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Socia Security Reform: How Much of a Role Could
Personal Retirement Accounts Play?

Summary

Numerous proposals have been suggested calling for creation of personal
retirement accounts to replace or supplement the benefits of future Social Security
recipients. Some are based on the belief that having workers accumulate assets
directly would be a better way to secure future retirement incomes. Others are
designed to offset Social Security benefit cuts that may be needed to restore the
system to a sound financia footing. Much of the debate is fueled by the perception
that, per dollar of contributions, persona accounts invested in the private sector
would exceed the value of future Socia Security benefits, particularly since those
benefits will likely need to be curtailed as post-World War 11 baby boomers retire.

Opponents of personal accounts point to projections of the Social Security
trustees, which assume much slower future economic growth than achieved over the
past 50 years. They contend that a Slower growing economy means a less robust
stock market and lessfavorable resultsfor personal accounts. They argue that many
individua swill makeunwiseinvestment decisions, thetiming of their acquisitionsand
liquidations may be bad, and they may spend what they otherwise should save.

Given these contrasting assertions, there is considerable confusion over how to
evaluatethe possibleroleof personal accountsinreforming Social Security. Certainly
the political, economic and socia effectswill drivethe debate. But how much people
could expect to accumulate in them relative to any potential Social Security changes
will be critical. This report attempts to add some facts to the debate by projecting
potential persona account assets at the time of retirement and comparing them to
projected lifetime Social Security benefits.

Notableamongitsfindingsisthat, even under the optimisticinvestment scenario
projected here (a 10% annual return), the oldest baby boomers would not have
enoughtimeto build large accountsrelativeto their Social Security benefits. Workers
with average earnings who set aside 3% of pay beginning in the year 2000 and retire
at age 65 in 2010 would have an account equal to only 7% of their benefits. Even
workersretiring in 2020 would have built only modest accounts— at best, with a3%
set-aside, they would equal 19% of their benefits. Thus, the more rapid the phase-in
to aconstrained or alternative Socia Security system, the more difficult it would be
for many baby boomers to make up for foregone Socia Security benefits.

The accounts become more significant for workers retiring in 2030 since they
would have had 30 yearsto build them. A 3% of pay set-aside earning 10% annually
couldreachalevel equal to 41% of an average-wage earner’ s Social Security benefits.
Even with a return only matching the government bond rate (assumed to be 6.4%
annually), a3% set-aside could grow to alevel equal to 23% of benefits. For workers
retiring in 2050, having 44 years to invest, the accounts would become quite large.
A 3% set-aside growing at the government bond rate would reach a level equal to
40% of Social Security benefits, a 3% set-aside with a10% annual return would reach
alevel equal to 101% of Social Security benefits.
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Socia Security Reform: How Much of a Role
Could Personal Retirement Accounts Play?

Introduction

In response to repeated reports that the Social Security system has long-range
funding problems and growing public skepticism that the system can be sustained in
its current form, numerous proposals have emerged caling for the creation of
personal retirement savings accounts to replace or supplement the benefits of future
Social Security recipients. Among them are proposal s suggested by President Clinton
and Presidential candidate George W. Bush.

The Socia Security taxes people now pay flow into the government’s genera
treasury and are recorded asincometo two federal trust funds. Assuch, they helpto
financethe system asawhole. They arenot accumulated nor accounted for taxpayer-
by-taxpayer and have only an indirect bearing upon the determination of a person’s
benefits. Instead, Socia Security benefits are based on an average of a person’s
earnings history. The principle under which the program functions is that today’s
workers pay for the benefits of today’s retirees, and future workers will pay for the
benefitsof futureretirees. Some proponentsof establishing personal accountsbelieve
that having workers accumulate assets through investment of their individua
contributions would be a better way for them to secure their retirement income.
Others see the creation of persona accounts as away to offset future cuts in Social
Security benefits that may be needed to restore the system to sound financia footing.

