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Abstract

Social Security ran a $39 billion deficit in 2014, closing out five years

of consecutive cash-flow deficits as the program’s revenues from the

payroll tax and the taxation of benefits are falling short of benefit pay-
ments. Absent reform, Social Security benefits will be cut across the

board by 23 percent in 2035. Action should be taken today to protect
Social Security’s most vulnerable beneficiaries from such drastic cuts

without burdening younger generations with massive tax increases or

unsustainable debt. Lawmakers should immediately replace the cur-
rent cost-of-living adjustment with the more accurate chained con-
sumer price index; raise the early and full retirement ages gradually

and predictably; phase in a flat benefit; focus Social Security benefits

on those who need them most; and enable more Americans to save their

money in private retirement accounts.

S ocial Security’s main program, also known as Old-Age and Sur-
vivors Insurance (OASI), ran a $39 billion deficit in 2014, clos-
ing out five years of consecutive cash-flow deficits as the program’s
unfunded obligations continue to grow.! According to the 2015 annu-
al Trustees’ Report, the 75-year unfunded obligation of the Social
Security OASI Trust Fund is $9.43 trillion, a $70 billion increase
from last year’s unfunded obligation of $9.36 trillion.> After includ-
ing federal debt obligations recorded as assets to the Social Security
trust fund of $2.73 trillion, Social Security’s total 75-year unfunded
obligation is nearly $12.2 trillion.

The Social Security OASI program is projected to reach insol-
vency in 2035. This means that the program is expected to have
only enough revenue from payroll taxes, interest on the Trust Fund
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KEY POINTS

m [f no action is taken to improve
Social Security's solvency before
its Trust Fund runs dry in 2035,
benefits will be reduced by
23 percent.

m Congress should avoid indis-
criminate benefit cuts, which
would harm the most vulnerable
beneficiaries the most, by adopt-
ing commonsense reforms that
modernize Social Security.

m Social Security's cost-of-living
adjustment is based on an out-
dated measure of changes in the
cost of living that fails to account
for how people react to changes
in prices.

m L awmakers should gradually and
predictably increase the early
and full retirement ages, and
then index both to increasesin
life expectancy.

m Social Security will run out of
money in 2035 unless reformed
by targeting the benefits toward
those who really need help.
Keeping the programs as they are
unfairly places an additional tax
burden on the middle class and
future generations.



http://www.heritage.org/about/staff/b/romina-boccia
http://www.heritage.org

BACKGROUNDER | NO. 3043
JULY 29,2015

balance, and repayment of borrowed Trust Fund
dollars to pay out scheduled benefits until 2035. This
is one year later than projected in last year’s report.?

If no action is taken to improve Social Security’s
solvency before its Trust Fund runs dry, benefits
will either be delayed or reduced across the board by
23 percent. Congress should avoid indiscriminate
benefit cuts which would harm the most vulnerable
beneficiaries the most by adopting commonsense
reforms that modernize the outdated Social Secu-
rity program.

Social Security Is Already
Adding to the Deficit

While Social Security’s OASI program is con-
sidered to be solvent on paper through 2035, Social
Security’s cash-flow deficit is already adding to the
federal budget deficit.

Since 2010, the OASI program has taken in less
money from payroll tax revenues and the taxation
of benefits than it pays out in benefits, generating
cash-flow deficits. The 2014 cash-flow deficit was
$39 billion. Over the next 10 years, the OASI pro-
gram’s cumulative cash-flow deficit will amount to
$840 billion, according to the trustees’ intermedi-
ate assumptions. For as long as the federal govern-
mentis running deficits in excess of Social Security’s
cash-flow deficits, we can assume that this $840 bil-
lion shortfall will be matched dollar for dollar by an
increase in the public debt.

Social Security’s cash-flow deficits add to the
public debt because, in order to pay full Social Secu-
rity benefits, the Treasury Department has to raise
cash in excess of what it receives from the payroll tax
and the taxation of benefits. Cash-flow deficits mean
that the Treasury can no longer pay all Social Secu
rity benefits from the program’s tax income alone.
Instead, Treasury must produce additional cash from
taxes or borrowing. With annual federal deficits in

excess of Social Security’s cash-flow deficit, the OASI
program is already adding to the deficit.

