or nearly all citizens—they can 
take advantage of economies of scale that lead to 
low administrative costs. An example of this sort of 
efficiency can be found with Social Security, which 
has extraordinarily low administrative costs relative 
to private insurers or pension providers that provide 
a similar service. For every dollar in benefits, Social 
Security spends less than one cent on administration.

Why do we need social insurance? 
The example of Social Security
When we asked at the beginning of this chapter, “What 
is Social Security?” we said that it was insurance. More 
explicitly, it is a social insurance program administered 
by the U.S. government. It provides insurance to workers 
and their families against the risks related to retirement, 
disability, and death. 

In essence, it’s insurance for the risks that go hand-
in-hand with getting older but are out of one’s control, 
risks that affect all of us, risks that can never be perfectly 
planned for. Risks such as: 

External economic shocks:

• From October 9, 2007 (the last peak of the stock 
market before the Great Recession) to March 9, 
2009 (in the depths of the recession), prices for 
equities fell 57%. This drop translated into a total 
loss of $2.8 trillion in equity assets in 401(k) plans 
and individual retirement accounts.48

Insufficient savings to match longevity:

• Most people cannot easily estimate how long they 
will live and often do not consider this factor when 
saving for retirement. One analysis by the Center for 
Retirement Research at Boston College estimated 
that about half of households entering retirement 
age in 2013  were at risk of outliving their savings 
and could be forced to significantly reduce their 
standard of living.49 

Inflation:

• Retirees that rely on fixed income are especially 
vulnerable to inflation. This means that a worker’s 
retirement savings needs to grow each year by at 
least the rate of inflation to keep up with the cost of 
living.

Disability and Family Life Insurance:

• A 20-year-old worker has a 1-in-4 chance of 
becoming disabled before reaching full retirement 
age. 

• Private market disability insurance plans are 
expensive—the vast majority of workers do not 
have them and are (except for their Social Security 
eligibility) completely unprepared for a disability 
that would prevent them from working again. 

• Social Security is the main source of life insurance 
for families with children when tragedy strikes. 
Almost all workers—including men and women in 
the Armed Services—are covered by Social Security. 
If a worker passes away, Social Security provides 
survivor benefits to his or her spouse and children.50

In the end, we all face risks to our economic 
security—including the risk of poverty—even if we have 
done everything right. 

Social Security, by having all the elements of social 
insurance—broad, mandated coverage to almost all 
citizens, minimum benefits and coverage, efficient 
administration, protection of vulnerable groups, and the 
guarantee of the U.S. government—addresses these risks 
to economic security. 
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C H A P T E R  3 
Social Security’s finances:  if it ain’t broke, 
don’t break it

O U T L I N E

I.  A self-financed program

II.  The trust fund

III.  Causes of the shortfall

A. Fertility

B. Life expectancy

C. Inequality

IV.  Options for reform

A. Ways to increase revenue

B. Ways to cut benefits

The aspect of Social Security that garners the most 
attention from politicians and the media is its finances. 
Is it broke? Is there a looming crisis? When do benefits 
end? Will the baby boomers bankrupt the program? Isn’t 
it a giant Ponzi scheme? In this chapter, we will discuss 
in detail Social Security’s finances, how it works, and its 
outlook. 

However, the program’s financial status can be 
summed up in one sentence: 

Social Security’s projected shortfall 
is 2.68% of taxable earnings over 
the next 75 years.51 

A self-financed program
We tend to think of the government as a single huge 
mass; taxes go into it and spending comes out of it. 
That is actually not the case. The U.S. Department of 
the Treasury has separate accounts for different revenue 
streams such as payroll taxes, income taxes, and tariffs. 
Some of them are added together to make up general 
revenue, and some are devoted to something specific. 
Social Security has its own U.S. Treasury accounts, one 
for Old-Age and Survivors Insurance, created in 1940, 
and one for Disability Insurance, created in 1956. While 
technically separate accounts, they are both shepherded 
by the same trustees and are added together for 75-year 
projections. They are collectively referred to as the Old-
Age, Survivors, and Disability Insurance (OASDI) Trust 
Fund.

Social Security is the only major program in the 
federal budget that is funded entirely by dedicated 
revenue sources. All of Social Security’s revenue—which 
comes from the payroll tax, interest on the trust fund, 
and the tax on high-income beneficiaries—goes into the 
trust fund. All of Social Security’s outlays—which are the 
payments of its benefits (plus administrative costs, which 
are less than 1% of outlays)—come from the trust fund. 
When outlays are less than revenue in a single year, the 
trust fund has an annual surplus, and the fund is legally 
required to convert its surpluses into U.S. Treasury 
securities. Those securities, like all federal government 
securities, are backed by the full faith and credit of the 
United States government. One can think of the trust 
fund as Social Security’s bank account.
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Here's how it works:

 Workers and employers pay 
Federal Insurance Contribution 
Act (FICA) taxes.
• Both employers and employees pay 

6.2% on earnings up to a cap, which was 
$118,500 in 2015. The cap is indexed to 
a measure of average wages and increases 
automatically each year.

• Payroll contributions account for 85% of 
Social Security’s revenue.

• 94% of workers earn below the cap.
• Payroll tax contributions totaled $756 bil-

lion in 2014. 

  The trust fund pays out benefits 
and administration costs. 
• Benefits totaled $848.5 billion in 2014.
• Administrative costs account for 0.7% of 

total spending. 

  Surplus money is used to buy 
Treasury bonds. 
• By law, Social Security’s surplus funds 

must be converted into special issue 
securities that are backed by the full faith 
and credit of the government and can be 
redeemed at any time at face value. In 
exchange for the sale of the bonds, the 
government receives the cash and puts it 
in its general accounts.
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 The government pays interest 
into the trust fund. 
• The Treasury securities yield interest, 

which is paid back into the trust fund. 
• Interest payments to the trust fund totaled 

$98.2 billion in 2014.
• Interest payments accounted for 11% of 

revenue in 2014. 

  Benefits of higher-income 
beneficiaries are taxed. 
• Higher-income beneficiaries may pay 

income tax on up to 85% of their benefits.
• About two-thirds of this revenue goes to 

Social Security, and the rest to Medicare.
• For most seniors, Social Security benefits 

do not count toward taxable income. 
• Taxes from higher-income retirees were 

3% of Social Security’s revenue in 2014. 
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Social Security is thus a part and at the same time 
not a part of the federal budget. Legally, it is separate. 
The letter of the law in the Social Security Act is clear: 
OASDI has separate Treasury accounts and operates 
independently of the yearly machinations of the 
federal budget. It has dedicated revenue streams and 
automatically adjusted benefits. Most of the government 
programs that we think of do not work this way—
there is no dedicated funding for the Department of 
Defense, for example. Instead, defense spending comes 
from general revenue derived from personal income 
taxes, corporate income taxes, estate taxes, gift taxes, 
fees, tariffs, etc. Social Security is independent in a way 
that most programs aren’t because it is designed to be 
self-sustaining. 

However, it does interact with the federal budget 
as a purchaser of U.S. Treasury securities. Indeed, most 
of the confusion, misconceptions, and misinformation 
about Social Security—the claims of double counting 
and the charge that the government is spending money 
it does not have—derive from its role as a holder of these 
securities. But the transaction is simple to understand. 

Yearly surpluses have been accumulating in the trust 
fund since 1982.52 Social Security has collected more 
in revenue than it has paid out in benefits, creating 
substantial reserves for the retirement of the baby 
boomers. This accumulated surplus cannot be kept as 
cash, however, because cash continually loses value due 
to inflation. For example, if the surplus of $2.8 trillion 
was currently held as cash and inflation was 2%, the 
real loss would be $56 billion each year. To preserve the 
purchasing power of accumulated surpluses, then, they 
are invested, and because securities from the United 
States government are generally considered one of the 
world’s safest investments, the trust fund has been 
invested exclusively in these securities. 

The government spends the cash it receives from the 
sale of securities to Social Security, but that’s what it does 
with the cash it receives from the sale of any security, 
whether the buyer is an individual U.S. citizen, a foreign 
country (China, Japan, Brazil, Switzerland, Ireland, and 
the United Kingdom are the largest holders53), a mutual 
fund, a public or private pension fund, or a state or local 
government. The cash the government generates from 
the sale of securities sums up to its total gross debt. 

Because the sale of securities to the Social Security 
trust fund occurs within the federal government, some 
analysts contend that the surplus is just an accounting 
fiction—the money is spent and gone. There are two 
problems with this argument. First, the accumulated 
surplus in the trust fund is held in Treasury securities. 
For the trust fund to be meaningless, those securities, 
issued by the U.S. Treasury and backed by the full faith 
and credit of the U.S. government, would have to be 
valueless. In that case, all securities issued by the U.S. 
government are an accounting fiction, whether they are 
held by the trust fund, foreign governments, investment 
banks, pension funds, mutual funds, or any holder of 
a U.S. bond. To say that the trust fund has no value is 
tantamount to a declaration that the U.S. is unable to 
meet any of its obligations. 

