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rently stands at more than $800 billion and is now growing by about $100
billion a year. In order to get a return on this money, the trustees buy U.S.
government bonds earning about 6.4 percent a year. These are perhaps the
safest investment available in the world today.

The first baby boomers will begin to retire about 2008. As can be seen in
table 1-2, by 2014 the benefits paid by the system will be slightly greater than
the money coming in from payroll taxes. The “reformers” argue on this basis
that Social Security will be in trouble in 2014 (see, ¢.g., Urban Institute 1998,
fig. 7). But this is like saying that Bill Gates would have trouble paying his
mortgage if he left his job at Microsoft. At the end of 2014, the fund will have
nearly $2.3 trillion in assets (in today’s dollars), and it will be receiving $138
billion in interest payments on top of its income from payroll taxes. In fact,
the combined interest income and payroll taxes ($723 billion) will exceed ben-
efit payments by $130 billion. With this contribution from interest payments,
the fund will be able to pay all benefits out of its income until 2022. From that
point until 2034, it will be able to maintain full benefit payments by drawing
on the principal in the trust fund.

The alarmists are not so easily turned back. “But,” they object, “when
the trust fund cashes in its bonds, the government will have to find money
somewhere. So Social Security—or some other spending—will have to be
cut.” On this basis they dismiss the trust fund’s assets as “mere pieces of
paper” or “the government owing money to itself.” Dubbed merely an ac-
counting fiction, the trust fund vanishes. And so does the distinction between
Social Security payroll taxes and the rest of government revenue. It’s all just
one big pot of money coming in, and one pot of money pouring out.

While it is indeed true that the government will have to borrow from
other sources as the Social Security surplus shrinks, its need to borrow has
nothing to do with the solvency of the Social Security system. One way to see
this is to imagine that the Social Security trust fund were invested in private
stocks and bonds rather than government bonds. When the system’s payouts
begin to exceed its income, the fund would begin cashing in its portfolio, and
the proceeds would be used to help pay benefits, right up to 2034. Since this
money would come from the private sector, no one could claim that the fed-
eral budget was being strained by Social Security spending.! It is difficult to

1. Tt is worth noting that the difference between the income of the trust fund and its
obligations in 2022 amounts to 1.0 percent of gross domestic product (GDP), increasing to
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Table 1-2. Estimated Operations of the Combined Old-Age and Survivors Insurance and
Disability Insurance Trust Funds in Constant 1999 Dollars, 19992033 (in billions)

Calendar Income Interest Total Assets at
year excluding interest tneome income Outgo end of year
1999 464.3 54.1 518.3 394.0 886.8
2000 469.4 57.7 527.1 400.7 995.1
2001 477.7 62.0 539.7 408.3 1,102.5
2002 484.7 66.8 551.4 417.6 1,208.5
2003 492.0 71.8 563.8 426.9 1,313.1
2004 499.0 77.0 576.0 436.7 1,414.0
2005 507.8 82.7 590.5 4474 1,514.0
2006 515.7 88.6 604.2 459.1 1,612.1
2007 525.0 94.7 619.7 471.4 1,709.7
2008 533.0 101.0 634.0 484.4 1,804.8
2009 542.1 107.9 649.9 499.8 1,897.3
2010 551.3 114.6 665.9 516.0 1,986.6
2011 560.0 121.3 681.3 533.0 2,071.3
2012 568.3 127.8 696.1 551.6 2,149.6
2013 576.7 133.9 710.7 571.7 2,220.0
2014 585.0 137.9 722.9 592.7 2,279.3
2015 593.2 141.2 734.4 614.8 2,326.1
2016 601.2 143.6 744.8 638.0 2,358.6
2017 609.2 145.2 754.4 662.0 2,375.6
2018 617.2 145.7 762.9 686.7 2,376.0
2019 625.2 145.2 770.4 712.3 2,358.2
2020 633.1 143.6 776.7 738.0 2,321.6
2021 640.7 140.8 781.5 763.1 2,265.8
2022 648.7 136.8 785.5 787.7 2,191.3
2023 656.3 131.7 788.0 812.0 2,097.3
2024 663.9 1254 789.3 836.0 1,983.6
2025 671.7 117.8 789.5 859.4 1,850.4
2026 679.5 109.2 788.6 882.3 1,697.6
2027 687.3 99.2 786.5 904.6 1,525.3
2028 695.3 88.2 783.5 925.7 1,334.3
2029 703.7 76.0 779.7 946.0 1,125.4
2030 712.2 62.7 774.9 965.2 899.2
2031 720.8 48.4 769.2 983.8 655.9
2032 729.5 33.0 762.5 1,001.8 395.6
2033 738.2 16.6 754.9 1,018.7 119.1

