The Debate on Social Security Reform: 

A Synopsis of the Question of Privatization and Social Security Solvency

The Current State of Social Security and the Question of Solvency


The debate on the solvency of Social Security largely revolves around the guarantee of benefit payments to recipients and the ability of the Social Security trust fund to make good on those payments.  The crux of the debate on Social Security’s solvency is really twofold; first, over how long the trust fund will last, and second, whether the securities in the trust fund will be honored.

The setup of the social security system is a relatively simple and efficient system. The payroll tax paid by employees and employers funds the system and the surplus is invested in treasury securities.  This surplus is then deposited in a trust fund reserve to fund future payments.  There are about 47 million recipients receiving a check from Social Security every month and the system is currently running a hefty surplus with a trust fund reserve of more than one and a half trillion dollars.  This surplus is invested in U.S. Treasuries which provide funding for the federal government.  This ensures protection from a funding deficit as Social Security can simply redeem bonds from the trust fund to pay out benefits. 


However, by 2018, the system will begin to go into deficit as baby boomers begin to retire en masse.  In order to pay benefits, the Social Security system will begin to draw on the assets of the trust fund.  This sparks the debate over how long the trust fund will last.  By law, the Social Security Administration estimates its financial condition 75 years into the future.  The agency’s conclusions depend on assumptions of America’s future such as how much people will earn, how long they will live and how large their families will be.  The Social Security Agency predicts that the system will exhaust its reserves by 2042, at which point payroll taxes continue to roll in but Social Security will only be able to pay out just over 70 percent of scheduled benefits.  This will leave a substantial deficit that sparks the second debate of whether or not the trust fund will be honored. 


A central criticism to this debate is that the existence of the trust fund simply entices the government to spend more than it otherwise would, thus generating larger deficits in the future.  Since Social Security invests the surplus in U.S. Treasuries, this surplus is essentially being spent since the government is operating at a deficit.  Therefore, when the government has to start repaying its debt by the projected 2018 date, the question arises as to whether it will be able to do so without borrowing more money or raising taxes to fund its debt to Social Security.  It is at this point that the debate over Bush’s partial privatization reform proposal of Social Security begins.

Privatization and the “Ownership Society”


Guaranteeing the future of Social Security benefits requires guaranteeing the solvency of the system.  Ideally, Social Security would be fully funded without increasing taxes, cutting benefits or borrowing money.  Therefore, reform becomes a question of how to guarantee benefits and maintain the solvency of the system while minimizing negative impact to the American taxpayer and the federal government.  Enter the proposal of the Bush Administration: partial privatization of Social Security in the form conservative private investment accounts. 


Very simply, this proposal diverts a portion of payroll taxes for those under 55 into conservatively managed private investment accounts beginning as early as 2009.  Workers would be able to put away about one-third of their Social Security payroll tax into a personal account; up to $1,000 in the first year and more as time goes on up to a 4% maximum of wages subject to the tax.  The money could not be withdrawn until retirement when it would be paid out as an annuity with the Social Security check.  Any concurrent cuts in benefits would be recouped by the return on investment and encourage a mind-set of saving, ideally fostering an “ownership society” where individuals are motivated to take control of their own financial futures.   The advantages of the plan would result in increased individual control over retirement and encourage savings, offer better returns, offset benefits cuts and avoid an increase in payroll taxes to keep the system solvent.  Conversely, the risks include increased debt to fund the transition costs, uncertainty in the system, and price indexing of benefits, which would result in benefit reductions and may even encourage under saving, tempting Americans to invest too conservatively and save elsewhere. 

Under the “ownership society” philosophy of the Bush plan, Americans will have better lives and be better citizens if they have more control over their financial futures.  New incentives for savings and investment would help them shift towards self-reliance rather than dependence on federal programs such as Social Security.  Ultimately collective social insurance and guaranteed benefit minimums would give way to personal investing and responsibility.  Government ownership and authority over one’s financial future secedes to individual initiative and responsibility, and individual risk and responsibility is transferred away from the government and onto the shoulders of American citizens and families.  It is a radical parting of the utopian view that government can fix the problems that impede societal bliss and is an initiative considered by many Democrats to be a deliberate conservative attempt to dismantle a hallmark of FDR’s New Deal program. 

“Fixing” Social Security: The Costs of Transition


The question of whether Social Security is actually “broken” continues to be a subject of intense debate between the parties.  Social Security has long had the reputation of being a “political third rail” as the nation’s biggest, broadest and arguably most successful social program.  Politically, the subject of Social Security sparks intense debates across the ideological divide of Republicans and Democrats. Social Security reform under the Bush plan holds the potential to be a very significant conservative governing achievement, turning every American into an investor and reshaping the financial social consciousness of the nation to favor individual responsibility over entitlement.  Democrats argue that this is an aggressive scare tactic by the Bush Administration to push forward a long standing Republican goal to dismantle the vestiges of the New Deal and question whether the system is really “broken” at all.  