Much of the support for creating personal accountsis fueled by the perception
that, per dollar of contributions, the asset accumulation in them could exceed the
value of future Social Security benefits, particularly since Social Security benefitswill
likely be curtailed by future changesin the law. Asthe financing demands of paying
federal entitlement benefitsto the post-World War |1 baby boomersrise, the pressure
on future Congresses to scale them back will grow. Proponents of creating personal
accounts argue that such accounts would establish contractually binding claims for
future retirees (i.e., not alterable by Congress) and that the stock market potentially
could bring much greater returns than are possible from Socia Security.

Opponents of the idea say that the past performance of the stock market is
unlikely to berepeated inthe future. They point to the long-range projections of the
Social Security trustees, which assume much slower future growth in the nation’s
Gross Domestic Product than achieved over the past 50 years (that being the possible
result of slower population growth).> They contend that aslower growing economy

1 Under the Social Security trustees’ 2000 intermediate (or “best guess’) financial forecast,
Gross Domestic Product (GDP) is projected to grow at annua inflation-adjusted rates
(continued...)
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means a less robust stock market and less favorable results for personal accounts.
Moreover, they argue that many individuals will make unwise investment decisions,
thetiming of their acquisitions and liquidations may be bad, and they may spend what
they should save. They argue that Socia Security is a better mechanism to assure
workers' future retirement income and to minimize * old age dependency” for society
asawhole.

This report does not take a side on the issue, nor isits purpose to promote or
dismissthe concept of personal savings accounts. Rather, its purposeisto illustrate
potential accumulations in personal savings accounts, given a range of possible
contribution amounts and interest rates. Amidst often contrasting and contradictory
assertions, there is considerable confusion over how to evaluate the possible role of
personal accounts in the debate on Socia Security reform. Thisreport isdesigned to
be used as a tool in that debate. Its illustrations do not smulate the effect of any
singleideaor bill. Totheextent that abill proposes Social Security benefit reductions
alongside the creation of persona accounts, those reductions would be an equally
important factor in evaluating the full impact of the bill. The possible social effects
of changes in the Social Security program, as well as potentia effects on the
economy, the nation’s ability to save, the federal budget, and the financing of the
system are paramount. However, at the root of any change is the question of how it
could affect each worker’s future retirement income. Simply stated, if personal
accounts are part of (or comprisethe entirety of) a Social Security reform plan, what
“range” of retirement benefits might one expect to earn from them?

Where Would the Money Come From to Build Personal Accounts?

Perhapsthe most significant policy question about establishing personal accounts
inthe context of Socia Security reform ishow to fund them. Thusfar, three generic
approaches have been suggested: (1) carving out aportion of existing Social Security
taxes, (2) withholding morefromworkers’ earnings(aso-called “add on’” approach),
or (3) using projected federal budget surpluses.

1 (...continued)

dropping from 3.5% in 2000 to 2.1% in 2010 and to ultimate rates of 1.7% to 1.5% for the
2020 and later period. Over the past 50 years, “real” or inflation-adjusted GDP has grown
at average annual rates exceeding 3%. For moreinformation, see: The 2000 Annual Report
of the Board of Trustees of the Old Age, Survivors and Disability Insurance Trust Funds,
Washington, U.S. Government Printing Office, 2000.