Second, the fact that presidential administrations 
and U.S. Congresses have used Social Security’s cash to 
finance deficit spending is a problem that the president 
and the Congress will have to address, but it is not a 
problem with Social Security itself. Social Security has 
loaned the government money fair and square; deficit 
spending by the general government accounts is neither a 
reflection nor a result of Social Security. 

The trust fund
The OASDI Trust Fund held $2.8 trillion at the end 
of 2014,54 and it is expected that annual income from 
the fund and contributions to Social Security will cover 
annual costs until 2020.55 At that point, the system will 
start drawing on the trust fund principal. 

The trust fund is managed by its Board of 
Trustees, composed of the secretary of the treasury, 
the secretary of labor, the secretary of health and 
human services, the commissioner of Social Security, 
and two members of the public, who are confirmed 
by the Senate. This Board of Trustees also oversees the 
Medicare trust funds. 

The Board of Trustees is required to give a 
comprehensive report every year on Social Security, 
including basic statistics about income, benefits, and 
finances, and projections about the future. This annual 
report, called the Trustees Report (short for The Annual 
Report of the Board of Trustees of the Federal Old-Age and 
Survivors Insurance and Federal Disability Insurance Trust 
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Funds), is the most important and reliable source of 
information about the trust fund and the financial health 
of Social Security. It includes:

• the financial status of the prior year (e.g., 2014)

• the projected status of the current year (e.g., 2015)

• short-term (10-year) estimates (e.g. to 2024)

• long-term (75-year) estimates (e.g. to 2090)

• the assumptions used to make these estimates 

Today, Social Security faces a long-term shortfall 
over the 75-year window. Since 1984, Social Security has 
collected more in taxes than it paid out in benefits, and 
the yearly surpluses have accumulated in the trust fund. 
However, benefit payments are expected to rise in the 
future. The trustees project that in 2020 Social Security 
will need to rely on the trust fund reserves to meet its 
obligations and that the trust fund itself will run out 
of funds two decades from now. At that point, Social 
Security will be able to cover 79% of benefits at their 
promised level.56 

The difference between all expected outlays summed 
over the next 75 years and all expected revenues summed 
over the next 75 years is 2.68% of taxable earnings 
(Social Security’s tax base). This projected shortfall has 
been around since the trustees’ report of 1984, and it has 
circled around 2.0% of taxable earnings since 1994.57 To 
put that in context, if taxes were raised 1.4 percentage 
points on both the employer and employee side, to 7.6% 
each, the shortfall would disappear. (See “What didn’t 
happen” on page 30.)

Causes of the shortfall
Social Security’s long-term shortfall is the result of an 
increase in projected spending that is not fully funded 
with current revenues. Between 1982 and 2014, Social 
Security spending averaged 4.4% of gross domestic 
product (GDP).60 Currently, it has increased to 4.9% of 
GDP. Spending is projected to increase to about 6.05% 
of GDP by 2037, and then decline slightly, remaining 
between 5.9 and 6.2% of GDP through 2086 (Figure 

Forecasting the future  
in the Trustees Report 

To make projections for Social Security, the trustees 
must make assumptions in three key areas:58

• Demographics - Fertility, mortality, immigration, 
life expectancy

• Economics - Productivity, inflation, wage growth, 
labor force, unemployment, gross domestic prod-
uct, interest rates

• Program parameters - Automatic adjustments, 
covered employment, payroll tax revenue, taxable 
payroll earnings, the insured population, Old-Age 
and Survivors Insurance beneficiaries, Disability In-
surance beneficiaries, average benefits, benefit pay-
ments, administrative costs, income from the taxa-
tion of benefits.

The trustees rely on detailed historical records of past 
trends to produce the forecasts in the Trustees Report. 
But like all forecasts, the projections are subject to con-
siderable uncertainty, especially in the long term. In 
the 2015 report, actuaries estimated that under a “best 
case” scenario there would be no long-term shortfall 
and the program would remain solvent for at least the 
next 75 years. In contrast, under a “worst case” scenario, 
the actuaries estimated that trust fund reserves would 
be exhausted by 2028. In the “intermediate case,” the 
one most frequently cited and used for policy purpos-
es, the trust fund is exhausted in 2034. The difference 
between the best and worst case scenarios illustrates 
the variation and uncertainty involved in forecasting 
the future.59
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What didn’t happen

The recession that began in December 2007 was the worst 
economic downturn since the Great Depression, earning 
it the moniker of the Great Recession. At its worst, job loss 
reached 8.7 million, or 6.3% of all jobs in the country, more 
than double the job loss of prior recessions. At one point in 
2010, over 15 million Americans were out of work. House-
hold wealth in the stock market and housing took an enor-
mous hit. In the 12 months following its peak in October 
2007, the stock market declined 42%, which translated to a 
decline of $2.0 trillion61 in individual retirement savings ac-
counts (401(k)s, and IRAs). The total decline in wealth felt by 
households directly and indirectly, when including hous-
ing wealth, was $7.4 trillion. 
 Social Security, however, didn’t miss a beat. No benefi ts 
were cut. No benefi ts were delayed. In fact, Social Secu-

rity was able to support the increased rates of retirement 
that occurred as older unemployed or discouraged work-
ers left the labor market. Although Social Security has had 
to dip into the trust fund to cover the recession-driven 
drop in projected revenues, the recession did not derail 
the program. On the contrary, Social Security functioned 
as it was designed to do: as an economic shock absorber, 
paying scheduled benefi ts that helped stabilize millions 
of families and thousands of local economies all across 
the United States. Social Security’s performance during 
the worst economic downturn in seven decades—the 
worst economic downturn since the program was cre-
ated in 1935—is testimony to its structure and the sound-
ness of the trust fund.

F I G U R E  3 . 1

Social Security as a Percent of GDP, 2010-2090
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Between 2015 and 2037, Social Security’s spending as a percentage 
of GDP will increase from about 5% to 6%., then begin to fl atten out.

Source: SSA. 2015. Table VI.G4.--OASDI and HI Annual 
Income, Cost, and Balance as a percentage of GDP, 
Calendar Years 1970-2090. OASDI Trustees Report. http://
www.socialsecurity.gov/OACT/TR/2015/lr6g4.html
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F I G U R E  3 . 2

U.S. fertility rates with adjustment 
for survival to age 10, 1875-2014 
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The adjusted fertility rate counts children who to 
survive to age 10. In order to make comparisons across 
time that take into account diff erences in medical 
advances, the Social Security Administration looks at 
the adjusted fertility rate. 

Source for years 1875-2003: Goss, Stephen A. 2010. The Future 
Financial Status of the Social Security Program. Social Security 
Bulletin 70 (August). http://www. ssa.gov/policy/docs/ssb/v70n3/
v70n3p111.html.
Source for years 2004-2014: SSA. 2015. The Long-Range 
Demographic Assumptions for the 2015 Trustees Report. OASDI 
Trustees Report. http://www.ssa.gov/oact/TR/2015/2015_Long-
Range_Demographic_Assumptions.pdf

3.1). Social Security’s cost curve after about 2030 is 
fl at—the problem is not infi nitely increasing costs, but 
rather that the level of spending jumps from its previous 
level (4.4% of GDP) to a higher level (6.0% of GDP). 

Some causes of the shortfall—fertility, life 
expectancy, and inequality—are discussed below. 

Fertility
Most people point to the retirement of the baby boomers 
as the principal cause of Social Security’s alleged woes. 
Th e phrase “baby boomers” refers to the generation of 
Americans born between mid-1946 and 1964, a period 
of unusually high birth rates. Th e oldest of the roughly 
78 million boomers reached full retirement age (66) in 
2012, and the boomers are retiring at the unprecedented 

rate of 10,000 per day. Most will have retired by 2030, 
and their retirement en masse means that the number 
of workers per benefi ciary will drop from 3.4 in 1990 to 
2.2 in 2030.62 For this reason—and also because longer-
living boomers will be collecting benefi ts for decades 
after retiring—many conclude that the baby boomers are 
wrecking Social Security for later generations. 

But that’s not true. Remember that Social Security 
spreads risks and costs over a long time period so that 
it is insulated from short-term changes. As individual 
workers, we see this focus on the long term in the 
benefi t calculation. Social Security averages the highest 
35 years of earnings, so that periodic unemployment 
or low-paying jobs or time spent out of the labor force 
are balanced against all the years of higher earnings. For 
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the government, we see this in Social Security’s fi nances. 
It has built up a sizeable trust fund, so that economic 
downturns, even if they last for years, cannot ruin Social 
Security’s ability to pay benefi ciaries. Social Security is a 
refl ection and function of long-term trends. 

Between 1900 and 1964, the U.S. fertility rate averaged 
about 2.7 children per woman (Figure 3.2).63 Although the 
baby boomers represented a jump in the rate to about 3.2 
children per woman, this rise off set the years of the Great 
Depression and World War Two, when rates dropped to 2.3 
children per woman. Th e boom was signifi cant, but so was 
the dearth that preceded it. It was only after 1964 that the 
longer-term shift in birthrates occurred. Th e rate dropped 
in the 1970s to below 2 children per woman, and then 
it returned to 2 in the 1990s. Th e change in the worker-
per-benefi ciary ratio is a refl ection of a long-term, lowered 
birthrate, and not just a single period of high births. 

