199YS 19¢e4

Social Security: A Brief Overview

Mikki D. Waid
AARP Public Policy Institute

AARP Public Policy Institute

¢BRAT,
v
&Y A/O

v Social Security protects individuals and their families from loss of earnings

due to retirement, disability, or death.

v Social Security has been effective at keeping Americans of all ages out of poverty.

v Social Security will be able to pay full benefits until 2036, after which it can pay
about three-quarters of scheduled benefits.

What Is Social Security?

Social Security is a federal program
designed to protect individuals and their
families from loss of earnings due to
retirement, disability, or death. When
signed into law in 1935, Social Security
covered only retired workers. However,
in 1939 Social Security became a family
benefit by expanding benefits to include
the spouses and minor children of
retired and deceased workers. In 1956,
Social Security was further expanded by
including benefits for disabled workers.

Since its inception, Social Security has
been a vital tool for promoting the well-
being of those who can no longer work.
Serving as the major source of income
for half of the U.S. population aged

65 and older, Social Security enables
older Americans to live independently.
In addition, Social Security has been
effective at keeping Americans of all
ages out of poverty.' For example,
Social Security income keeps more than
1 million children under age 18* and

14 million older Americans® (roughly
35 percent) out of poverty.

Key Features of Social Security

For more than 75 years, Social Security
has ensured that the basic protections
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that were important when the program
first began continue for present and
future beneficiaries. Moreover, by

its design, Social Security provides a
lifeline for low-income retirees, disabled
workers, and survivors of a deceased
worker and is the basis for a secure
retirement for countless others. These
characteristics are reflected in three key
features of the Social Security program:

1. The benefit formula is progressive,
which means that Social Security
benefits replace a higher proportion
of the preretirement earnings of low-
lifetime earners than higher lifetime
earners. This feature is important
because low-lifetime earners are
less likely to have other sources of
retirement income (such as pensions,
savings, and assets) in addition to
Social Security. The progressivity of
the Social Security benefit formula
ensures that that the income of low
earners will not be significantly
diminished by their loss of earnings.

2. Social Security provides a
guaranteed source of income that
is protected against inflation. Since
1975, Social Security benefits have
been automatically adjusted to reflect






http://www.ssa.gov/cgi-bin/currentpay.cgi






http://www.ssa.gov/cgi-bin/currentpay.cgi




Social Security: A Brief Overview

The Social Security Trustees project that
the OASDI trust funds will be exhausted
in 2036. After 2036, the only income
will come from payroll taxes and the
taxation of benefits, at which time it

will be possible to pay only about three-
quarters (77 percent) of scheduled Social
Security benefits.

Balancing the Social Security
System

Despite the fiscal challenges, the Social
Security system could be balanced
through an increase in revenues, a
decrease in costs, or a combination of
the two. Revenue-increasing options
include increasing the payroll tax,
expanding the tax base by increasing

the taxable maximum, and expanding
covered earnings to include contributions
to voluntary salary and reduction plans
(such as Cafeteria 125 plans and Flexible
Spending Accounts).

Cost reduction plans generally entail
reducing initial benefits or the growth
of benefits over time. Such plans
include reducing benefits to account

for increases in longevity, decreasing
benefits for high earners while keeping
the benefits of low earners the same,
including more years of earnings in the
benefit computation, and raising the full
retirement age.

Reducing the cost-of-living adjustment
(for example, by using an alternative
such as the Chained CPI?) is an example
of a plan that does not alter a person’s
initial benefit but rather alters future
benefits by slowing the growth of
benefits in response to inflation.

The timing of changes to the system
will help to determine the magnitude

of revenue increases and/or cost
reductions. The sooner changes are
made, the less severe they will have

to be. For example, if action is taken
immediately, the Social Security system
could be balanced®® by (1) increasing
the payroll tax rate from 12.4 percent to
14.6 percent, (2) reducing benefits by
13.8 percent, or (3) a combination of
the two. On the other hand, if nothing is
done until 2036, then the payroll tax will
have to be further increased or benefits
further decreased. In 2036, the Social
Security system could be balanced

by (1) increasing the payroll tax rate
from 12.4 percent to 16.4 percent,

(2) reducing benefits by 23 percent, or
(3) a combination of the two.

Regardless of when action is taken,
lawmakers will have to make changes
to bring the system back into balance.
It is important that these changes keep
Social Security on a sustainable path
without sacrificing the key features of
the program.
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