2 This report looks only at the question of how personal accounts might replace or supplant
Social Security retirement benefits, not its survivor or disability benefits. It deals with the
guestion of how effective aternative means of accumulating resources for retirement might
be. While a number of recent proposals would create personal accounts to replace or
supplement al forms of Social Security benefits, others are directed exclusively toward the
system’'s retirement benefits. The nature of the system’s protections vary — receipt of
retirement benefits is viewed as something for which people plan and accumulate assets,
whereasdisability and survivor protectionisviewed asdealing withthe“risks’ of losing one's
ability to work or the earnings of a spouse or parent. It is something for which people buy
insurance. How private insurance could replace or supplement these Social Security
protectionsis certainly relevant but raises different types of policy and operational questions.
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The ““carve out” approach: 12.4% of a worker’s first $76,200 in annual
earnings in 2000 is paid in taxes by employees and employers (6.2% by each) to
finance the Social Security system.® In recent years, the most prominent approach
suggested to setting up personal accounts would be to require or allow workers to
use part of these taxesto do so. Although not yet proposing or endorsing a specific
plan, Presidential candidate George W. Bush has stated that he favors such an
approach, one that would be voluntary in nature. The concept was earlier
incorporated in one of three alternative plans proffered by the 1994-96 Advisory
Council on Social Security.* Its sponsors proposed that 5% of pay be carved out of
the Social Security tax rate (i.e., 5 percentage points of the tax rate) for the creation
of “Personal Security Accounts’ (or PSAS). It asois reflected in a number of bills
introduced in the 105" and 106™ Congresses, ranging from a one percentage point
carve out under H.R. 250 (introduced by Representative Sanford) to a 10 percentage
point carve out under H.R. 874 (introduced by Representative Porter).

Obvioudly, if itisprojected that the taxes that finance the system are insufficient
to pay for future promised benefits, earmarking some of them for the buildup of
personal accountswould makethisshortfal larger.® It would meanthat to restorethe
system to solvency, future tax increases would have to be larger, or benefits would
haveto be cut deeper. Some proposalsaddressthisissue by asking workersto forego
or forfeit a part of their Social Security benefits in exchange for the option to build

® An estimated 94% of workers have earnings below the $76,200 threshold; thus, most
workers pay the Socia Security tax on all of their earnings. Another 2.9% tax rate (1.45%
on employee and employer, each) islevied on all earnings(i.e., thereis no maximum) to help
finance the Medicare Hospital Insurance (HI) trust fund. The combined Social Security and
Medicare tax rate that the vast mgjority of workers and employers pay on al their earnings
is 15.3%.

* The council was a legidatively mandated body whose primary purpose was to make
recommendations to resolve Socia Security’s long-range financing problem. Itsreport was
issued in January 1997. (See CRS Report 97-81, Social Security: Recommendations of the
1994-1996 Advisory Council on Social Security, by Geoffrey Kollmann).

> Supported by five of the 13 members of the council, this plan (sometimes referred to as the
Schieber/Weaver plan, named for two of itsauthors, Sylvester Schieber and Carolyn Weaver)
also would have increased FICA taxes on workers by 1.52% of pay for 72 years. Hence, it
represented acombination of a“ carveout” and “add on” approach— on balancethenet carve
out was to be about 3.5% of pay. The plan also envisoned converting the traditional
government-run program into a system that bases benefits on the length of a person’swork
record, as well as making other changes to restore the program’s long-run solvency. The
authors contended that the combination of benefitsfrom the new personal accounts (the PSAS)
and the scaled-down government system would equal or possibly exceed the benefits payable
from the current Social Security system (i.e., assuming the current system were able to pay
the benefits prescribed under the benefit computation rules of current law).

® Under the Social Security trustees’ 2000 intermediate forecast, the Socia Security system
isprojected to havean average 75-year deficit equal to 1.89% of taxable payroll under current
law. Thisamount isequal to about 14% of the average income of the system over the period.
In terms of today’s taxable payroll, this would be equivalent to $75 billion per year. An
immediate and permanent carve out of 2% of earnings, for example, would approximately
double the size of the long-range deficit.
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personal accounts, the premise being that the larger the amount of taxes they divert,
the greater the forfeiture of benefits. In effect, the burden of reduction is placed on
those who have made the greatest use of the carve out. The goal of these proposals
is not to make the current system’s problems worse, but to replace it. With these
measures, the key problem isfinancing the existing Socia Security system during the
first few decades of the transition. The larger the amount of foregone tax revenues,
the less money there isto meet current expenditures. The commitments to people
currently receiving benefits or nearing retirement would have to be met, so to some
extent the amount of the potential tax carve out is constrained, at least in the early
years of such a proposal, by the need to keep the existing system going.