What About the Trust Fund?

In the past, when Social Security ran cash-flow
surpluses, the federal government spent those sur-
pluses on other federal spending, and in return, the
Treasury credited Social Security’s Trust Fund
with special-issue government securities. Although
this $2.73 trillion in securities is not counted in the
total amount of debt held by the public, it represents
real debt that will have to be repaid over the coming
decades, unless Congress changes current law.*

The Social Security Trust Fund represents legiti-
mate repayments plus interest, but this distinction
has no bearing on the federal budget’s bottom line.
Congress spent all the excess revenues when Social
Security was running surpluses, and now repaying
those revenues is adding to deficits. As Chart 1 shows,
shortfalls in Social Security’s programs represent a
considerable portion of current and future deficits.

Nevertheless, Congress may change current law at
any time, including by eliminating the Social Security
Trust Fund. Funds earmarked for OASI through its
Trust Fund do not represent accrued property rights,
even though these funds come from taxing work-
ers’ wages. Congress’s authority to modify the Social
Security program was affirmed in the 1960 Supreme
Court decision in Flemming v. Nestor, wherein the
Court held that individuals do not have a “property
right” to their Social Security benefits, regardless of
how many years they paid payroll taxes.?

Harmful Payroll Tax Increases

The Congressional Budget Office (CBO) analyzed
how large of a payroll tax increase would be neces-
sary, absent benefit reforms, to ensure Social Secu-
rity’s on-paper solvency for the next 75 years. The
CBO identified that the payroll tax would have to be

1. U.S. Social Security Administration, The 2015 Annual Report of the Board of Trustees of the Federal Old-Age and Survivors Insurance and Federal
Disability Insurance Trust Funds, July 22, 2015, http://www.socialsecurity.gov/OACT/TR/2015/tr2015.pdf (accessed July 22, 2015).

2. Ibid.

3. U.S. Social Security Administration, The 2014 Annual Report of the Board of Trustees of the Federal Old-Age and Survivors Insurance and Federal
Disability Insurance Trust Funds, July 28, 2014, http://www.ssa.gov/oact/tr/2014/tr2014.pdf (accessed July 28, 2014).

4.  David C. John, "Misleading the Public: How the Social Security Trust Fund Really Works,” Heritage Foundation Executive Memorandum No. 940,
September 2, 2004, http://www.heritage.org/research/reports/2004,/09/misleading-the-public-how-the-social-security-trust-fund-really-works.

5. Emily M. Lanza and Thomas Nicola, “Social Security Reform: Legal Analysis of Social Security Benefit Entitlement Issues,” Congressional
Research Service, September 17, 2014, https://www.fas.org/sgp/crs/misc/RL32822.pdf (accessed July 13, 2014).
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CHART1

Social Security Deficits
Place Large and Growing
Strain on Federal Budget
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Social Security’s programs are
running large and increasing
cash-flow deficits, as revenues
from the payroll tax and the
taxation of benefits are
insufficient to cover the total
cost of benefits. Because the
government is borrowing the
money to pay full Social Security
benefits, Social Security is

already adding to the deficit. -
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permanently increased immediately from 12.4 per-
cent to 15.9 percent—a nearly one-third increase—to
ensure the solvency of Social Security’s combined
Trust Funds (OASI and disability insurance).®

This substantial tax increase would harm those
whom Social Security is intended to benefit the
most. Under the 15.9 percent rate, someone earn-
ing $50,000 would pay an additional $1,750 per year

in payroll taxes (half paid by his or her employer,
unless the person is self-employed). This increase
would put significant strain on middle-income and
lower-income earners and would exacerbate the
payroll tax’s disincentives to work.” The tax increase
would also disproportionately fall on younger Amer-
icans. While lifetime payroll taxes would increase
by 6 percent to 9 percent for those born in the 1960s,

6. Congressional Budget Office, “Answers to Questions from Senator Hatch About Various Options for Payroll Taxes and Social Security,”
July 11, 2014, http://www.cbo.gov/sites/default/files/cbofiles/attachments/45519-QFR_Hatch.pdf (accessed July 13, 20145).