Life expectancy
Another often-referenced cause of Social Security’s 
long-run shortfall is increasing life expectancy. Some 
have even pointed out that the retirement age now is 
higher than life expectancy was in 1935 when the Social 
Security Act was passed. Life expectancy for people born 
in 1940 was 61.4 for men and 65.7 for women; after 
seven decades it has climbed to 76.8 for men and 81.4 
for women (Figure 3.3).64 Increasing life expectancy is 
neither unwelcome nor unexpected. It would have hardly 
been the goal for workers retiring in 2010 (born in 1945) 
to only live as long as workers retiring in 1940 (born 
in 1885). An increase in life expectancy was predicted 
by the Social Security Administration as soon as the 
program started. Most of the gains in life expectancy 
occurred between 1940 and 1990, and the increase was 
not sudden. In addition, much of the gains are due 

F I G U R E  3 . 3

Life expectancy at birth, by gender, 1940-2090
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Source: SSA. 2015. Table V.A3.-Period 
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Report. http://www.ssa.gov/oact/
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to reduced infant and child mortality, rather than an 
increase in longevity for those who make it to adulthood.

It is important to note that life expectancy varies 
across the income distribution, meaning that how long 
you are expected to live is diff erent based on how much 
money you make. Th e richer you are, the more likely you 
are to have health insurance, have greater access to health 
care, and have a job that is not physically straining. Gains 
in life expectancy have not been equal (Figure 3.4).65 

Inequality
Inequality is a relative measure. Th ere is no single 
defi nitive metric that is used to measure how unequal a 
country is. One could look at health, housing, education, 
or any number of statistics. Identifying the most relevant 
measure of inequality often depends on the country and 
economy under discussion. For example, in a developing 
country where the main industry is agriculture, 
inequality could be measured in the distribution of land. 
On the other hand, in an advanced economy, like the 
United States, the more relevant measures of inequality 
may be job-based variables, such as compensation. But 
even compensation can mean diff erent things—wages, 
non-wage income (such as stock investments), and 

non-wage benefi ts (such as health care and retirement 
benefi ts).

By virtually all compensation measures, inequality 
has grown over the past 30 years, but in the context 
of Social Security we will talk about wages only. Th e 
past 40 years have been marked by a sharp rise in wage 
inequality. Th e top 20% of earners have seen their 
hourly wage grow much faster than the bottom 80%, 
and the richer you are, the more your wages have grown. 
However, the bottom half has grown more slowly (for 
women) or even fell (for men) (Figure 3.5). 

Why are we talking about the growth in inequality 
in a chapter about Social Security’s fi nances? Social 
Security collects taxes on annual wages below a certain 
level, called the tax cap, which was $118,500 in 2015. 
Th e basis for this level was set in 1977, when the tax cap 
captured 90% of aggregate wages. Th is means that if you 
took every American worker’s salary and added them 
together, 90% of that total would have been subject to 
the payroll tax. Th is pool is referred to as Social Security’s 
tax base. Every year since, the tax cap was adjusted based 
on the average wages of all workers. If, on average, every 
worker in America made 5% more in a given year, the 
tax cap increased by 5%. Averages, however, are not 

F I G U R E  3 . 4

Life expectancy for male Social Security-covered workers 
(age 60) by earnings group, 1972 and 2001 
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Between 1972 and 2001, men who were 
60 years old saw a gain in life expectancy. 
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only1.2 years while the richer half saw a 
gain of 5.8 years. 

Source: Waldron, Hilary. 2007. Trends in Mortality 
Diff erentials and Life Expectancy for Male Social 
Security-Covered Workers, by Socioeconomic 
Status. Social Security Bulletin 67 (April 2008). 
http://www.ssa.gov/policy/docs/workingpapers/
wp108.html  
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F I G U R E  3 . 5

Change in real hourly wages by wage percentile, 1973-2012
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Wage percentile 
refers to the wages 
at key markers in the 
wage distribution. 
If you lined up every 
person in the U.S. 
who worked, from 
richest to poorest, 
the median wage 
earner would be 
the person in the 
middle. This is called 
the 50th percentile, 
because 50% of 
wage earners make 
more and 50% 
make less. Note that 
growth at the 50th 
percentile refers to 
that one person and 
not the average for 
the bottom 50%. 

This is also the case 
for the 95th, 90th, 
80th, 20th, and 10th 
percentiles shown 
here. None of them 
are averages or 
representative of 
some share of the 
population. Rather, 
they represent the 
performance of the 
wages at key levels. 

For men, workers 
at each level in the 
bottom half have 
lost ground since 
1973. For women, 
the bottom half has 
grown, but not as 
quickly as the top 
half. 

Source: Authors’ analysis of Economic Policy Institute. 2015. The State of Working America 12th edition. Table 4.4. Real wage deciles, male and female 
workers, 2012 dollars. http://stateofworkingamerica.org/data/ 
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Options

Change in actuarial 
balance  (the deficit as a 
percent of payroll)

Percent of 75-year  short-
fall (2.68% of payroll) 
eliminated

Raise payroll tax rate of 12.4% (for employees and employers 
combined) by 2.9 percentage points to 15.3% in 2016 and later.

-2.76 103%

Raise payroll tax rate gradually (for employees and employ-
ers combined) by 0.1 percentage points in 2021; continue this 
increase each year for 20 years. By 2040, the combined rate 
would be 14.4%. 

-1.43 53%

Ways to increase revenue

1. Raise the payroll tax rate w a y s  t o  i n c r e a s e  r e v e n u e

The current tax rate for Social Security’s payroll contributions is 12.4% on the taxable maximum, shared between 
workers and employers, who each pay 6.2%. A 13-year phase-in to this level was implemented in 1977, but the 1983 
reforms accelerated the phase-in period. 

Pros

• Straightforward method for closing the projected 
shortfall

• Maintains the link between taxes and benefits

• Increased taxes could be offset for low-income 
workers by increases in the Earned Income Tax 
Credit

Cons

• Increasing the cost of compensation could result in 
fewer jobs overall

• The payroll tax is regressive with respect to wages—
increased contributions will disproportionately 
burden lower-wage earners

• Tax increases result in deadweight loss in the 
economy; they are inefficient, and the higher the tax, 
the more inefficient it is

always representative of a uniform experience. Since 
1983, the roughly 6% of Americans who earn above the 
tax cap saw their wages grow faster than the average.66 
The result is that the tax cap did not grow fast enough 
to keep pace with rising wages at the high end: by 2013, 
Social Security’s taxable base had eroded from 90% of 
wages in 1983 to 82.7%.67 

Estimates vary, but roughly a third of Social Security’s 
shortfall comes from the rise in inequality and the fact 
that now 17.3% of aggregate earnings, instead of 10%, 
are not subject to the Social Security tax. 

Options for reform
Even though the trust fund is not projected to exhaust its 
resources until 2034, we do not want to wait that long to 
fix the long-run shortfall, mostly because we do not want 

to unnecessarily deplete the trust fund. Not only does it 
provide a buffer during economic downturns, as it did in 
the 1970s and during the Great Recession, but it is also 
a significant source of revenue thanks to the interest it 
earns. 

The Office of the Chief Actuary (OACT) is the 
chief source of information regarding Social Security’s 
finances. Any proposal that is made to modify Social 
Security is “scored” by the actuary—the OACT 
calculates how much the proposal costs or saves over the 
75-year window. All scored proposals are kept on the 
OACT website. This section reviews some of the major 
options for improving Social Security’s finances. The 
options presented are not exhaustive, and each reform 
has variations in terms of extent and timing.68
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2. Raise the tax cap  w a y s  t o  i n c r e a s e  r e v e n u e

As previously discussed, not all of a worker’s earnings are subject to the payroll tax. Given the growth in wage 
inequality, Social Security’s tax base—the maximum amount of earnings that can be taxed for Social Security—has 
eroded over time as the share of wages that are untaxed has increased. Various proposals would restore the cap to the 
90% level, eliminate it altogether, or add a smaller tax above the cap. 

The savings from these proposals vary based on the redistribution back to benefits. Social Security is an insurance 
program—you pay into the system while you’re a worker, and it pays back to you when you stop working. Thus, if you 
pay more (your taxes are raised), then maybe you should get more back. If the cap is raised (or eliminated), some (or 
all) earnings above the cap will be brought beneath it, thus increasing the effective tax rate for these workers. If the cap 
is raised, a worker’s additional contributions could either be credited toward benefits, or not.  

Options

Change in actuarial 
balance  (the deficit as a 
percent of payroll)

Percent of 75-year  short-
fall (2.68% of payroll) 
eliminated 

Beginning in 2016, make all earnings subject to the payroll tax 
(but do not credit contributions). 

-2.36 88%

Beginning in 2016, make all earnings subject to the payroll tax 
(and credit contributions). 

-1.91 71%

Raise the taxable maximum amount to include 90% of total 
OASDI covered earnings (and credit contributions). Phase in 
this increase gradually between 2016 and 2025.

-.77 29%

Raise the taxable maximum amount to include 90% of total 
OASDI covered earnings (but do not credit contributions). Be-
gin in 2018 and raise the taxable maximum each year by an 
additional 2% over the current-law, wage-indexed amount. 