Source: Office of the Chief Actuary, Social Security Administration (April 9, 1999).
Note: Based on intermediate-cost assumptions of Social Security trustees (SSA 1999).

1.6 percent of GDP in 2027 (it is likely that revenues would be increased by then) and 1.9
percent in 2033. These would represent significant but not extremely high levels of borrowing;
the federal budget deficit in 1983, for example, was 6.1 percent of GDP. But for those who
consider this to be a serious problem, it is important to clarify that the source of the problem
lies outside Social Security, and that the fact that the Social Security system has loaned its
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see why the composition of the trust fund’s portfolio should make any differ-
ence. The alarmists would have us believe that the fund is not a separate en-
tity, simply because its surplus is invested in U.S. government bonds. This
assertion contradicts the entire history of the system, as well as the law itself.
Since 1935, taxpayers have paid specially designated payroll taxes and re-
ceived their benefits from these same funds.

What does it mean, then, to say that Social Security must be cut rather
than that the government must meet its obligations to the trust fund? When
the government bonds held by Bill Gates or Ross Perot or any other wealthy
individual or pension fund mature, nobody proposes that the creditors should
not be paid their principal. Yet the reformers insist that the 144 million Ameri-
cans who loan money to the U.S. Treasury from the Social Security trust
fund somehow do not have the same claim. One reason they are able to get
away with this assertion is that the Treasury’s current borrowing from the
trust fund is not counted as part of the federal unified budget deficit. Thus,
the budget was considered in surplus in 1998 when government borrowing
from other sources was reduced to less than zero, even though it was still
borrowing $100 billion from Social Security. If not for this accounting con-
vention, we would have had an approximately $31 billion budget deficit.

In 1999 the annual surplus, excluding interest, of the Social Security trust
fund was projected to reach its peak. From that point, the annual amount that
the Treasury can borrow from the trust fund falls, and it is at this point that
Social Security begins to “add to” the federal budget deficit. But this is merely
an accounting convention: in reality, the federal government will simply be-
gin to replace some of the money that it had previously borrowed from the
trust fund with money borrowed from other sources. Since the borrowing
from Social Security was not counted as part of the budget deficit, but the
borrowing that replaces it is counted, the budget deficit grows.

Demography as Destiny

In an era in which each passing month sees another social problem or
phenomenon—beauty, crime, mental illness, obesity, adultery, divorce—pro-
claimed to be a product of biological evolution, economics has been relatively

surplus to the federal government rather than having invested it in private stocks or bonds
should not be used to make Social Security beneficiaries pay, in the form of reduced benefits,
for any fiscal tightening that may be applied to the rest of the budget.
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lucky to preserve its character as a social, rather than a natural, science, in
spite of the self-imposed irrelevance or antisocial biases of its high theory.
However fantastic the assumptions of its microfoundations, or truncated its
conception of society as a collection of individual specimens of Homo
economicus interacting through market transactions, economics has at least
continued to seek social, and not biological, explanations for the phenomena
under its purview. That being the case in the realm of theory, the policy arena
is easily diverted by intellectual fads. So we should not be surprised at the
receptive audience, inundated as it is with late-twentieth-century biodeter—
minism, that can be found for an argument that derives a large part of our
macroeconomic future from demographic trends. Everyone knows that there
was a big spike in the birthrate beginning about 50 years ago that created what
is called the baby boom generation. Countless feature stories in the popular
media have tracked how the aging of the baby boomers has influenced every-
thing from congressional elections to classic-rock radio stations around the
country. If one generation is large enough to exert such a profound influence
over our politics and culture, it is only natural to believe, especially if the
story is repeated enough, that this cohort’s retirement will hit the economy
like an asteroid crashing into Earth.

