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Abstract

In this orticle T discuss the financiol history of the United Stotes' Old-Age, Survivors, and Disobility Insuronce progrom
(OASDI), olso known as Social Security; I discuss changes in the benefits formula, the payroll tox, ond other related
issues. I show that over the lost few decades participation in the social security system hos become for less oppealing, ond
that currently most social security porticiponts will receive o nggotive return on their poyments.
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Introduction

In this article T discuss the finoncial history of the United
States” Old-Age, Survivors, ond Disobility Insuronce
program (OASDI) also known os Social Security. Both the
revenues ond the costs to the Social Security system hove
chonged drostically since its origins during the Roosevelt
odministrotion. A progrom that once was a bengfit to mony
people hos become aburdensome tox on the young who will
likely see anegoative return on their mongy. Mony of today’s
retirees would also have been better off without the system.

In this poper I discuss the history and likely future of the
Social Security System. I detail the chonges that have been
made over the yeors to the benefits formula, the payroll tox,
ond other reloted issues. T also look af chonges that ore
currently being proposed to the benefits formulo, toxotion of
sociol security benefits, ond the indexing of benefits to the
Consumer Price Index. 1 show that over the lost few
decades, porticipation in the sociol security system hos
become for less oppealing thon it once wos, ond thot the
future looks even more grim for the progrom.

Literature Review

Mony detoiled books have been written on the history of the
United Stotes Social Security system including Goumnitz,
ond Goumnitz, The Social Security Book,

Myers, Social Security ond Schigber, ond Shoven, The Real
Deal: History ond Future of Social Security. The Social
Security Administrotion hos written its own history of the
Social Security system, Social Security, Historical
Development ond Background of Social Security which is
avoiloble on their webpoge. There have also been mony
publications on the future ond solvency of the Social
Security system. Some of these have been written by the
social security system itself like Goss, The Future Finoncial
Status of the Sociol Security System. Mony other
discussions are availoble from George Mason University’s
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Mercatus Center (mercatus.org), the Cato Institute
(www.cato.org), the Independent Institute (www.
independent.org), ond mony other sources.

Article

When on investor buys on onnuity or onother retirement
product from on insuronce or mutuol fund compony, the
controct is constont ond enforceoble through the United
States court system. When o United Stotes tox payer is
forced to poy for a government bocked retirement system
such os the Old-Age, Survivors, and Disobility Insuronce
program (OASDI) olso known as Social Security, the
controct con ond is chonged on aregulor bosis by the United
States government, ond those changes are generally not to
the benefit of the toxpayer.

Porticipation in the Sociol Security system become
compulsory in 1935 ond the first monthly retirement checks
were issued in 1940. The first monthly check waos issued to
Mrs. Ida May Fuller of Ludlow, Vermont. She poid a totod of
around $25 into the Social Security system ond received
over $22,000 in benefits in return from the system due to
living to 100 yeors of age. (DeWitt) The other garly retirees
of the Social Security system on average also did very well.
Retirees in 1977 are estimated to hove received obout seven
times whot they poid into the Social Security system.
Retirees entering the progrom in the twenty first century will
probobly receive o negotive rate of return on their
investment. (Sociol Security, Historicol) (Goumnitz, 4) Ong
of'the major reasons for this is the pay os you go noture of the
system. Unlike o life insurance policy or a private pension
plon, social security is not required to be funded. Current
retirees’ checks are poid for out of the contributions of future
retirees, ond the rotio of future to current retirees hos
decreased drostically over the lifetime of the social security
progrom. The ratio of payees to retiree wos 160 in 1940, 5 in
1960, and is under 3 in 2013. (Social Security, Frequently)
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PIA formula

The amount of monthly income a Social Security recipient
receives is colled the Primary Insuronce Amount. The
current Primary Insuronce Amount (PIA) benefits formulo
wos creoted in 1979 ond is based on two bend points.

For on individual who first becomes eligible for old-oge
insuronce benefits or disobility insuronce benefits in 2016
his PIA will be the sum of:

(@) 90% of the first $856 of his averoge indexed monthly
earnings (AIME), plus

32% of his averoge indexed monthly gornings (AIME)
over $856 and through $5,157, plus

(b)

15% of his averoge indexed monthly gornings (AIME)
over $5,157,

where the Average Indexed Monthly Eornings (AIME) is
currently the averoge of the social security recipients top 35
years of lifetime income divided by 12. Each yeor’s
monthly income is expressed in 2016 dollars using the
Consumer Price Index (CPI). (Social Security, Primary)

Benefit Cuts after the 1970s

By the late 1970s it wos obvious thot the Sociol Security
system was going to experience significont solvency issues
since the ratio of workers to retirees had decreased from
around 40 to 1 in 1945 to around 3 to 1 in 1980 and most of
the surplus payroll toxes poid into the social security system
had been spent on other government progroms. (DeRugby)
Payroll toxes were therefore increased ond o series of
changes were mode to the Primary Insurance Amount (PTA)
payment formulo to cut the benefit poyments that Sociol
Security enrollees would receive.