-.73 27%

Impose a 3% payroll tax on OASDI covered earnings above the 
current taxable maximum starting in 2016 (but do not credit 
contributions). 

-.61 23%

Pros

• Directly addresses inequality, a main source of the 
current shortfall

• Increases the progressivity of Social Security

• Does not add additional burdens to low- and 
middle-income families 

Cons

• If more earnings are subject to taxes but these 
contributions are not credited, the historical link 
between contributions and benefits would be 
weakened 

• If more earnings are subject to taxes and these 
contributions are credited, the effect on reducing 
the shortfall will be diminished

• Increases Social Security contributions for higher 
earners, which may encourage tax shifting
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3. Extend Social Security coverage w a y s  t o  i n c r e a s e  r e v e n u e

When Social Security was enacted in 1935, it covered only about half of workers. This share has been increased over 
time to move toward Social Security’s goal of universal coverage; today, over 90% of workers are covered. Public 
employees at the federal, state, and local level were a special case because they had their own retirement system and 
were excluded from Social Security. The 1983 reform brought federal workers into Social Security—all new workers 
became part of Social Security, and existing employees had the option to join. However, this change did not apply to 
state and local public employees, about a quarter of whom were not covered by Social Security as of 2008.69 Bringing 
those new workers into Social Security, while giving existing employees the option to join, would immediately increase 
Social Security’s tax revenue. 

Options

Change in actuarial 
balance  (the deficit as a 
percent of payroll)

Percent of 75-year  short-
fall (2.68% of payroll) 
eliminated 

Cover newly hired state and local government employees be-
ginning in 2016.

-.15 6%

Pros

• Keeps with Social Security’s social insurance 
principle of universal coverage

• Provides seamless coverage for workers who change 
employment between covered and uncovered work

• Extends Social Security’s life and disability insurance 
to new workers

Cons

• These workers and state governments would now be 
subject to the Social Security tax

• State and local governments already have alternative 
retirement systems
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Options

Change in actuarial 
balance  (the deficit as a 
percent of payroll)

Percent of 75-year  short-
fall (2.68% of payroll) 
eliminated 

Gradually invest 15% of OASDI Trust Fund assets in equities as-
suming an ultimate 6.4% annual real rate of return. Increase the 
portion in equities by 1.5% each year from 2016 through 2025. 
Maintain the percentage at 15% thereafter. 

-.23 9%

Invest 40% of the trust fund assets in equities (phased in 2016-
30), assuming an ultimate 5.4% real rate of return on equities.

-.42 16%

Invest 40% of the trust fund assets in equities (phased in 2016-
30), assuming an ultimate 6.4% real rate of return on equities. 

-.57 21%

4. Invest part of the trust fund in equities w a y s  t o  i n c r e a s e  r e v e n u e

Social Security’s trust fund is required by law to be converted into U.S. Treasury securities, for which the actuary 
projects a real return of 2.9%.70 This return is lower, albeit safer, compared to most equity investments. In order to 
raise revenue, part of the trust fund could be invested in equity markets. Although the risk to assets would be higher 
in equities, downturns in the market would be tempered by the length of investment—Social Security has a long time 
to recover from any drop in prices. This option is more difficult to score, because the assumed return on the equity 
investment is subject to much uncertainty.

Pros

• Could generate higher returns on the trust fund 
compared to lower-yield Treasury securities

• Social Security is in a good position to act as a long-
term investor

Cons

• Trust fund would be exposed to greater risk 



A Young Person’s  Guide  to  Socia l  Securi ty  39

5. Dedicate other taxes to Social Security w a y s  t o  i n c r e a s e  r e v e n u e

The payroll tax is regressive with respect to wage incomes. Increasing the tax on workers only increases its regressivity. In 
order to increase revenue, other tax sources could be dedicated to Social Security. The most frequently suggested is the estate 
tax, a tax on the assets transferred from a deceased individual. This tax is applied only to wealthy individuals. Currently, for 
example, estates are taxed only if they are worth more than $5.43 million for an individual or $10.86 million for a couple. 
If the estate tax were to be dedicated to Social Security, Social Security would remain an independent program with its 
own revenue, but the number of revenue sources would increase from three (payroll tax, benefit tax, interest) to four 
(payroll tax, benefit tax, interest, and estate tax). 

Pros

• The tax is progressive—it affects only the very 
wealthy

• It is an equitable way to pay off the “legacy debt” of 
Social Security. This debt was accrued in the early 
years of Social Security’s history when Congress 
decided to allow the first generations of beneficiaries 
to receive far more in Social Security benefits than 
their contributions plus interest would have yielded.71

Cons

• Higher tax rates for the wealthy could encourage tax 
shifting

• The estate tax is already a part of government general 
revenue, so a proportional increase in other taxes 
would be needed to offset this reallocation

Option (estimates from 2009)

Change in actuarial 
balance  (the deficit as a 
percent of payroll in year 
of estimate)

Percent of 75-year  short-
fall (2.68% of payroll) 
eliminated 

Dedicate estate tax revenue at the 2009 level to Social 
Security.72 

-.51 19%
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Ways to cut benefits

1. Increase the retirement age w a y s  t o  c u t  b e n e f i t s

The Social Security amendments of 1983 provided for a gradual increase in the full retirement age (or FRA, the age of 
first eligibility for unreduced benefits) from 65 to 67, phased in over 22 years.73 The full retirement age is already at 66 
for those reaching that age in 2015.

Pros

• Keeps pace with improvements in average life 
expectancy

Cons

• An increase in the FRA is equivalent to an across-
the-board benefit cut, which places disproportionate 
burdens on the most vulnerable retirees

• Gains in life expectancy have gone overwhelmingly 
to high-income individuals

• Benefit cut will affect disadvantaged populations 
with lower life expectancies as well as those that 
work in physically demanding jobs

• Life expectancy for people who are 65 has only 
increased by 3.7 years for men and 2.0 years for 
women since 1985; it is not projected to gain 
another two years until 2039 for men and 2046 for 
women; increasing the retirement age is premature74 

• Will likely result in an increased number of claims for 
disability insurance, as people who are disabled and 
have not reached the full retirement age seek assistance

F U L L  R E T I R E M E N T  A G E

Year of birth Age Year of birth Age Year of birth Age

1937 and prior 65 1942 65 and 10 months 1958 66 and 8 months
1938 65 and 2 months 1943-54 66 1959 66 and 10 months
1939 65 and 4 months 1955 66 and 2 months 1960 and later 67
1940 65 and 6 months 1956 66 and 4 months
1941 65 and 8 months 1957 66 and 6 months

One way to slow the growth of benefits would be to gradually raise the full retirement age again, or to index it to 
life expectancy. 

Options

Change in actuarial 
balance  (the deficit as a 
percent of payroll)

Percent of 75-year  short-
fall (2.68% of payroll) 
eliminated 

Index benefits to longevity after the full retirement age (FRA) 
reaches age 67 under current law. 

-.48 17%

Gradually raise the normal retirement age to 68 by 2028. -.43 15%

Gradually raise the normal retirement age to 70 by 2070. -.68 23%
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2. Change the benefit calculation w a y s  t o  c u t  b e n e f i t s

Social Security uses a progressive formula to calculate benefits. The benefit, or primary insurance amount (PIA), is based 
on a worker’s average indexed monthly earnings (AIME), a monthly amount that summarizes the worker’s lifetime 
earnings. The AIME is based on the highest 35 years of earnings. There are proposals to include an additional five years 
and base the AIME on the highest 40 years of earnings. Because it adds up to five of a worker’s lowest-earning years to 
the equation, this change would lower the average wages upon which the AIME is based, amounting to a cut to benefits.

Pros

• Reflects that people are working longer  

Cons

• Penalizes workers with gaps in their work history, 
often caused by such life events as taking time out 
to raise children, seeking additional education, or 
suffering periods of unemployment

After taking the highest 35 years of earnings, Social Security then adjusts this amount based on the average growth of 
wages over that time period. This is a key step: wages grow over time, generally faster than prices, which is the source of 
improvement in living standards in America. If wage and price growth were equal, then living standards would stagnate; 
but because wage growth outpaces price growth, living standards improve. An option to reduce benefits would be to 
change the indexing of initial benefit levels from average wage growth to average price growth. This would yield initial 
benefits that reflect a mix of American living standards over time from the beginning, middle, and end of one’s career. In 
contrast, the current system of wage-indexing initial benefits preserves the living standards at the end of one’s working life.

Pros

• Biggest benefit cuts are for higher-wage earners, who 
rely less on Social Security

• Many of these proposals exempt the lowest earners

Cons

• The benefit cut increases over time because prices 
grow more slowly than wages 

• High-wage earners will pay the same in taxes but 
receive less in benefits, possibly causing them to 
reduce their support of the program

Options

Change in actuarial 
balance  (the deficit as a 
percent of payroll)

Percent of 75-year  short-
fall (2.68% of payroll) 
eliminated 

Increase the number of years used to calculate benefits for re-
tirees and survivors (but not for disabled workers) from 35 to 
40, phased in 2015-23. 

