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The so-called Social Security trust fund is a
fiction. A. Haeworth Robertson, former Chief
Actuary for the Social Security Administration ,
has called it "really just a petty cash fund . "
What is habitually called a trust fund is primari -
ly a conduit through which payroll taxes are
collected from working Americans and their
employers and then immediately distributed t o
Social Security recipients . This fact is crucial to
understanding why Social Security (to date) i s
so politically popular and why it poses an un-
precedented fiscal policy crisis .
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Real Rate of Return on Social Security for Average-Wage Earning Couple
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Social Security benefits have never bee n
strictly tied to what a taxpayer "contributed "
in payroll taxes, but to benefit formulas base d
on wages . As a result, Social Security provid-
ed workers retiring before the early 1980s
with substantial real rates of return on their
employer/employee payroll tax payments, be -
cause these people generally received benefit s
based on their highest lifetime wage levels bu t
faced relatively low lifetime payroll tax rate s
and, in many instances, paid no payroll taxe s
for a large fraction of their working life . The
early high rates of return on Social Security
account, in large measure, for the program' s
political popularity .

These high rates of return began to fade
in the early 1980s for two reasons . First, the
Social Security system was maturing at tha t
time, meaning that most retirees (and thei r
employers) had paid escalating payroll taxe s
for most of their working life . Second, pend-
ing insolvency of the Social Security syste m
resulted in major reforms in 1983 . These re-
forms mandated the income taxation of Socia l
Security benefits and an increase in the age at
which a taxpayer becomes fully eligible for
Social Security benefits — from 65 to 66 in
the year 2008, and from 66 to 67 in the year
2026 .

Since the early 1980s, Social Security has
become an increasingly bad deal for almost all
Americans . Social Security is again schedule d
to go broke — this time in the year 2029 . But
virtually any reforms designed to repair the
solvency of the Social Security program will
make Social Security an even worse deal for
current workers than it is already .

Figure 1 and Table I provide one illustra-
tion of this fact . It reports the inflation-adjust-
ed rates of return on Social Security (Old Age
and Survivors Insurance only), under two
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scenarios, for an average-wage earning couple
at different stages of life in the year 1996 . (For
definitions of low-, average- and high-wage
earners, see Table 3.) The first scenario re-
ports rates of return given current-law payroll
tax rates . A 79-year-old couple in 1996 (re-
tirement year : 1982) currently receives a 16 .58

Table 1
Real Rate of Return on Social Security fo r
Average-Wage Earning Couple

Year of
Retiremement

Age
in 1996 Current Law

Wit h
Payroll Tax
Increases *

1982 79 16 .58 n/a
1987 74 6 .98 n/a
1992 69 4 .22 n/a
1997 64 1 .42 n/a
2002 59 -0.36 n/a
2007 54 -1 .41 n/a
2012 50 -1 .76 n/ a
2017 45 -1 .56 -1 .5 8
2022 40 -1 .52 -1 .66
2027 36 -1 .72 -2 .07
2032 31 -1 .18 -1 .87
2037 26 -0 .70 -1 .8 1
2042 21 -0 .34 -1 .86
2047 16 -0 .13 -2 .04
2052 11 -0 .02 -2 .2 9
2057 6 0 .08 -2 .5 4
2062 1 0 .18 -2 .80

percent return on their employer/employe e
payroll taxes, after compounding these ta x
payments with interest. In contrast, a couple
age 59 in 1996 (retirement year : 2002) can ex-
pect to receive a return of -0 .36 percent on
the payroll taxes they and their employer s
have been required to pay . In fact, the return s
remain negative for most baby-boom genera-
tion couples that fit the average-wage earne r
profile .

As Figure 1 and Table 1 show, the rate of
return turns positive again for the hypothetical
couple that is age nine or younger in 1996 .
This occurs because of the interaction of con-
stant (current-law) payroll tax rates, growin g
wage levels, and longer life spans . However ,
the Social Security system is not financially via-
ble with the combination of current-law pay-
roll tax rates and the current benefit structure .
When payroll tax rates are increased in accor-
dance with those needed to keep Social Securi-
ty solvent (according to the 1995 intermediate
"cost basis" actuarial assumptions of Social Se-
curity's Board of Trustees), the rate of return
on Social Security turns negative for all couples
age 60 or less in 1996 . A similar result would
occur if future reforms require reduced benefi t
levels, greater income taxation of benefits, or
older eligible retirement ages .

Table 2 generalizes and expands the dat a

* Payroll tax increases that are projected to be necessary

	

in Figure 1 to many different taxpayer profiles .
to keep Social Security solvent .

	

It reports the retirement year that retirees of a
Source : Tax Foundation .

