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Social Security Privatization 
A 1994 poll found that more people in their twenties 

believed in Unidentified Flying Objects than believed 
they would collect Social Security retirement benefits. 
And doubts about the viability of Social Security are 
increasing. A Wall Street ]ournallNBC News poll 
published last year showed that 29 percent of all Ameri
cans expect to receive nothing from Social Security 
when they retire. Another 37 percent expect to get 
sharply reduced benefits. Among those under age 35, 
nearly half expect nothing whatsoever. 
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The critical year is 2010 --just 14 years from now -
because that is when the first of the baby boom genera
tion turns 65. As more and more people of that genera
tion reach retirement age, Social Security expenditures 
will rise sharply. 

II By the year 2029, Social Security outlays will have 
completely exhausted the trust funds and current 
revenues will fall short of expenditures by about 2 
percent of gross domestic product (GDP) annually. 

II In order to make such expenditures without cutting 
benefits, the Trustees estimate that payroll taxes would 
have to rise from the current 12.4 percent to 18.8 

percent. Crisis Points. In 
1995, Social Secu
rity took in $399.5 

Social Security Trust Fundi Alternati vely, 
benefits would have 
to be cut sharply. 
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For many years, 

groups representing 
older Americans 
have opposed any 
reduction in Social 
Security benefits be
cause the system's 
current revenues 

I exceed expenditures. 
I However,aswehave 

seen, this won't be 
true much longer. 
Well before 2010 

benefits. As a re
sult, the balance of 
the Old Age, Survi
vors and Disability 
Insurance (OASDI) 
Trust Funds grew by 
$59.7 billion to a to
tal of$496. 1 billion. 
All of the trust 
funds' balances are 
invested in U.S. 
Treasury securities, 
as required by law; 
in 1995 the Treasury 
paid $35 billion in 
interest into the trust 
funds. 
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Congress must take 
action, and the 
sooner the better. 

1 Old Age, Survivors and Disabilily Insurance income excludes interest. Dim i n ish i n g 
Source: 1996 Social Security Trustees Report. Returns. While it L-______________________ .~ ________ ~ ________ . _________________ ~ 

But according to 
the latest report from the Board of Trustees of the Social 
Security Trust Funds: 

• Social Security tax revenues alone will be insufficient 
to pay current benefits as early as the year 2012 (see 
figure). 

• By the year 2019, tax revenues plus interest on the 
trust funds will no longer be adequate to pay for 
promised benefits. 

• At that point the trust funds will have to be liquidated 
to pay all the benefits due. 

may be an over
statement to say that Social Security will provide noth
ing for today' s young Americans, they are certainly right 
in believing that they will not get a very good return on 
their Social Security taxes. This is especially so com
pared to the terrific deal received by current and previous 
retirees. 

The first wave of Social Security recipients received 
a huge windfall. They paid virtually no payroll taxes and 
received very large benefits relative to their contribu
tions. The initial Social Security tax rate was low -- just 
1 percent each from employers and employees on wages 
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up to $3,000; and benefits were paid out starting as early 
as 1942 to workers who had paid in for only five years. 
Thus the Social Security Administration estimates that 
those born in 1877 (and retiring in 1942) got an average 
36.5 percent real rate of return on their Social Security 
contributions. 

As time passed, however, the Social Security tax rate 
rose to 12.4 percent and the maximum wage subject to 
the tax to $62,700. As a result, the ratio of benefits to 
taxes for today' s workers has dropped significantly. The 
Social Security Administration estimates that on aver
age those born in 1950 will receive just a 2.2 percent 
return on their contributions, and those born in 1975 will 
get a 1.8 percent return. Future workers will get an even 
worse deal. 

The low rates of return on Social Security contrast 
with the long-term rate of return of 7 percent on bonds 
and 10 percent on stocks. This suggests that if today's 
workers could simply save all their Social Security 
contributions in an Individual Retirement Account (IRA) 
they would come out ahead. William Shipman of State 
Street Global Advisors estimates that a worker born in 
1970, investing all of his or her payroll taxes in stocks, 
would be able to retire in 2035 on $11,729 per month (in 
1995 dollars), compared to an estimated Social Security 
benefit of $1,908. 

For this reason, there is a growing consensus that 
younger workers at least need an alternative to Social 
Security. This will necessarily require a move in the 
direction of privatization. Even the Social Security 
Advisory Council recommends such a move. 

Gains from Privatization. Two recent studies have 
looked at the potential gains to the United States from 
switching to a privatized Social Security system. Profes
sor Martin Feldstein of Harvard estimates that the value 
of future pension benefits would rise by 60 percent, from 
$11.3 trillion to $18 trillion. Professor Laurence Kotlikoff 
of Boston University also found large potential gains in 
output and living standards from privatization. 

The potential for gain found by both studies, how
ever, is very sensitive to how well the current generation 
of retirees is treated. If seniors are fully compensated for 

all the benefits they have been promised, the costs of 
transition to a privatized system will be high and the 
benefits of privatization will be reduced. If they are not 
fully compensated, they will strenuously resist any 
change, condemning future generations to a lifetime of 
higher taxes and lower living standards. 

A Specific Proposal. To make a partially privatized 
Social Security system work, however, the magnitude of 
the benefit reductions need not be large and could be 
applied only to future retirees. Congressman Nick Smith 
(R-MI) has proposed a plan that would reduce future 
retirees' benefits sufficiently to provide for gradual 
privatization of Social Security while at the same time 
guaranteeing benefits in perpetuity. Smith's plan in
cludes a gradual increase in the retirement age to 69 
beginning in 2015, coverage of all state and local gov
ernment employees and a gradual lowering of benefits 
for high-income individuals. No one currently receiving 
benefits would be affected. 

Although these reforms appear modest, they add up to 
significant savings in the long run. These savings, plus 
the current Social Security surplus, would allow workers 
to invest a portion of their payroll taxes in a private 
account like an IRA or 401(k) retirement plan that they 
would manage. This option would be voluntary, but 
those taking advantage of it would lose future benefits in 
proportion to their contributions to the private account. 
The savings in reduced benefit payments would increase 
the surplus in the Social Security Trust Funds, in turn 
allowing workers to save an even larger portion of their 
payroll taxes if they chose. 

The growing portion of the labor force that distrusts 
Social Security would undoubtedly put the maximum 
contribution into a private account and subsequently 
enjoy larger retirement benefits. At the same time, 
conventional Social Security would remain for those 
currently receiving benefits and those who reject the 
private option. By the Social Security Administration's 
own estimates, the Smith plan strengthens the Social 
Security system by keeping revenues and outlays in 
balance in perpetuity. 

This Brief Analysis was prepared by NCPA Senior 
Fellow Bruce Bartlett. 

Note: Nothing written here should be construed as necessarily reflecting the views of the National Center for Policy Analysis 
or as an attempt to aid or hinder the passage of any legislation. 