One’s suspicions might be aroused by the fact that we fed, clothed, housed,
and educated all these people when they were dependents and still managed
to invest enough to create the most rapid period of growth in American eco-
nomic history. If we could take care of these people when they were young,
why should it place an intolerable strain on our economy to provide for their
retirement>—especially when that economy is going to be three to four times
the size of the one that sustained the baby boomers until they were ready to
enter the labor force?

The doomsayers have selectively used a raft of statistics to buttress their
case.’ For example, we are often told that the population of senior citizens
(over 65) is expected to double by 2030, from 35.2 million today to 68.4 mil-
lion. However, the rate of increase over the last 33 years was not that differ-
ent: we went from 18.5 million senior citizens in 1965 to 35.2 million in 1999.
These numbers by themselves do not mean very much. For example, if the

2. Richard Leone 1997 has emphasized this point.
3. For an example of this selective presentation, as well as the use of other devices
discussed in this chapter, see Urban Institute 1998.
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elderly were 1 percent of the population, then even if they doubled in per-
centage terms to 2 percent, no one would be worried. In fact, the proportion
of people over 65 is 12.7 percent today and will grow to 20 percent by 2030. At
the same time, the economy is projected to grow by 59 percent. Can an economy
that is 59 percent bigger support an increase of this size in its retired popula-
tion? There is little reason to doubt that it can, and, as we will see, with little
adverse impact on the rising living standards of the rest of the nation.

Another statistic played up by the reformers is the ratio of workers to
retirees. It is often noted, for example, that the number of workers paying
Social Security taxes for every retiree drawing benefits will fall from 3.3 today
to 2.1 by the year 2030 (SSA 1999, table I1.F19). It is thus argued that the
system will become unsustainable without serious benefit cuts. But the de-
cline in this ratio has actually been considerably steeper in the past. In 1955
there were 8.6 workers per retiree, and the decline from 8.6 to 3.3 did not
precipitate any economic disaster.

These figures also neglect to take into account the reduced costs faced by
the working population from having a smaller proportion of children to sup-
port. A more accurate measure of the actual burden faced by the employed
labor force would be the total dependency ratio, which includes both retirees
and children relative to the number of workers. This ratio is projected to in-
crease from 0.708 today to 0.796 in 2035 (SSA 1999, table II.H1). This is not a
huge increase, and the latter figure is considerably below the ratio for the year
1965, which was 0.947. Thus, it seems that, in comparison to the past, the
increase in the future burden of caring for a larger elderly population will be
offset to a large extent by the reduced costs of education, child care, and other
expenses of caring for dependent children (SSA 1999, table I1.H1).

But even without taking into account the reduction in costs associated
with the smaller number of children in the future, the figures on the number
of elderly and the ratio of workers to retirees are misleading because they are
taken so drastically out of context. To say that Social Security will go broke
because of the declining number of workers per retiree is like saying that we
should be very hungry right now because the percentage of the workforce in
agriculture has declined from 5.1 to 1.1 over the last 40 years. The problem is
that simple dependency ratios do not take into account productivity increases.
Just as we can now feed the nation and in fact export a large agricultural
surplus with vastly fewer people employed in agriculture, it is also true that
fewer workers can support a larger number of retirees as the productivity of
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the entire economy grows.

This example illustrates how meaningless it is to cite scary-looking de-
mographic or labor force statistics in isolation. In order to project the state of
Social Security’s financing in the future, it is necessary to take into account all
of the variables that affect both revenue and payouts, including the aging of
the population, the rate of growth of the labor force and wages (the latter are
related to productivity growth), projected rates of unemployment, and inter-
est rates. The Social Security actuaries have incorporated these trends, and
the results are, as noted above, quite reassuring. Since the reformers are not
willing (or able) to make the case that the trustees’ intermediate assumptions
are overly optimistic, they cannot challenge the results—and they do not. But
that does not prevent a lot of people who, for various reasons, would like to
create the impression that Social Security faces serious problems from focus-
ing on whatever portions of the overall picture will make their case appear
plausible.