(©

The PIA formula before 1979 was even more complicoted
thon the one used in 2016. It hod 10 bend points, but gave
more credit to high income workers. (Myers, 225) The
chonges in the benefit formula in 1979 resulted in, on
average, o seven percent reduction in monthly social
security poyments for new retirees. (Myers, 227) Under the
current benefit formulo, if a social security enrolleg hos o
total life-time income over $2 million, he will very likely
hove o negative return on his investment. For lifgtime
incomes between around $0.5 million ond $2 million the
enrollee hos some chonce to breok gven. Enrollegs with o
total lifetime income less thon $0.5 million have o good
chonce of apositive return from the Sociol Security system.

The number of years included in the gornings base (the
number of years of income which ore overoged to determing
the monthly benefit payment) wos gradually increosed from
23 years for Americons born in 1917 to 29 years for
Americons bornin 1923 to 35 years for Americons retiring in
2016. For parents who took years off from their coreer to
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roise children, students who spent o long time in groduate
school, ond toxpayers whose income was much higher
during loter ports of their lifetime this resulted in o
significont decreose in monthly sociol security checks.
(Goumnitz, 51)

Since the 1970s, the AIME used to determine the PIA hos
been indexed using the Consumer Price Index (CPI). So the
higher the CPI, the lorger o recipient’s monthly Sociol
Security check will be. Social Security benefits for retirees
are olso currently increosed onnuolly by the CPI.  This
meons thot one woay the government con lower benefit
poyments is by under-estimoting the inflation rote. The
Bureou of Lobor Statistics (BLS) has redefined how the CPI
is calculated mony times since the 1980s, lowering the CPI
in goch cose. According to economist John Willioms ot
Shoadow Government Statistics, the CPI currently
underestimates the inflotion rote by ot least four percent per
yeor. If this is the cose, Sociol Security recipients receive o
four percent reduction in their buying power goach yeor.
(Willioms)

The retirement oge was increosed from 65 for those born in
1937 or before to 67 for those born in 1960 or later. Since
enrollees do not get moximum benefits until they are 70
years old, it could be argued that 70 is really the current full
retirement oge.

The toxable earnings bose (the moximum income that is
subject to Social Security toxes) ond Social Security tox
rates hove olso increased drosticolly since the Social
Security system was first created. The toxoble eornings bose
wos $3,000 in 1937, $25,900 in 1980, ond $118,500in 2016.
The Old-Age ond Survivors Insuronce (OAST) tox was 2.0%
in 1937, 9.04% in 1980, ond 10.98 % in 2016. This number
includes both the employer ond employeg portion of the tox.
When the 1.42% Disability Insuronce tox ond the 2.9%
Medicore tox ore added in, the totol payroll tox is currently
15.3%. (Myers, 125)

In 1983, legislotion wos passed to tox Social Security
benefits for the first time. (Myers, 36) Currently, if o
toxpayer’s provisional income is more than $25,000 on o
single return or $32,000 on o joint return, their sociol
security bengefits will be toxed ot between 50% ond 85% of
their normal tox rote.

Conclusion: Further Tox Increoses ond Benefits Cuts ore
Likely in the Near Future

The future of the United States Sociol Security System does
not look good. According to the Social Security
Administration by 2033 payroll toxes will only cover around
77% of estimoted retirement benefits. It is therefore likely
that even further social security benefit cuts ond payroll tox
increases will occur in coming yeors. Increasing Social
Security tox rotes from 12.4% to 15.5% ond eliminating the
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toxoble moximum (i.€. moking all income subject to Social
Security toxes) is currently being considered. Other tox
increoses being proposed include toxing contributions to
flexible spending accounts ond creating o national Volue
Added Tax (VAT).

Further cuts to Social Security benefits are olso on the table.
Proposals to cut benefits include increosing the retirement
oge from 67 to 70 years, increosing the number of years
included in the ornings bose from 35 to 38 or 40, increosing
the percentoge of Social Security benefits thot ore subject to
income toxes, ond further decreosing the credit middle ond
high income workers get by decreasing the coefficients after
the first ond second bend points from 0.32 to 0.30 ond from
0.15 to 0.10. Adding o third bend point ofter which the
coefficient is 0.05 in olso being considered. (IRET)
Redefining the CPI index to further underestimote the
inflation rote is olso on the toble. It is likely that retirees
receiving Social Security benefits will do very poorly in the
future. (Social Security, Summory)

Kirby R. Cundiff, Ph.D. (cundiffnsu@yohoo.com) is the
Finonce Progrom Coordinotor ond Associote Professor of
Finonce ot Pork University in Konsos City, MO. He is o
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