	

designated profile will begin (or began) t o

Table 2
Taxpayers that Recieve a Bad Deal from Social Security

Taxpayer Profile

Retirement
Year in which

Taxpayers Begin
To Realize

Negative Returns

Retirement Year in
which Private Annuit y

(Based on Lifetime Payroll

Taxes Compounde d
with Interest) would have

Exceeded S .S . Benefits*

Maximum
Age (in 1996)

at which Taxpayers
Could Profitabl y

Opt Out o f

Social Security*

Maximum
Opt-Out

Age Assumin g
No Incom e
Tax on SSB

Low Wage Earne r
Single Male 1999 1996 39 2 3
Single Female n/a 2011 n/a n/ a
Male w/ Dependant Spouse 2008 n/a 24 n/ a
Couple 2007 2005 23 n/a

Average Wage Earne r
Single Male 1989 1992 49 3 1
Single Female n/a 1999 24 n/a
Male w/ Dependant Spouse 1994 2007 37 n/a
Couple 2001 1995 30 2 5

High Wage Earner
Single Male 1987 1992 53 3 8
Single Female 2003 1994 30 n/a
Male w/ Dependant Spouse 1994 1997 43 n/a
Couple 1998 1994 37 3 3

Includes the current law income taxation of Social Security benefits and annuities .
Source : Tax Foundation.
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receive negative rates of return on their pay -
roll taxes (compounded with interest) .

Table 2 also reports the retirement year in
which taxpayers could have purchased an an-
nuity that would provide annual payments that
exceed their Social Security benefits if the y
had put their lifetime employer/employee pay -
roll taxes into an interest-bearing account . For
example, an average-wage couple schedule d
to retire at age 65 in the year 1995 will be eli-
gible for inflation-adjusted Social Security ben-
efits of $17,938 per year while both spouse s
remain alive . But this couple could have pur-
chased an annuity (based upon the female' s
life expectancy and a designated rate of inter-
est) worth $18,508 per year with their lifetime
employer/employee payroll taxes . Note, by
comparing columns 1 and 2 in Table 2, that in
many cases taxpayers could have received a
larger annuity for their "contributions" before
they actually begin to realize a negative return
on their Social Security .

Who Would Choose to
Opt Out of Social Security?

If Social Security is such a bad deal for
some, who would choose to opt out? Table 2
highlights answers to the hypothetical ques-
tion of which people would be best served by
opting out of the Social Security program. In
this speculative analysis, opting out would in-
clude terminating any future payroll tax liabili-
ties and forfeiting any claim to benefits regard-
less of past payroll taxes paid .

Once people have entered the full-tim e
workforce, even if they know they will receiv e
negative returns, their choice of staying in o r
leaving the Social Security system is not clear-
cut . Sound investment decisions are based on
a forward-looking financial calculation (called
net present value) that evaluates the current
price that must be paid for a future stream of
benefits . Money that has already been paid
should be ignored as bygones — or sunk cost s
— that do not factor into the continuation or
termination of an investment plan . The ques-
tion of whether to continue an investmen t
plan should be based on the returns to b e
gained for the costs that must be incurred
from the present time forward .

In this regard, current workers would
evaluate whether or not to opt out of Social
Security based on (1) the payroll taxe s
they and their employers must pay (com-
pounded with interest) from the presen t
until retirement, and (2) the resulting Socia l
Security benefits they expect to receive .
The alternative would be to begin placing the
employer/employee payroll taxes that workers

would have to pay into a privately hel d
interest-bearing account .

As Table 2 shows, single males would be
most likely to opt out of Social Security . De-
spite the fact that Social Security benefits are de-
signed to give disproportionate benefits to low -
income workers, a low-wage male as old as 3 9
in 1996 would benefit financially from optin g
out of Social Security . The maximum age leve l
for profitably opting out of Social Security in -
creases as wage levels increase .

The opt-out-age threshold for other types of
taxpayers is much lower than for single males
for two related reasons . First, all other taxpay-
ers (family types) include females, who on aver-
age live about four years longer than males .
These extra years of benefits substantially im-
prove the cost/benefit calculation of remainin g
in the Social Security program . Second, the
rules of Social Security allow a female to defaul t
to the husband's benefit level (if higher than
hers) when he dies .

In the case of a family where both husband
and wife are eligible for Social Security, both re-
ceive their individual-specific formulary benefits
until one of them dies (usually the husband) and
the surviving spouse receives the higher of th e
two benefit levels . In the case of a family with a
dependent spouse (where the dependent has a n
insufficient number of wage-earning years t o

Table 3
Description of Taxpayer Types *

Age Entere d
Taxpayer Profiles

	

Labor Force Starting Wage* *

Low Wage Earner
Male 18 50% of Avg. Wage
Female 18 36% of Avg. Wag e

Average Wage Earne r
Male 22 100% of Avg . Wage
Female 22 62% of Avg . Wag e

High Wage Earner
Male 26 175% of Avg . Wage
Female 26 109% of Avg . Wage

* Couple's composed of like males and females .
** The economy-wide average wage is reported (and

future years estimated) by Social Security's Board o f

Trustees . Each type of wage earner is assumed t o

experiece wage growth until age 50 equal to the growth

of average wages plus one percentage point . After age

50, wages grow at the rate of inflation until the taxpayer

retires at the legal retirment age for full Social Security

eligibility. Historically, the median income of females has
grown at a rate similar to that of males, but is, on average ,
62% of the median income for males . An adjustment was
made for low-wage females to conform with curren t
minimum wage laws .