Unfunded Liabilities, Ponzi Schemes, and Other Rhetorical Devices

Social Security’s detractors have a few other tricks they like to throw into
the mix in order to create the impression that the whole system is some kind
of a scam. One of these is the concept of “unfunded liabilities.” The argu-
ment is based on a view of Social Security that likens it to a private pension
system. With this model in hand, Peter Peterson warns us that “the federal
government has already promised to today’s adults $8 trillion in future Social
Security benefits beyond the value of the taxes they have paid to date.” On
this basis he concludes that the system has $8 trillion in “unfunded liabili-
ties” (Peterson 1996, 44). This is a big number, and it is quite meaningless.
Social Security is not a private pension system. Private pension systems do
not have the power to collect a payroll tax from 144 million employees and
their employers. As noted above, retirees who are receiving Social Security
benefits this year are paid from the contributions of workers who are cur-
rently employed (and their employers); for the next 30 years, these payroll
taxes will amount to an average of more than $550 billion per year. The fact
that the system is currently taking in more than it pays out, and 18 accumulat-
ing a surplus in anticipation of the increase in payouts as the baby boomers
retire, does not alter the system’s basic “pay-as-you-go” financing. In such a
system, it makes no sense to compare the program’s committed payouts to
money already collected in the past. All that matters is the balance between
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future revenues (including the accumulated assets of the trust fund and its
returns) and future payouts. And on that score, the program is secure for the
foreseeable future.

As will be explained in chapter 7, there is little economic reason to favor a
fully funded system over a pay-as-you-go setup, since there is no reason to
believe that national savings would be any higher under a fully funded system.
Part of the hostility toward a pay-as-you-go system results from the fact that
this is one of the few ways that income can be redistributed from the current
generation of workers to their elders. The Social Security system was designed
to do just that, on the idea that each generation has a higher standard of living,
on average, than its predecessor. And that higher standard of living is based on
the sacrifices of previous generations, which helped to build the capital stock
and infrastructure that enable current generations to enjoy the benefits of the
resulting gains in productivity. For those who are against the redistribution of
income as a matter of principle, pay-as-you-go is difficult to swallow.

Some of the program’s most vocal critics have therefore attacked Social
Security as a “Ponzi scheme,” that is, a pyramid scheme in which the first
participants benefit at the expense of those who join in after them, with the
whole structure collapsing underneath the hapless Generation X or perhaps
their progeny. Exhibit A in this argument is the declining rate of return on
Social Security contributions. For example, an average-income, single, male
employee born in 1920 would have received an expected real return of 2.73
percent on his contributions, as opposed to 1.37 percent for someone born in
1943.

It is indeed true that in a pay-as-you-go system the rate of return will
decline from the time the system is initiated until it reaches maturity. The
program was signed into law in August 1935, and the first beneficiaries, who
began to receive benefits in 1945, had paid into the system for only a short
time. It was not until the late 1970s that the first cohorts of workers who had
paid into the system for their whole working lives began to retire; in the mean-
time, the total number of retirement beneficiaries drawing benefits has grown
from 1.3 million in 1945 to 37.9 million in 1998 (SSA 1999, table ILH2). Asa
result of these dynamics, the payroll tax has been steadily increased: from 1.0
percent in 1936 to 6.2 percent on both the employee and the employer today.
In 1983 benefits were also cut significantly by raising the retirement age to 67
(phased in for retirees beginning in the year 2000).