Withholding more from earnings — the “add on’ approach: Some have
suggested that instead of carving out fundsfor personal accountsfrom existing Social
Security taxes, today’ s workers could be asked to set aside an additional part of their
incomes to build them. One faction of the recent advisory council suggested that an
additional 1.6% of pay be mandatorily set aside for such.” The motive hereis not to
replace the existing system but to offset some of the benefit reductions that may be
needed to restore its solvency with accumulations of private assets.

Earmarking budget surpluses: A third possibility would be to have the
government use surplus federal revenues to make deposits into new persondl
accounts. This approach would envision neither a tax carve out nor an additional
amount of withholding from wages, but would be contingent upon budget surpluses
not being used for other politically popular purposes (i.e., new spending initiatives,
lower taxes, or debt reduction). Such an approach was proposed by President Clinton
in his January 1999 State of the Union address, where he suggested the creation of
“Universal Savings Accounts.” It is aso reflected in a plan suggested by
Representatives Archer and Shaw and a number of bills introduced in the 105" and
106™ Congresses.

This report does not make any assumptions about the source of funding for
personal savings accounts — i.e., from carving out part of the existing tax rate,
requiring additional withholding, or committing budget surplusesto them. It smply
attempts to show how much could be accumulated for retirement if the creation of
personal accounts were made a component of any Social Security reform package.

While showing these amountsin dollar termsisinformative, it does not indicate
the extent to which these accounts could augment or replace Socia Security benefits.
To provide some perspective on this question, this report shows the value of the
accumulated assets as a percent of the projected lifetime value of Social Security
benefits under current law.

" This “add on” approach was a part of the so-called “Individual Accounts’ (or 1A) plan
sponsored by Advisory Council Chairman Edward Gramlich and member Marc Twinney.
The plan included other measuresto raise theincome of the Social Security system and reduce
its expenditures. Aswith the PSA plan (see footnote 5), the intent was to give recipients the
approximate combined benefits from a constrained Social Security program and individual
accounts as they would have received under the Social Security benefit rules of current law.
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It should be kept in mind that under the Social Security trustees latest “best
guess’ assumptions(i.e., their intermediateforecast), the system’ sbenefitswould not
be payable in future decades at the levels prescribed by current law. Under the
trustees’ assumptions, which underpin the analysis of this report, the trust funds are
projected to be depleted in 2037. Ongoing tax receipts at that point would be
sufficient to finance only 72% of benefit commitments. Hence, the Social Security
benefits projected in this report should be seen only as a basdline for the anaysis.
They are “hypothetical” in 2037 and thereafter because the system would not have
sufficient resources to pay them in full.

In the context of this funding gap, one might view the andysis herein as
attempting to show how much of foregone Socia Security benefits one might
reasonably expect to replace by creating personal accounts, if Socia Security
retirement benefits were to be reduced to cover the gap.

Factors Determining How Much Could be Accumulated

How much can be accumulated in any savings account depends on (1) the
amounts deposited, (2) how long the account isalowed to grow, and, perhaps most
importantly, (3) the rate of return on the investment.®

(1) How much could be deposited into new personal accounts? Thisreport
projects potential asset accumulations resulting from setting aside 1%, 2%, or 3% of
pay for peopleretiring inthe 2010-2050 period. At first glance, these three set-aside
levels may seem smdll in comparison to the 12.4% of pay currently levied for Social
Security. However, more than $8 out of $10in Socia Security taxes are needed now
to pay benefits to current retirees and the surplus of such is not expected to last for
more than 15 years. Even if benefit curtailments were enacted to enhance these
surpluses, they probably would have to be phased in dowly, thereby having little
impact on the amount that could be diverted to personal accounts in the near term.
As aresult, there is not alarge amount of surplus Social Security revenue now, nor
projected, to divert for carve out plans.

Alternatively, if an increase in payroll withholding were contemplated (i.e., an
“add on” approach), it is not clear how much the public would find acceptable. A
hike in mandatory withholding of 3% of pay would be the equivalent of nearly a40%
hike in FICA withholding.® In the current political climate, it is possible that any
proposed mandatory increaseinwithhol ding woul d beviewed and dismissed assmply
anew taxation scheme.