Estimates as to when Social Security will reach a shortfall of crisis proportions range from as conservative to radical as those proposing them. In general, the Social Security administration does predict that in 2018 benefits paid out will begin to exceed the amount collected in taxes.  Some argue that even under the most conservative estimates the system will have enough to pay all its promised benefits for decades after 2042 with the current and projected surplus.  This argument does not account for the trust fund question however, which remains a key component to the debate on Social Security.  What good is a surplus if there is no money to make good on the investments so the trust fund can deliver?  Furthermore, there remains the debate on the costs associated with transitioning to a private account system and whether or not those costs will derail the proposed benefits of reforming Social Security.

The costs of transitioning to a partial private account system vary; the Bush Administration estimates a cost of about $200 billion a year for a total projected cost of about $754 billion over ten years starting in 2009.  Argentina and Bolivia provide some examples of the challenges associated with such a transition.  When Argentina set up private accounts a decade ago, it faced the challenge of reduced revenue to pay current retirees as some payroll taxes started flowing into private accounts.  Originally, Argentina’s transition was projected to be about $2.5 billion at a time when the economy was booming and tax revenue was high.  However, a mid-1990’s economic crisis forced the government to cut taxes going into the accounts and borrow billions at a higher interest rate to make up for the shortfall.  Ultimately the shift to private accounts amplified the fiscal problem of turning a government promise to retirees into an explicit government debt.  

Similarly, Bolivia transitioned to a private account system eight years ago that resulted in budget deficits doubling because of higher-than-expected transition costs.  The warning in these lessons is that foreign and other investors might demand higher interest rates to lend to an increasingly indebted U.S.  There also exists the cost of lost credibility and trust in the system if the transition does not go smoothly.  British Social Security overhaul in the late 1980’s had been dogged by scandal when the Conservative government let consumers opt out of the supplementary state plan and company pension plans to set up private accounts.  Sustained support for a privatization plan was compromised after the transition was tainted by scandal involving insurance company salesmen “mis-selling” the idea that private accounts would yield greater returns to make up for shortfall of employer contributions.  While the Bush proposal would minimize risk by offering tightly regulated investment options, the lesson here is that the cost of transitioning extends beyond dollars and a compromise in the credibility of the plan could be difficult to recover from thus tanking the ideological momentum behind the push for privatization.

Other Options and Proposals 


One proposal to offset the costs of privatizing the system is to create bigger personal accounts that would grant a greater return to workers and work to gradually pay down the debt needed to finance the costs of transition.  For example, one plan proposed by Rep. Paul Ryan (R-Wisconsin) and Sen. John Sununu (R-New Hampshire) increases the amount workers could divert into their personal accounts to $5,000 a year, or 6% of their pay, five times the figure in the Bush proposal.  Conservatively managed, these accounts could generate returns of around five percent more than inflation.  In theory, the accounts could pay virtually all benefits by around 2024 and the remaining 6% in payroll taxes would then gradually pay down the debt needed to finance the transition to the accounts by 2062.  Without big spending cuts however, such a plan is criticized as risky as an additional $200 billion in annual borrowing would be necessary to pay down the bonds and finance the deficit.  The result could be a loss of foreign investment and higher interest rates.  


Another approach favors conservative management and incorporating a rebalancing of investment options over time to minimize the risks of investing and allay fears that the transition will throw many into poverty.  This plan favors investment choices that are restricted to a few simple alternative mixes of funds balanced between stocks and bonds.  Withdrawals would only be allowed under extreme circumstances and funds would be very low cost indexed and run by private investment firms.  A built in rebalancing feature would allow for diversification of portfolios by investing aggressively at first and then adopting a more conservative approach over time.  A reduction in equities investment would give way to an emphasis on fixed income securities to guarantee greater annualized returns.  Putting money into accounts early in one’s career would also yield generous rates of return if the market follows historical trend patterns.  


Other approaches include raising the retirement age, such as Reagan did in 1983 from age 65 to age 67, which over time reduces the full benefit payments the government would have to pay out.  This approach saves money over time better and reflects a realistic expectation of working years and life expectancy.  While this approach is a fix with few costs, workers may have less time to enjoy the benefits.  Raising payroll taxes in addition to the minimum wage is yet another approach but could prove unpopular with a disproportionate affect on the working and middle classes.  With only the first $90,000 of income subject to the payroll tax, such a change would generate more revenue for Social Security but affect only 6% of the workforce.  


Means testing and price indexing of benefits are other alternate proposals that have been suggested.  Means testing would limit benefits for the wealthy by eliminating them above a certain threshold or reducing them as income or assets rise.  Such an approach could weaken support for the program or encourage people to hide assets.  Adjusting benefits to the price index rather than the wage index would allow benefits to keep up with inflation and reduce benefit payout costs but also cut benefits as well.  Since wages generally rise faster than prices, promised benefits would be smaller than currently promised.  

Ultimately, the question on Social Security reform has no clear answer at this point.  The problems are complex and will likely require a combination of several elements to keep the system solvent, pay promised benefits and keep costs to a minimum.  It does seem clear to all sides of the debate that any restructuring of Social Security will not be easily reached and not be without difficult costs and compromises.