-.46 16%

Beginning with those newly eligible for OASDI benefits in 2021 
and later, reduce PIA formula factors so that when initial ben-
efits are calculated, earlier earnings are adjusted for inflation 
rather than for increases in real wages.

-2.56 89%

Maintain current benefits for the bottom 30% of workers (those 
whose career earnings averaged about $25,000 [in today’s dol-
lars] or less); reduce formula factors so that when initial benefits 
are calculated, earlier earnings are adjusted for inflation rather 
than for increases in real wages.

-1.41 49%
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Options

Change in actuarial 
balance  (the deficit as a 
percent of payroll)

Percent of 75-year  short-
fall (2.68% of payroll) 
eliminated 

Maintain current benefits for bottom 40% of workers (those 
whose career earnings averaged about $33,000 [in today’s dol-
lars] or less); reduce formula factors so that when initial benefits 
are calculated, earlier earnings are adjusted for inflation rather 
than for increases in real wages.

-1.18 41%

Maintain current benefits for bottom 50% of workers (those 
whose career earnings averaged about $42,000 [in today’s dol-
lars] or less); reduce formula factors so that when initial benefits 
are calculated, earlier earnings are adjusted for inflation rather 
than for increases in real wages.

-.95 33%

3. Across-the-board cuts w a y s  t o  c u t  b e n e f i t s

A simple way to cut benefits is to introduce an across-the-board benefit cut, reducing all benefits for new recipients. 

Pros

• Simple

Cons

• Already, the current average annual benefit for a 
retiree is around $16,000, which is barely above 
poverty 

• Arbitrarily cuts benefits for workers

Options

Change in actuarial 
balance  (the deficit as a 
percent of payroll)

Percent of 75-year  short-
fall (2.68% of payroll) 
eliminated 

Reduce benefits by 3% for those newly eligible for benefits in 
2015 and later. 

-.37 13%

Reduce benefits by 5% for those newly eligible for benefits in 
2015 and later. 

-.62 22%
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4. Reduce the cost-of-living adjustment ways to cut benefits

Beginning in 1975,75 benefits were automatically adjusted each year based on inflation, called the cost-of-living 
adjustment (COLA). Before then, Congress frequently amended the Social Security Act in order to raise benefits and keep 
up with the growth in prices. There are many measures of the change in prices; the consumer price index (CPI) comes in 
many forms. The CPI-W is the consumer price index for urban wage earners and clerical workers, and is currently used 
for the COLA calculation. The CPI-U is the consumer price index for all urban consumers. The most common proposal 
is to switch to the “chained” CPI, a variation of the CPI-U, which would yield a smaller increase on average. 

Pros

• Reduces costs

Cons

• Lowers the standard of living of retirees, the 
disabled, and their dependents  

• Older beneficiaries have very high medical costs, 
whose prices already rise faster than inflation

Options

Change in actuarial 
balance  (the deficit as a 
percent of payroll)

Percent of 75-year  short-
fall (2.68% of payroll) 
eliminated 

Beginning in December 2015, reduce the annual COLA by 1 
percentage point

-1.76 61%

Starting with the December 2015 COLA, compute the COLA 
using a chained version of the consumer price index for wage 
and salary workers (CPI-W). This new computation is estimated 
to result in an annual COLA that is 0.3 percentage point less, 
on average. 

-.56 19%

Conclusion
Social Security is self-sustaining and solvent; it is neither broken nor bankrupt. It faces a manageable shortfall over a 
75-year actuarial window that is a reflection of long-term trends in the economy, whether they be good (increased life 
expectancy), bad (increased inequality), or simply a change from the past (declining fertility rates). 
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C H A P T E R  4 
Social Security in context:   
the third rail of politics

O U T L I N E

I.  Social Security and public opinion

II.  Social Security and retirement security 

III.  Five arguments against Social Security

A. Budgetary – Social Security is too expensive

B.  Philosophical – we should not have government 
involvement in market outcomes

C.  Financial – Social Security is a poor financial 
investment

D. Economic – Social Security is a poor government 
investment 

E. Behavioral – Social Security alters individual economic 
behavior

IV.  Five ways to improve Social Security 

A.  New minimum benefit

B.  Wage credits for child care

C.  Accurate COLA calculation for seniors

D.  Restored student benefit

E. Increased benefit for the oldest beneficiaries

Social Security occupies a unique place in politics. As an 
aide to the speaker of the House noted during the heated 
debate surrounding the Greenspan Commission in 1982, 
“Social Security is the third rail of politics. Touch it, 
you’re dead.”76 

Why is the debate so contentious? How does 
Social Security manage to be incredibly popular, vitally 
important, and yet so frequently attacked? In this 
chapter, we will discuss the context of Social Security 
in three spheres—public opinion, retirement security, 
and policy—and answer why a program that is deeply 
ingrained in the American economy causes so much 
debate. 

Social Security and public opinion
Social Security is popular. In most situations, an accurate 
read on public opinion is hard to nail down. Polling data 
is difficult to compare. Data often come from different 
sources that ask different questions at different times. 
Some polls will contact 2,000 or more households by 
phone, while some will talk to 500 in person. And when 
it comes to polling, even slight differences in wording 
can make large differences in responses. Any single poll 
should be met with skepticism. But Social Security has 
been the subject of hundreds of polls since becoming 
law in 1935. And while the pollsters have changed, the 
answer, for the most part, hasn’t.77 Americans like Social 
Security.

The American Association of Retired Persons 
(AARP) commissioned polls on Social Security’s 60th, 
70th, and 75th anniversaries.78 A different private 
survey research firm conducted each poll. The results 
were consistent. Not only do Americans think Social 
Security is important, but they understand why it 
is important. Over 70% completely agreed with 
the statement that maybe they wouldn’t need Social 
Security when they retired but they wanted to know it 
was there just in case. Over 60% completely agreed that 
everyone who pays into Social Security should receive 
benefits, regardless of income. And over 80% said 
that, even though they might do better on their own, 
it’s important to contribute to Social Security for the 
common good. 

Support for Social Security translates into the desire 
to see it expanded. Since the early 1980s, more than 
half of Americans have said they think that too little is 
spent on Social Security, according to the General Social 
Survey, as opposed to the less than 10% who think that 
too much is spent on Social Security.79
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F I G U R E  4 . 1

Workers with pension coverage by type of plan, 
1983-2007
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*There are no data for 1986. Data used here are the midpoint between 1983 and 1989. 

Source: Munnell, Alicia. 2014. 401(K)/IRA Holdings in 
2013: An Update from the SCF. Center for Retirement 
Research at Boston College Brief No. #14-15. http://crr.
bc.edu/wp-content/uploads/2014/09/IB_14-151.pdf. 

Defi ned-benefi t plans are those, like pensions, in which the 
worker receives a predetermined benefi t. Defi ned-contribution 
plans, like 401(k)s, have no benefi t guarantee at all, but there is a 
predetermined contribution to an account.

Since their introduction in 1981, 401(k)s have been replacing 
pensions as the primary form of employee retirement benefi ts.
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F I G U R E  4 . 2

Framework for understanding retirement planning

Traditional
pensions

Defined benefit 
At retirement, workers are given 

a specified benefit amount , 
usually an annuity that lasts until 

their death; called a defined 
benefit because workers are 
able to estimate how much 
they will receive each year in 

retirement. 

Defined contribution
Workers contribute their money to savings vehicles, but the size of 

their savings at retirement depends on the mix of stocks, bonds, and 
mutual funds they invested in and how the financial instruments 

performed. Retirees draw down their savings at a certain percentage 
each year, based on how much money they think they will need and 

how long they think they might live; called a defined contribution 
because workers know how much they put into their savings, but not 

how much they'll receive from it. 

IRAs
(individual retirement

accounts)

401(k)s
(employer-administered retirement accounts)

Pensions
Retirement plans funded 

by the employer

Savings
Retirement plans funded 

by the worker

The terminology of retirement planning can be confusing because there is so much overlap. While 
pension might mean a traditional pension that has defi ned lifetime benefi ts, it can also be applied to any 
employer-funded retirement plan, including 401(k)s. 

And while in general savings is defi ned as money that we don’t spend, in retirement planning, savings 
refers to vehicles to which workers contribute to on a tax-preferred basis, as well as asset savings, such 
as a home.
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Moreover, Americans don’t want to see their benefits 
reduced. In more than 15 polls conducted since 1981, 
roughly 80% of Americans opposed cutting Social 
Security.80 And Americans have said again and again 
that they don’t mind paying taxes for Social Security. 
It is the second most popular tax, behind state income 
taxes.81 Granted, tax popularity is measured by which 
taxes Americans dislike the least, but the payroll tax still 
consistently performs better than other taxes, such as the 
sales tax, the federal income tax, or property taxes.82 

Support for the program is strong regardless of 
age; young people in particular would rather pay 
more for Social Security than see it cut. In a survey 
conducted in mid-2009 by the Rockefeller Foundation 
and the National Academy of Social Insurance, 79% 
of respondents age 18-34 agreed that it was critical to 
preserve Social Security “even if it means increasing 
working Americans’ contributions to Social Security 
taxes.”83 Other surveys have found similar levels of 
support among young people. Another survey from 
2010 showed that 92% of women and 80% of men age 
18-44 don’t mind paying Social Security taxes because it 
provides economic security to millions of Americans.84 
When a 2011 Pew survey asked about Social Security 
and deficit reduction, a majority of young people 
believed keeping Social Security benefits as they are was 
more important than reducing the deficit.85

Why is the program popular? Advocates for 
Social Security point to several aspects of the program 
that workers value. First, it has clear contributions 
and benefits. The payroll tax is straightforward and 
automatic, and it requires no extra effort on workers’ 
part. And there is little confusion about who gets benefits 
and in what circumstances. 