8 Another factor not examined in this report is the tax treatment of accumulated savings.
Differences in tax rates on contributions versus distributions can affect the net value of
personal savings as a replacement for Socia Security benefits.

° FICA refers to the Federal Insurance Contributions Act. The current FICA tax rate is
7.65% (6.2% being for Socia Security and 1.45% being for Medicare's Hospital Insurance
program) for wage or salaried workers having earnings up to $76,200 in 2000. A new 3%
add-on would raise the total employee deduction to 10.65% of pay — an increase of 39.2%
(3/7.65=239.2).
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While this report shows potential fund accumulations based on set-asides only
up to 3% of pay, the reader should note that the impact from even larger set-asides
can be calculated by multiplying the impact from a 1% set-aside by the larger amount
(for instance, to observe the impact of a 5% set-aside, the amounts in the 1% set-
aside” column of the tables in the appendix can be multiplied by 5).

(2) How long could the accounts be assumed to grow? The report looks at
the asset accumulationsfor workersretiring inthe 2010-2050 period at age 65. Three
different lifetime earnings patterns are assumed: one based on the minimum wage;*°
another based on average wages;™ and athird based on the maximum level of wages
subject to the Social Security tax (i.e., $76,200 in 2000).* The projections assume
that the workers start careers at age 21 and work steadily on a full-time basis
throughout their careers. Thus, for purposes of computing Social Security benefits,
they assume a 44-year career at age 65.

For purposes of asset accumulation in the hypothetical personal accounts, the
projections assume different periods of accumulation depending on a person’s age
today, but that the new accounts would take effect no sooner than 2001 Thus,
someone retiring at age 65 in 2010 may have a 44-year career for Social Security
purposes but would have only 9 years to grow a new personal account; someone
retiring in 2020 would have 19 yearsto do so; someone retiring in 2030 would have
29 years; and so on. In effect, the projections do not show the impact of a full
career’ sworth of investing until 2045.

(3) How large could the rates of return be? The report measures account
accumulations using two average rate-of -return scenarios. 6.4% and 10% annually.
The first scenario represents the same rate of return projected for the securities held
by the Socia Security trust funds, which the trustees assume will ultimately be 6.4%
per year.™ These securities are non-marketable “specia issue” federal notes and
bondswhich earn rates of interest equivalent to medium- and long-term federal bonds
sold and traded in the financial markets. The second scenario (10% annual rate of
return) representsthe approximate growth rate of the Standard and Poor’ s(S& P) 500
stock market index (including reinvested dividends) over the period from 1926 to the

19 For this purpose, the minimum wageis assumed to beindexed, growing at the projected rate
of average wages in the economy (see next footnote).

1 Average wages here are those comprising the average-wage indexing series used by the
Social Security trustees in making the intermediate projections in their 2000 report.

12 This maximum level also rises each year at the same rate as the average-wage indexing
series.

13 Based on the assumption that enactment of |egislation would not occur earlier than in 2000
and would not be effective earlier than 2001.

14 Under the Social Security trustees' 2000 intermediate forecast, the nominal annual rate of
interest is expected to range from 6.7% in 2000 to 6.3% in 2006 and thereafter (when the
latter is compounded semi-annually, it results in an effective rate of 6.399%).
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present, minus 1 percentage point per year to reflect administrative costs and related
management fees.®

Table 1. Alternative Rates of Return Assumed in this Report®

i Ultimate annual

Scenario : rate of return i Nature of assumption
Worker would receive areturn : Personal account’s investment return
equal to that projected for Social 6.4%¢ i would approximate that achieved by
Security trust funds A amedium to long-term federal
: government bond fund

Worker would receive areturn i Personal account’s investment return
equal to that of the S& P 500 : i would equal that of an “equity”

index from 1926 to the present 10% i (common stock) portfolio achieving

same past return as that of the S&P
¢ 500 index, minus 1 percentage point
; i annually

2 Represents ultimate annual rate, compounded semi-annually. Figure of 6.4% is rounded rate;
actual rate used in calculationsis 6.399%.