There is nothing particularly sinister about the declining rate of return
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generated by the arithmetic of a pay-as-you-go system. The alternative in
1935 would have been to postpone the initiation of Social Security for a few
generations until a collective pension fund could have been built up, with
payments based on the returns generated from these assets. This was not an
attractive option in the middle of the Great Depression, when so many senior
citizens, as well as their families, were impoverished. The nation opted in-
stead for a pact between generations, and this accord has been maintained. Is
it unfair that earlier recipients received a higher return for their contribu-
tions? Perhaps some will see it that way, but how many Generation X-ers
would trade their grandparents’ return on Social Security taxes and also their
lifetime income for their own? This is what really matters: not that the rate of
return on each individual’s payroll taxes is equal across all generations, but
that no particular cohort has to make inordinate sacrifices with regard to their
standard of living. There is no plausible scenario under which the obligations
of the Social Security system could cause this to happen to future genera-
tions. (This argument is explained more thoroughly in chapter 2.)

Advocates of privatization have recently crafted appeals based on the idea
that various demographic groups could earn a better return from a privatized
account. Their arguments are based on a number of flawed assumptions, such
as exaggerated estimates of the rate of return that people could earn in the
stock market (see chapter 5). However, there is one particular appeal that has
entered the discussion only recently: the argument that African Americans
get 2 much lower return than whites from Social Security and would there-
fore be better off with a privatized alternative. The Heritage Foundation, in a
report that received a fair amount of attention in the press (Stevenson 1998d),
has made this claim (Beach and Davis 1998).

Because of the large difference in life expectancy between African Ameri-
can and white men,* African American men get a much lower return than
their white counterparts in terms of retirement benefits. In fact, there are
similar differences in life expectancy by income and occupation irrespective
of race (Rogot, Sorlie, and Johnson 1992). But the Social Security system also
provides benefits to survivors of deceased workers and to disabled workers,
and about 25 percent of the children who receive survivor benefits and about
18 percent of the recipients of disability awards are black. Since African Ameri-

4. Past and projected life expectancies are from the National Center for Health Statistics
and the Office of the Actuary, Social Security Administration.
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cans compose about 12 percent of the population, their claim on survivor and
disability benefits compensates for at least part, if not all, of the reduced re-
tirement benefits they get from Social Security.

The calculation that African Americans would get a higher return from
privatized accounts not only excludes the survivor and disability portions of
the system, but also the transition costs that would be necessary in any switch
to a privatized system. Today’s Social Security beneficiaries are paid from
current payroll taxes. Diverting these payroll taxes into private accounts
would require a wait of 40 years before a retiree could draw benefits from
the principal. In the meantime, retired workers would still have to be paid.
Thus, for several decades employees would have to pay two sets of taxes:
their mandatory contributions to private retirement accounts, plus the taxes
necessary to support all those who are already drawing benefits. These tran-
sition taxes are significant: under the main partial privatization plan ad-
vanced by a faction of the 1997 Advisory Council on Social Security, transi-
tion costs were estimated at 1.52 percent of payroll, spread out over the next
72 years. And that plan proposed to divert only about half of Social Security
payroll taxes into “personal security accounts” (PSAs). If we add the transi-
tion taxes into the calculation, it can no longer be asserted that African
American men, or any other demographic group, would fare better under a
privatized system—in fact, their returns would be negative for the next few
generations.

Although privatization would only worsen the situation, the enormous
disparity in retirement years across racial and class lines raises profound is-
sues of public health in the United States. Social Security alone cannot re-
solve these problems; they will have to be addressed through other policies
such as national health insurance, occupational health measures, and, per-
haps most important, efforts to reduce poverty and income inequality. To the
extent that the Social Security system can be made more progressive in its tax
and benefit structure, it could in the meantime provide some counterbalance
to these disparities in years of retirement. Ironically, almost all advocates of
Social Security reform—including those who favor privatization—want to
raise the retirement age, a step that would greatly aggravate racial disparities
in the system based on life expectancy (see chapter 6).

In sum, there is no “demographic tidal wave” that will drown Social
Security’s finances in the ensuing decades. The baby boomers’ retirement
has already been taken into account, and there is no need for further benefit
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cuts. And there is no pyramid scheme or diversion of Social Security’s rev-
enues to other purposes. Any shortfall that might occur 30 or 40 years down
the road will be easily handled by a population that has much greater income
than we have today. Any assertion to the contrary is false and misleading and
can be supported only by taking selected demographic and economic projec-
tions out of context, or through other sleights of hand.