Source : Tax Foundation .
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qualify for Social Security benefits), the work-
er's payroll taxes buy 150 percent of the formu-
lary Social Security benefits until one of the
spouses dies, at which point the survivor
(usually the wife) receives 100 percent of th e
formulary benefits . These procedures enhanc e
the positive fmancial influence of females' greater
life expectancy.

Table 1 also offers a comparison of how
the income taxation of Social Security benefits ,
which began in 1984 and was increased i n
1993, influences the maximum age at which
different types of taxpayers would choose to
opt out of Social Security . The taxation of
benefits increases the maximum age at whic h
a low-wage single male could profitably opt
out of Social Security from 23 to 39 . For aver-
age- and high-wage single males, the maximu m
age increases from 31 to 49 and from 38 to 53 ,
respectively .

For single females and males with a depen-
dent spouse in each wage-earning profile, th e
taxation of benefits creates an incentive for cur -
rent workers to opt out where no incentive
would have existed in the absence of such taxa-
tion. (The income thresholds used to determin e
the taxable portion of Social Security benefit s
are not indexed for inflation, so an increasin g
number of people become subject to the taxa-
tion of Social Security benefits as nominal in -
come levels increase over time . )

Assumptions and Methods
Table 3 lists the primary characteristics of

the different taxpayer profiles . The average
wage is that reported for each year by the Social
Security Administration's Board of Trustees . Fu-
ture-year average wages conform to the interme-
diate wage-growth assumptions reported by th e
Board of Trustees . The average wage for years
preceding those reported by the Board of Trust-
ees were estimated by using the year-to-year
changes in total wages to project backward the
earliest average wage level reported by the
Trustees . Under the method used for first-yea r
wages, a low-wage male in 1995 would ear n
about six dollars per hour ; an average wag e
male about $12 per hour; and a high wage
male about $21 per hour.

Interest Rates

The choice of interest rates is crucial to three
elements of the analysis presented in this report :
(1) The net present value (opt-out age) calcula-
tions, (2) the calculation of annuity values tha t
could be purchased with lifetime employer/em-
ployee payroll taxes, and (3) the application of
compounded interest to lifetime employer/em-
ployee payroll taxes .

The rate of interest relied upon in this study
is the average of the nominal interest rates ,
which, in practice, are compounded semiannual-
ly, for special public-debt obligations issuable t o
the Social Security Administration trust funds in
each of the 12 months of a given year . These in-
terest rates are reported by the Board of Trust-
ees . Future-year interest rates are those project-
ed by the Board of Trustees under their "inter-
mediate" assumptions . When necessary, these
interest rates are inflation-adjusted using the CPI-
W price index, which is the index used by the
Board of Trustees to calculate Social Securit y
cost-of-living adjustments . (The real rate of inter-
est for the year 2005 and beyond is 2 .3 percent . )
The projected inflation rates are those provided
under the intermediate assumptions of the Board
of Trustees .

Income Taxation of Social
Security Benefits and Annuities

Two issues present themselves in the taxa-
tion of Social Security benefits : (1) Estimating
taxpayer income and (2) whether or not to use
marginal or average income tax rates .

Income was estimated using Internal Reve-
nue Service data for sources of income for tax-
payers age 65 and older. These data were used
to determine the share of total Social Securit y
benefits to both adjusted gross income and tax -
able income . A major caveat with this dat a
source is that reports on this category of taxpay-
ers stopped after the Tax Reform Act of 1986 .

After estimating adjusted gross income, th e
year-to-year rules for determining the taxabl e
portion (if any) of Social Security is applied to
the taxpayer types . The estimates of taxable in -
come were used to determine the applicable in -
come tax brackets . Taxpayers are classified as ei-
ther single filers or joint filers . However, no at-
tempt is made to reclassify widows to single-file r
status after they have exhausted their two years
of eligible joint-filer status upon becoming a wid-
ow. By not reclassifying widows, it is likely that
their tax rates are somewhat lower than they
would be if reclassified .

Average income tax rates were used to ta x
both Social Security benefits and annuities . I t
seems implausible that one could categorize ei-
ther Social Security benefits or a purchased an-
nuity as a taxpayer's marginal source of income .
In addition, using average income tax rates offer s
a more conservative estimate of the effect bene-
fits taxation has on the fmancial calculations .
The Statistics of Income Division of the IRS re-
ports average tax rates for different tax brackets .
The Tax Foundation estimated average tax rates
for 1993 and beyond using preliminary 1993 sta-
tistics of income data.


	page 1
	page 2
	page 3
	page 4