In the real world, the assets in personal accounts would not grow steadily as
reflected under the alternatives shown here. Moreover, as all mutual fund
prospectuses and advertisements point out, past performance of the financial markets
or segmentsthereof isnot anindicator of future performance. Findly, individuaswill
behave differently in making investment decisions. Whiletwo people of the same age
and having the same earnings record would get the same Social Security benefits, it
would be a quirk of fate if, left to their own devices, they achieved the same asset
accumulation in their persona accounts. They will suffer or benefit differently from
upsand downsin the market; from making poor or favorableinvestment choices; and
if the funds are accessible to them, from possibly consuming some or dl of what they
saved before retirement. How people will fare in general is a matter of conjecture.
For these reasons, two different “rate of return” assumptions have been used. The

> The “1 percentage point” adjustment is a crude proxy for these fees (e.g., for the costs of
buying and salling securities, marketing, and account maintenance). “Index fund” investments
might have costs of a fraction of a percent, whereas actively traded, personally-directed
accounts might have considerably larger transaction charges. Thus, costswill vary with the
level of services offered to account holders. Perhaps most important, experience in other
countries suggests that the extent to which administrative charges cut into the potential rates
of return is heavily dependent on the competition that might exist among investment
companies vying for new accounts. A number of commentators have pointed out that
marketing expenses have been very costly in some countriesthat have redesigned their Social
Security system to includeindividual investment components (e.g., Great Britain and Chile).

16 Theserates of return are expressed in nominal terms. The corresponding real ratesof return
are smply the nominal rates reduced by the underlying inflation assumption (3.3% annually
under thetrustees' intermediateassumptions). Therefore, therea ratesof return showninthis
report are: 3% (106.399/103.3=1.03) and 6.5% (110/103.3=1.065).
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report Smply attempts to portray the investment outcomes from what may be
considered a reasonably wide range of investment performance.”’

Since the motivation for the creation of personal accounts is to replace Socia
Security or augment its benefits in the face of possible future cutbacks, the report
compares the amounts in the persona accounts at the time of retirement to the
projected valueof aperson’ slifetime Socia Security benefits(including cost-of-living
adjustments). 1t measuresand expressesthevaueof lifetime Socia Security benefits
in “present value” terms.’® By doing so, it shows in a single figure the amount of
benefitsthat anindividua would receive over the course of hisor her retirement years
(assuming the person lives an average lifetime) if those paymentswere paid asalump
sum at the time of retirement and that lump sum earned interest over the period of
retirement.™®

Thereport does not make assumptionsabout the cost of annuitizing the personal
account accumulations — i.e., spreading or paying them out over the period of
retirement. Simulating the process of annuitizing on a scale that encompasses every
potential retiree in society would be complex and highly speculative. Annuitizing
could result in either large or small charges by the annuity providers, depending not
only on the potential costs of administration (which possibly could be minimized
through tight regulation and limiting marketing practices), but more importantly on
the risks of underestimating annuitants' longevity that insurers would envision in
promising to make the annuity paymentsand the resulting surchargesthey would levy
on the annuity purchaser for assuming those risks. On the other hand, the current
rules pertaining to drawing down IRAs without incurring penalty taxes might be a
proxy used by many retirees who wish to avoid annuitizing and the costs thereof.
They dso might avoid these costs by employing a personalized method of drawing
down the account, involving either an accel erated or delayed liquidation of the assets.
Nonethel ess, the reader should be conscious of the fact that additional costs might be
imbedded in any future plan to establish personal accounts, if annuitizing were made
an optional or mandatory feature.

7 People also would be expected to make different decisions about their “other” savings as
well. For instance, if they had the option or were required to invest in anew Socia Security
savings account, they might save less in 401(k) accounts or IRAs. Thus, accumulations in
new Social Security savingsaccounts cannot necessarily be seen smply as offsetsto foregone
Social Security benefits because some portion may be an offset to other savings they would
have accumulated otherwise. No adjustment for these possible effectsis made in thisreport.