7. James C. Capretta and Yuval Levin, “The GOP’s Payroll Tax Opportunity,” American Enterprise Institute, December 3, 2012,
http://www.aei.org/article/politics-and-public-opinion/the-gops-payroll-tax-opportunity/ (accessed July 13, 2015).
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CHART 2

Cumulative Payroll
Taxes Consume
15.3 Percent of
Workers' Paychecks

Payroll (FICA) taxes fund
the Social Security old-age
and survivors insurance and
disability programs and part
of Medicare’s Hospital
Insurance program (Part A). 8%
Without reforms, Medicare
and Social Security
spending threatens workers
with higher payroll taxes.
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the new rate would amount to a 27 percent lifetime
increase in payroll taxes for Americans born after
2000.% Moreover, a payroll tax increase would leave
workers with even fewer resources to spend or save
in accordance with their own needs and desires.

Another proposal suggests raising or eliminating
the payroll tax cap. Social Security payroll taxes apply
to the first $118,500 in wage earnings to prevent work-
ers with very high incomes from receiving unneces-
sarily high benefits under the current benefit formula.

Raising, or eliminating, the payroll tax cap would
not solve Social Security’s financial shortfalls. It
would impose economically damaging marginal tax
rates on middle-income and upper-income earners,
which would reduce incomes and overall economic
growth while generating very little net revenue.

Had Congress eliminated the cap in 2015, work-
ers earning $150,000 would have experienced a 27

percent payroll tax increase, amounting to an extra
$3,906 on their tax bills. A single-earner family with
$250,000 income would pay $16,306 more in payroll
taxes—more than doubling their current payroll tax
burden.’ This tax hike would be in addition to income
taxes, which already disproportionately tax high-
income earners. Moreover, this option would gener-
ate surpluses in the early years of adoption, which
Congress would immediately spend, thus generating
largely on-paper savings without markedly improv-
ing future deficits. Empirical evidence suggests that
Social Security surpluses, rather than being saved,
have gone toward higher spending or lower tax reve-
nues than would have otherwise been the case.!®° Thus,
options that create temporary Social Security sur-
pluses merely give the appearance, on paper, of finan-
cial improvement in Social Security."

Congressional Budget Office, “Answers to Questions from Senator Hatch About Various Options for Payroll Taxes and Social Security.”
9.  Congressional Budget Office, “Answers to Questions from Senator Hatch About Various Options for Payroll Taxes and Social Security.”

10. National Bureau of Economic Research, “Are Trust Fund Surpluses Spent or Saved?” http://www.nber.org/aginghealth/winter05/w10953.html
(accessed July 9, 2015).

11.  Rachel Greszler, “Raising the Social Security Payroll Tax Cap: Solving Nothing, Harming Much,” Heritage Foundation Backgrounder No. 2923,
August 1, 2014, http://www.heritage.org/research/reports/2014/08 /raising-the-social-security-payroll-tax-cap-solving-nothing-harming-much.

4



BACKGROUNDER | NO. 3043
JULY 29,2015

Dismal Returns for Current
and Future Retirees

For decades, Social Security recipients received
more in benefits than they paid into the system, but
this is no longer the case for recent and future recipi-
ents. An analysis by the Urban Institute revealed that
an average-earning male who reached age 65in 1960
received $6.21 in Social Security benefits for every
dollar he paid in Social Security taxes. This ratio has
declined over time to $2.14 per dollar paid by work-
ers who reached age 65in 1980. For recent and future
recipients, Social Security will provide a negative
rate of return: Workers who reached age 65 in 2010
will receive 92 cents for every dollar paid in taxes,
and workers who reach age 65 in 2030 will receive
only 83 cents for every dollar in payroll taxes paid.'?

As Social Security has shifted from a program
to protect the elderly from poverty to a potential
decades-long income subsidy, current workers and
younger generations will inevitably bear the bur-
den of Social Security’s drain on the federal budget.
Raising payroll taxes on today’s and tomorrow’s
workers to cover Social Security’s funding shortfall
would further add to their burden, while also harm-
ing the economy.