Second, Social Security targets sympathetic parts 
of the population—the elderly, the disabled, and 
the survivors of the deceased. While there is some 
discussion over whether certain beneficiaries, especially 
the very wealthy, need Social Security, there is little to 
no objection that they have earned it. Most Americans 
don’t want to see the elderly population fall into 
poverty, and think it is right that they are supported 
in their old age after contributing to the economy and 
society for so long. 

Third, Social Security resonates with American 
values. It appeals to a sense of fairness. Social Security is 
not a handout; recipients have to earn coverage through 
employment. There are no free riders in the Social 
Security system—there are only people of a certain age 
and the survivors of the deceased; even applicants for 
disability face a rigorous approval process.

Social Security is just that—security. None of us 
knows how much money we will need in retirement, 
because we don’t know how long we’re going to live, 
we don’t know how fast inflation will rise, we don’t 
know how the market will perform, and we don’t know 
how much our biggest outlays—such as health care 
and energy—will cost. Social Security is insurance that 
protects workers from the risk of poverty in retirement, 
a risk that is real for every worker, and a program 
successfully offering this protection will always garner 
broad support. In other words, Social Security is 
popular because Social Security works. 

Social Security and retirement 
security
Social Security is insurance for the most important 
investments most of us will ever make: our income in 
retirement. One reason Social Security has become more 
important in recent decades is that other investments 
intended to provide income in retirement have become 
more risky and less secure. 

One cause of the increase in retirement-income risk is 
the decline in defined-benefit retirement plans. Defined-
benefit plans are excellent for workers because the 
workers don’t bear as much of the investment risk. The 
onus is on the employer or plan provider to create a large 
investment fund that can grow large enough to cover 
future retirement expenses. With defined-contribution 
plans, however, the worker bears all of the risk, and the 
onus is on the worker to manage the investment so that 
it grows large enough to cover future retirement expenses. 
Unfortunately, defined-benefit plans are not as common 
as they once were (Figure 4.1). 

What do defined-benefit and defined-contribution 
plans look like? The three most common forms are 
traditional pensions, 401(k)s, and individual retirement 
accounts, or IRAs (Figure 4.2). 
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Traditional pensions

Traditional pensions are, outside of Social Security, the most secure form of retirement income. The benefit is provided 
by an employer to former employees during retirement. The size of the benefit is based on a formula that is tied to 
earnings and length of service and varies by employer, but it is almost always an annuity that is not adjusted to keep up 
with inflation. Workers with a traditional pension receive a set dollar amount every year in retirement until they die.

Key features:

• Pensions are a defined benefit: workers know how 
much they’ll get from the plan each month or each 
year for their lifetimes. 

• Workers often do not contribute directly to their 
pensions, but economists almost universally agree 
that workers pay for pensions in reduced wages. 

• Employers bear the investment risk. They have a 
pension fund in which they invest to cover their 
future costs, and the worker is not responsible for its 
success or failure. 

• 21% of workers had traditional pension coverage in 
2013, mainly public employees.86 

Problems:

• In order to qualify for a pension, workers have to 
work with a single employer for a specified length 
of service. This is difficult to achieve if a worker 
changes jobs or takes time off. 

• Pensions are affected by the rise and fall of a 
market economy. During sustained economic 
downturns, when pension plans’ revenues fall short 
of projections, workers and employers may find 
themselves forced to contribute more to help keep 
the plan in balance.
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401(k)s  

401(k)s are retirement savings vehicles offered by private employers. Most 401(k)s are of the type known as “salary 
reduction plans” because they allow workers to reduce their take-home pay and have that portion of their wages go to 
a retirement investment account. These deferred wages are given preferential tax treatment, which means that they are 
not taxed when they are contributed, only when they are withdrawn (during retirement). The account is invested in 
some mix of stocks and bonds. The statutory authority for the accounts was added to the Internal Revenue Code by the 
Revenue Act of 1978 as section 401(k), which is where the name comes from. There are many variations in 401(k)s:

• Coverage. Employers are not required to offer 401(k)s, so many don’t. Some will offer them automatically, some 
will offer them only after a certain length of service, and some to only certain employees. 

• Employer contribution. Some employers do not contribute at all, some will match what an employee contributes, 
and some will contribute a specified amount, regardless of what the employee contributes. If an employer 
contributes a set amount, the 401(k) can be thought of as a type of pension, albeit without a guarantee of how 
much the worker will receive in retirement or for how long. If an employer does not contribute to the account, the 
401(k) can be thought of as an employer-administered IRA. 

• Investment. 401(k)s are typically invested in stock or stock-and-bond mutual funds, but the amount of employee 
control over investment decisions depends on the employer. Some allow their employees to have total control, 
others allow for choice among a selection of mutual and investment funds, and some control the investment 
decision completely. 

Key features:

• 401(k)s are defined contribution; workers know how 
much they put into the plan, but the amount they 
receive in retirement depends on where they invest 
and how the investment performs. 

• There is a limit on salary-reduction, tax-preferred 
contributions. In 2015 the limit was $18,000 
for employee contributions and $53,000 for the 
combination of both employee and employer 
contributions.87 

• Workers pay income tax on their 401(k) when the 
funds are withdrawn, at which point they will likely 
face a lower tax rate (because they’ll have a smaller 
income). Withdrawals before age 59.5 are subject to 
a 10% penalty. 

• Workers fund most of the 401(k) through their 
deferred wages. 

Problems:

• Workers bear all the risk. If the investment performs 
poorly, workers lose wealth in their 401(k), but there 
is no consequence for the employer. Poor results can 
follow from a market-wide decline, such as during 
the 2008 financial crisis, when a 57% drop in equity 
prices resulted in a loss of $2.8 trillion in 401(k)s 
and IRAs.88 Or it can happen from the decline of a 
specific company, such as Enron, whose employees 
had 62% of their 401(k) assets in the company’s 
stock, which became virtually worthless after the 
company filed for Chapter 11 bankruptcy.89 
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IRAs

IRAs were created by the Employee Retirement Income Security Act of 1974. Only about half of all workers work 
for an employer that sponsors some kind of retirement plan, whether it is defined benefit or defined contribution.90 
Workers who do not have retirement plans need a vehicle in which to save. IRAs are like 401(k)s in that they are 
tax-preferred contributions to an investment account; the only difference is that the 401(k) is administered by the 
employer (who can contribute) while the IRA is administered solely by the individual. 

IRAs and 401(k)s are flexible, but they expose 
workers to risk. Although workers can have some 
control over their investments, they don’t have control 
over the performance of the market. And the result is 
that Americans feel less secure than ever about their 
retirement, especially in the wake of the market collapse 
and the financial crash of 2008. For example, in the 
2015 Retirement Confidence Survey conducted by the 
Employee Benefit Research Institute, nearly one in four 
Americans said they were “not at all confident” about 
having enough money for a comfortable retirement, 

close to the record high in the survey’s 23-year history 
(the record high was in 2013).93

Social Security is the most reliable part of an 
increasingly unreliable system, and almost any proposal 
to change Social Security is met with heated debate 
and opposition because the benefits are so important 
to retirement security. The arguments against Social 
Security can be grouped into five key ideas. We present 
them, and a response to each argument, below. 

Key features:

• Workers who do not have retirement coverage 
through their work, or workers who are covered but 
make below a certain amount of money ($70,000 in 
2015), are eligible.91 

• Contributions are limited; the limit in 2015 was 
$5,500, $6,500 for individuals age 50 or older.92 

• IRAs are often used to roll over 401(k)s. When 
workers move from one job to another, they can 
roll over their 401(k) to an IRA. For many workers, 
IRAs are repositories for their retirement plans. 

• Like 401(k)s, workers pay income tax on their 
withdrawals, and withdrawals before age 59.5 incur 
a penalty. 

Problems:

• The individual bears all the risk. The problem is 
similar to that of 401(k)s, in which workers are at 
risk of losing assets in volatile financial markets. 
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Five arguments against Social Security 

1. Budgetary – Social Security is too expensive

Argument 
This is by far the simplest argument made against 
Social Security: it is a good program, we just can’t 
afford it. Few deny the value that Social Security has 
for society and the economy, but some argue that it 
is not sustainable. This argument is not about the 
program itself but rather part of the broader drive for 
fiscal solvency. From this basic stance, we hear many 
variants: “Social Security is in crisis,” “Social Security 
is bankrupt,” or “Social Security is a Ponzi scheme.” 
The budget argument against Social Security avoids 
discussions of program efficiency and the importance 
of benefits and instead becomes a fiscal one. 