Social Security Benefit Reforms

The sooner lawmakers address Social Security’s
massive and growing cash-flow deficits, the lower
the burden will be on current and future workers.
Four important reforms could help resolve Social
Security’s financial shortfall and return the pro-
gram to its original purpose of protecting seniors
against poverty. Congress should:

1. Fix Social Security’s cost-of-living adjust-
ment. Social Security’s cost-of-living adjust-
ment (COLA) is based on an outdated measure of
changes in the cost of living that fails to account
for how people react to changes in prices. Law-
makers should index Social Security’s COLA to
the chained consumer price index (CPI), which
acknowledges that people choose less expensive
and different goods and services in response to
changes in prices. This would more accurately

CHART 3

Social Security: A Negative Return
on Investment

Early recipients of Social Security received more
than six dollars in benefits for every dollar they
paid in Social Security taxes (OAS and DI).
Today, recipients receive less than one dollar in
benefits for every dollar they paid in Social
Security taxes.
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protect the value of benefits against changes in
the cost of living while improving Social Securi-
ty’s finances."

. Raise the early and full retirement ages.

Since 1950, life expectancy at birth in the Unit-
ed States has increased by more than 10 years,
while life expectancy at age 65 has increased by

12.  C. Eugene Steuerle and Caleb Quakenbush, “Social Security and Medicare Taxes and Benefits over a Lifetime: 2012 Update,” Urban Institute,
http://www.urban.org/UploadedPDF/412660-Social-Security-and-Medicare-Taxes-and-Benefits-Over-a-Lifetime.pdf (accessed May 20, 2014).

13.  Romina Boccia and Rachel Greszler, “Social Security Benefits and the Impact of the Chained CPI,” Heritage Foundation Backgrounder No. 2799,
May 21, 2012, http://www.heritage.org/research/reports/2013/05/social-security-benefits-and-the-impact-of-the-chained-cpi\.
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more than five years.”* At the same time, work
in the United States has become less physically
demanding and individuals have become health-
ier.”® Yet Social Security’s full retirement age will
gradually increase by only two years by 2027, to
67, and the early retirement age has not increased
at all. Social Security’s retirement age serves as
an implicit guideline for actual retirement, as
nearly two-thirds of eligible workers choose to
receive Social Security benefits between the early
and full retirement age. For Social Security, this
means greater financial strain, and for the econo-
my, it means a smaller workforce, lower economic
growth, less retirement security, and lower rev-
enue. Lawmakers should gradually and predict-
ably increase the early and full retirement ages
to 65 and 70, and then index both to increases in
life expectancy.

. Focus Social Security benefits on those who

need them most. Social Security was first pro-
posed as a program to protect the elderly from
poverty, yet today it pays benefits to more than
47,000 millionaires and leaves many low-income
recipients in need of additional welfare benefits.!
Lawmakers should phase out benefits for retirees
with high levels of non-Social Security income
and provide a true system of social insurance that
focuses on seniors who need it most.

Implement a flat benefit structure. Congress
should put Social Security benefits on a schedule
to gradually arrive at a flat payment structure for
those who work more than 35 years. This flat ben-
efit payment should be sufficient to keep eligible
seniors out of poverty throughout their retire-
ment. Changing Social Security to this flat benefit

that provides real insurance against poverty in
retirement would provide certainty for seniors
and ease the future tax burden on American
workers. By enabling more Americans to accrue
personal savings in private retirement accounts
to complement Social Security’s flat benefit, law-
makers can reduce Americans’ reliance on gov-
ernment in retirement. Moreover, because sav-
ings invested in the productive sectors of the
economy accrue larger returns than what most
Americans can expect to receive from their Social
Security payroll taxes, Americans will be able to
afford more generous retirements or save less to
maintain current benefit levels.

Social Security Needs Reform Today

Social Security is approaching insolvency in
less than 20 years. The largest and growing federal
entitlement program is increasingly contributing to
annual deficits. Absent reform, Social Security bene-
fits will be cut across the board by 23 percentin 2035.
Action should be taken this year to protect Social
Security’s most vulnerable beneficiaries from such
drastic cuts without burdening younger generations
with higher taxes or unsustainable debt. Lawmakers
should immediately replace the current COLA with
the more accurate chained CPI, raise the early and
full retirement ages gradually and predictably, focus
Social Security benefits on those who need them
most, and enable more Americans to save for the
future in private retirement accounts.
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