The main evidence used to support the budget 
argument is the long-run shortfall. Social Security’s 
shortfall has averaged 2.14% of taxable earnings over the 
75-year actuarial window since 1994.94 The gap between 

what it owes to workers who have paid in and what it 
will collect in taxes is a result of demographic changes. 
Critics of Social Security point out that Americans 
are living longer and having fewer children and claim 
that Social Security is trapped between a rock (more 
benefits to be paid) and a hard place (fewer workers to 
fund it). Social Security might have worked 30 years 
ago, but it doesn’t work today, the argument goes. 

Their conclusion: in order to save Social Security, 
we must cut it. 

The ways proposed to cut Social Security are 
numerous. Cut benefits by raising the retirement 
age, cut benefits by reducing the yearly cost-of-living 
adjustment, cut benefits by changing the benefit 
calculation, cut benefits by means testing the program 
and making it available only to low-income workers—
any move to cut benefits saves Social Security. 

Response
There are three problems with the budgetary argument 
against Social Security. 

1.  Social Security is the most solvent part of the 
United States government. It will not need to dip 
into its trust fund until 2020 in order to pay full 
benefits through 2034. Even then, it will be able 
to pay about 80 percent of scheduled benefits. 
No other part of the government, no program, no 
agency, no entitlement is fully funded right now, 
let alone in surplus. If Social Security must be cut 
because in 20 to 30 years it will no longer be fully 
funded but only partially funded, that means in 
20 to 30 years it will still be more solvent than the 
rest of the government today. 

2.  The shortfall is not large. Social Security’s 
spending, which has averaged 4.4% of GDP for 30 
years, will increase to 6.05% of GDP by 2037 and 

level off between 5.9% and 6.2% through 2086. 
This is a one-time increase in its size as a share of 
the economy, not persistently high growth. 

3.  The shortfall is completely fixable. Benefit cuts 
should be used as a last resort. The long-term 
shortfall is a problem, but that does not mean that 
the only option is to cut benefits. Social Security 
could increase revenue by covering all state and 
local employees (6% of the gap), investing part 
of the trust fund  in equities (9-21% of the gap), 
increasing the payroll tax one percentage point 
(53% of the gap), imposing a 3% tax on income 
above the current tax cap (23% of the gap), raising 
the tax cap to once again cover 90% of earnings 
(27-29% of the gap), or eliminating the tax cap 
without increasing benefits (88% of the gap, or 
almost all of the gap).95 
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Argument
The normative or values-based argument against 
Social Security takes issue with government 
involvement in the redistribution of income. People 
know how to handle their money better than the 
government, and if they don’t, they should. It’s not 
the government’s place to interfere. 

It is important to note that this is a not an 
argument specific to Social Security, but relevant to 
most government programs, including most forms 
of taxation or regulation of any kind. Little empirical 
evidence is presented for this argument, since it 
is essentially a philosophical one. But it does rely 
on three key assumptions. First, markets are better 
at distributing income. Second, the government 

mismanages money. And third, if people do not have 
money saved up for retirement, it is their own fault. 

The conclusion: Social Security is welfare that the 
government makes everyone receive. 

The policy implications of this argument are 
broad, ranging from ending the program completely 
to giving individuals more control. The proposals 
resulting from this position include converting Social 
Security to a system of individual accounts, allowing 
individuals to opt out of Social Security, and means 
testing Social Security so only low-income individuals 
receive it. The proposals all have one aim—reduce 
the size of the program and limit government 
involvement as much as possible. 

2.  Philosophical – we should not have government involvement  
in market outcomes

Response
The libertarian critique of Social Security is a 
philosophical stance about the proper sphere of 
government with regard to the program. But the 
argument reveals a critical misunderstanding of Social 
Security. 

1. Social Security is insurance. It is not primarily 
income redistribution or welfare, and should not 
be thought of as such. Taxes collected by Social 
Security are premium payments that extend 
insurance coverage to workers and their families 
should they no longer be able to work, either 
because they are too old, become disabled, or die. 

2. Risk is not mitigated by intelligence. Retirement 
savings are not solely under the control of the 
individual; rather, they are subject to the strength 
of the market and the state of the economy. Every 
worker is at risk of being laid off, becoming 
disabled, dying before retirement, losing 401(k) 
assets in a stock market crash, or outliving his 

or her assets. The idea that we need protection 
provided by a government program only because 
we weren’t smart enough does not stand up to 
historical experience. We can do everything right 
and still lose everything because we face risks that 
are external to our decision making. Workers 
do not reduce their risk by becoming smarter 
than the market and knowing when a crash or 
recession will occur.

3. Social Security is an efficient program. Social 
Security spends less than one cent of every dollar 
on administration, even though it collects taxes 
from over 90% of the workforce and sends 
benefits to 59 million Americans. While there is 
a notion that because it is a massive government 
program it must be mismanaged and burdened 
with bureaucratic waste, the facts prove otherwise. 
Contrast Social Security’s one cent on the dollar 
with that of private retirement plans, where 
administrative costs can be 10 times higher.96 
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3. Financial – Social Security is a poor financial investment

Argument
Workers contribute 6.2% of their wages to Social 
Security for their entire working lives. Although higher 
earners above the tax cap will contribute a smaller 
portion of their wages, it is still a significant share of 
earnings. Those who argue that Social Security is a 
financially wasteful program are looking at the returns 
forfeited by investing in government securities rather 
than the stock market. 

The evidence for this argument is hypothetical. 
It is measuring the difference between Social Security’s 
return and what the return could be from the stock 
market. If the stock market were 100% predictable, 
no one would ever have losses from it. In reality, 
returns vary based on what is invested in and when 
the investment is made. Proponents of investing 

Social Security contributions in equities point to 
historical averages in the stock market that show a 
4 to 6% return over time, which is about what the 
Social Security Administration estimates, versus Social 
Security’s real return on U.S. Treasury holdings of 
around 2 to 3%. 

The answer to a low government return, the 
argument goes, is either to change Social Security to 
a system of private accounts that workers can invest 
in the stock market; or to invest the trust fund in the 
stock market and to no longer hold it in Treasury 
securities.

The conclusion: When one considers the 
counterfactual of investing payroll tax contributions 
in the stock market, Social Security is making 
retirees worse off. 

Response
The stock market is highly volatile and will continue 
to be a gamble. There are two clear reasons why Social 
Security should not become one large investment in 
the stock market. 

1.  Social Security is not an investment. It is 
insurance. Its function is to protect workers from 
the risks associated with financial and economic 
losses. These risks are real—within 17 months of 
its peak in October 2007, the stock market had 

declined 57%.97 In three 20-year periods in the 
last century the real return to the stock market 
was zero.98 Social Security is not a money-making 
venture, it is protection from poverty should those 
money-making ventures fail. 

2.  There are already vehicles for retirement 
investment in the stock market—401(k)s and 
IRAs. These vehicles allow individuals to take 
advantage of the potential high returns from the 
stock market in order to save for retirement. 
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4. Economic – Social Security is a poor government investment

Argument
The federal government spends more money on Social 
Security than any other federal program. It is both 
the largest revenue stream and largest outlay. Critics 
claim this is a poor investment for the government 
to make because it prioritizes spending on the elderly 
population over spending on children, education, 
infrastructure, or other public investments. 

The evidence for this argument is the sheer size of 
Social Security. In 2015, $884.3 billion went to Social 
Security’s 59 million beneficiaries. This accounted for 
about 24% of total federal government spending, dwarfing 

the 3% spent on education, 3% on transportation, and 
the 17% spent on defense.99 Political cynics are quick to 
point out that the elderly get so much money through 
Social Security because they are more likely to vote. 

The conclusion: Social Security is crowding out 
public spending in needed areas. 

The policy implications are clear—anything that 
redirects Social Security’s funding stream to other 
outlets is worth pursuing. This requires a substantial 
cut in benefits, via an increased retirement age, means 
testing, an across-the-board cut, a changed benefit 
calculation, or any other alteration that reduces outlays. 

Response 
The problems with this complaint derive from the 
conflation of Social Security and the federal government. 
Social Security’s finances are separate from the federal 
government’s budget; it has dedicated revenues, which 
come from the contributions of workers and their 
employers, taxes paid by high-income beneficiaries, 
and interest earned on Treasury securities. The majority 
of the government’s spending comes from the annual 
budget, which is debated and voted on each year. The 
federal government’s failure to spend enough money on 
education has nothing to do with Social Security. Social 
Security doesn’t dictate federal spending. 

There are three additional problems with this 
argument:

1.  Non-elderly people benefit from Social Security. 
They do this in one of three ways: 
• First, they are a child beneficiary because they are 

the dependent of a retired, disabled, or deceased 
worker. There are around 3.2 million children 
who receive benefits from Social Security.100 

• Second, they live with someone who receives Social 
Security. This can either be a situation in which the 
child’s parent or guardian receives Social Security, 
or a situation known as “grandfamilies,” in which 
children live with their grandparents instead of 
their parents. Roughly 8.5 million children live in 
households with a Social Security beneficiary.101

• Third, they benefit from having economic inde-
pendence from their parents and grandparents. 

Social Security keeps 21.4 million Americans over 
65 out of poverty.102 Absent Social Security, about 
4 in 10 elderly people would be impoverished, 
a financial burden that would undoubtedly be 
passed on to their children and grandchildren. 

2.  Public spending is not a zero-sum game. In the 
wake of bridge collapses and levee breaks, many 
have called for a renewed investment in America’s 
infrastructure. Infrastructure, however, is an 
expensive prospect. One way to finance it is to 
create a National Infrastructure Bank that would 
issue bonds in order to fund infrastructure projects. 
That way, the bank would leverage both private 
and public spending to fund needed public works. 
There is no clear reason why Social Security—
which relies on its own tax and interest from its 
own trust fund to pay for its beneficiaries—prevents 
the creation of a National Infrastructure Bank.

3. Most spending on education and children occurs 
at the state and local level.  Education policy in 
America is decentralized. There is federal spending 
on education and federal education policy, but the 
majority of the money and policy comes from states. 
In fact, state and local spending on education ($877 
billion in 2013103) is larger than spending on Social 
Security (which was $823 billion in 2013104). Again, 
the amount of money that policy makers decide to 
spend on education has nothing to do with Social 
Security, which in no way prohibits or dictates 
spending and policy in states, counties, and cities. 
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Argument
This is the most academic argument against Social 
Security and it essentially holds that the program 
distorts economic behavior in two ways. First, it 
discourages household savings. Second, it distorts the 
labor supply. 

In terms of distorting household savings, the logic 
is that Social Security is a massive retirement program 
that enables workers to plan less for their future. If 
you’re going to get Social Security, then you don’t need 
to save. Followed to its logical conclusion, if Social 
Security did not exist, individuals would save more. 

The claim that Social Security distorts the labor 
supply requires some explanation. The labor supply 
can be thought of as the total number of hours worked 
in the economy. It can be distorted by a change in 

the number of hours, either because fewer jobs are 
available or fewer workers are willing to sell their labor. 
Social Security is a tax on labor, so it must necessarily 
distort the labor supply and cause inefficiencies in the 
labor market. This could occur by discouraging people 
to work as long as they would otherwise, encouraging 
people to work longer than they should or would 
otherwise, or, as is the most documented, distorting 
the compensation of labor. 

The conclusion: Social Security creates economic 
inefficiencies. 

In order to decrease the distortion, Social Security 
would have to decrease its impact on the labor market. 
Policies that achieve this would be those that lower 
taxes or move Social Security’s revenue stream away 
from a tax on labor. 

5. Behavioral – Social Security alters individual economic behavior 

Response
Although this line of argument gets rather theoretical 
and touches on pieces of economic theory that 
academics have debated for decades, there are three 
simple responses to it:

1.  Savings is a function of income and consumption. 
Savings is whatever you don’t spend. If you don’t 
earn a lot, or if you have to spend most of your 
income, you have a low savings rate. This is why 
saving behavior tends to vary directly with income 
or income growth; low earners or earners who do 
not see wage increases have little extra money to 
save. There is no real evidence that Social Security 
distorts the savings rate.

2.  Social Security’s effect on the labor supply is 
complex. Social Security is a tax on wages, and 
therefore does have a negative effect on labor 
supply. However, it also incentivizes work because 
workers must earn enough credits in employment 
in order to receive Social Security coverage, and  
the benefits are higher the longer one works. In this 
sense, Social Security is both a disincentive and an 
incentive to work. The net effect is not clear. 

3.  A non-distorted labor supply is not necessarily 
a goal. The labor supply is distorted by a lot of 
things. Even without Social Security, the labor 
supply would not be perfectly compensated and 
perfectly efficient. It is distorted by taxes, laws, and 
regulations that most Americans would consider 
good distortions. Child labor laws, for example, 
distort the labor market because they reduce the 
supply of (child) labor. So do antidiscrimination 
laws that say you can’t pay a man and a woman 
different wages for the same job, or a black person 
and a white person, or Christian or Jewish, 
because they alter the price at which some workers 
would sell their labor. 

Social Security is the subject of heated debate. 
Most of the criticisms of its most vehement critics 
are represented in the arguments here. While these 
arguments don’t draw on false evidence, they do often 
rely on a misunderstanding of Social Security and its 
function in workers’ lives. This mistaken view takes 
Social Security to be welfare, income redistribution, a 
financial investment, or a tradeoff with other worthy 
public investments. But the reality is different. Social 
Security is insurance. 
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Five ways to improve 
Social Security
Given Social Security’s popularity, importance, and 
efficiency, many call for its expansion. We present five 
ways to increase Social Security’s benefits. The response 
to each is that it would cost too much, but as with any 
expenditure we just need to determine that it’s worth it. 

1. New minimum benefit

A special minimum benefit was enacted in 1972 for 
workers who fit a specific category: low earners with 
long work histories.105 The primary insurance amount 
(PIA) is based on a worker’s average indexed monthly 
earnings (AIME), which is based on the highest 35 years 
of earnings. If a worker had gaps in work history (a lot 
of zeroes in the AIME calculation), he or she would have 
a lower PIA. In another instance, a worker could also 
have had no gaps in work history yet consistently have 
had low earnings, and thus would still have a lower PIA. 
The special minimum benefit was designed to protect the 
low-wage, long-time worker and is paid to a beneficiary 
if the special minimum benefit is higher than his or 
her original PIA. Unfortunately, the minimum benefit 
calculation as originally designed was indexed to prices, 
rather than wages, and as such has eroded over time. 

To restore the special minimum benefit for workers 
with long work histories, Social Security can be improved 
by either updating the current minimum benefit and 
indexing it to earnings,106 so that it does not erode again; 
or by indexing it to the poverty line,107 so that anyone 
with a long enough work history would always be above 
the federal poverty line. Or, the PIA calculation could 
include a bonus for long-term, low-wage workers. These 
expansions would help workers who have long careers 
and are also less likely to have a pension or 401(k). 

2. Wage credits for child care

Workers who take time out of the labor force to 
raise children do not contribute to Social Security 
during that period. Although the calculation of the 
AIME looks at only the 35 highest years of earnings, 
so that there is time to make up for any “zero years” 
spent taking care of children, parents re-entering the 
workforce often have lower lifetime earnings and still 
have zeroes in the AIME calculation. 

To help workers who are taking care of young 
children, Social Security can expand benefits by crediting 
parents in their AIME calculation.108 Instead of showing 
up as a zero, a year spent taking care of children under 
5 could be credited as half of average wages, or around 
$23,100 in 2014. This change would slightly raise the 
AIME, and therefore the benefit, for parents. 

3. Accurate COLA calculation for 
seniors

Social Security benefits are indexed to inflation using 
the consumer price index (CPI). The CPI measures 
the change over time in the average prices of a specific 
bundle of goods. However, different parts of the 
population tend to have different spending habits. The 
CPI is officially calculated to represent two groups: the 
CPI-U for urban consumers (87% of the population) 
and CPI-W for urban wage earners and clerical workers 
(32% of the population).109 Social Security is adjusted 
using the CPI-W. However, the Bureau of Labor 
Statistics has created a new series, called the CPI-E,110 
which looks at the elderly population. The CPI-E places 
a much heavier weight on medical expenses, which grow 
faster than regular prices and represent a large share of a 
retiree’s spending. 

The CPI-E has grown faster than the CPI-U or the 
CPI-W, indicating that the increases in Social Security 
are not keeping up with the costs that retirees are facing. 
Changing the CPI used for the annual cost-of-living 
adjustment would increase benefits for retirees.111 
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4. Restored student benefit

Children of the retired, deceased, or disabled receive 
benefits until they are 18 if they are out of school or 19 
if they are still attending high school. Between 1965 and 
1985 Social Security had a student exception, which 
continued benefits until age 22 if the child of the retired, 
deceased, or disabled worker was attending college or 
vocational school. Congress ended this student benefit in 
1981 and phased out the benefit by 1985.112 

To assist students who do not have a working parent 
to pay for their education, Social Security could be 
improved by restoring the student benefit.113 

5. Increased benefit for the oldest 
beneficiaries

After retirement, the longer people live, the poorer they 
get. Younger retirees are more likely to work or receive 
non-work income than older retirees. Defined-benefit 
pensions are rarely indexed to inflation, and they erode in 
value over time. IRAs, 401(k)s, and other savings come 
closer to running out, or do run out, the longer one 
lives. Social Security can be improved by giving a benefit 
increase to retirees at age 85, either at some percentage of 
their benefits,114 or some at a dollar amount determined 
from average retiree benefits,115 that can help the oldest 
retirees maintain their standard of living. 

Conclusion
Whatever Social Security’s place in politics, and however vitriolic the rhetoric in debates, Social Security is a fully 
functional insurance program that has provided benefits to millions of American workers. And for many people—
people who are older, people who are disabled, people who have lost a parent—Social Security is the difference 
between living sustainably and living in poverty. Its strength in this regard makes it a pillar of the American economy. 
Perhaps a program cannot be so important and not inspire debate. Social Security works, and every worker—from 
the 22-year-old college graduate starting her first job to the 66-year-old electrician about to retire from his last one—
receives the benefits that they earned. 
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