' The report computes Social Security benefits using the intermediate economic and
demographic assumptions in the 2000 trustees' report. Under these projections, wages are
assumed to grow at an ultimate annual rate of 4.3%, and prices at 3.3%. For computations
of present value of benefits, the annual interest rate is 6.399%, and longevity is based on
interpolated unisex assumptions for retirements at age 65 and 70.

19 For alengthy discussion of annuitization issues, see Social Security Privatization and the
Annuities Market. CBO. February 1998.

% The report similarly does not analyze the impact of building persona accounts taking
income taxes into account. Social Security taxes are computed using before-tax earnings of
employees (i.e., Social Security taxes are not deductible in computing income taxes; the

(continued...)



CRS-9
Results

This report summarizes the results for workers who entered (or will enter) the
workforce over the period from 1970 to 2010. They areassumed toretireinthe 2010
to 2050 period. In the context of the current debate, it might be useful to consider
these retirees as parts of three successive age groups:

The post-World War Il baby boomers — born in the 1946-64 period — who
largely entered the workforce from the late 1960s through the mid-1980s. The baby
boomers actually might be considered intwo parts: early boomers, i.e., thoseretiring
in the 2010-2020 period, and late boomers, those retiring in the 2020-2030 period;

The baby troughers — born from the late 1960s to the late 1970s — who are
now largely recent entrantsto the workforce. They will retirein or around the 2030s,

The children of the baby boomers (the baby-boom echo) — born in the late
1970s through the 1990s — the oldest of whom are now entering the workforce.
They will retire in or around the 2040s.

The baby boomers. The baby boomerswill reach age 62 (the youngest age at
which Socia Security retirement benefits can be paid) in the 2008-2026 period. For
those who wait until age 70 to collect benefits, that would occur from 2016 to 2034.
Sincetheir hypothetical personal accounts would not be assumed to start until 2001,
early baby boomers would have less time to accumulate; later baby boomers would
have more. Smilarly, those who work to alater age (i.e., to age 65 or 70, instead of
62) also would have more time to build their accounts.

As Table 2 and the more detailed Appendix tables show, even under the more
optimistic investment scenario projected here (a 10% per year rate of return), the
earliest baby boomers would not have enough time to accumulate large personal
accounts relative to their projected lifetime Social Security benefits.® With a 1% of
pay set-aside, workers with average earnings, retiring at age 65 in 2010, would have
accumulated a fund equal to only 2% of their lifetime Socia Security benefits. With
a 2% set-aside, the fund would equal only 5% of their benefits, and with a 3% set-
aside, only 7%. Even later baby boomers, i.e.,, thoseretiring at age 65 in 2020, would
have accumulated only modest amounts — 6% of benefitswith a1% of pay set-aside;
13% with a 2% set-aside; and 19% with a 3% set-aside. Thus, the more rapid the

20 (_..continued)

employers share, however, is deductible as a business expense), and up to 85% of Social
Security benefits may be taxable upon receipt. While recognizing that incometax effects can
ater the results, to simplify the analysis, no assumptions are made about the income tax
treatment of either (1) Social Security taxes and benefits or (2) the contributions to and
payments from the hypothetical persona accounts summarized in this report.

2! The reader should note that the account accumulations shown in Tables 8 through 10 in
the Appendix are expressed in nominal terms, i.e., they have not been adjusted for inflation.
If shown in what economists refer to as “real” terms (adjusted for inflation), lower amounts
would have beenreflected. 1n effect, the figuresin the tables show both the combined effects
of inflation and real growth on the account values.
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phase-in to a constrained or alternative Social Security system, the more difficult it
would be for many baby boomers to make up for foregone Socia Security benefits.

Table 2. Value of Personal Accounts As Percent of Current Law
Social Security Benefits for Average-Wage Earners
Retiring in the Period From 2010 to 2050

Year of retirement at age Same rate as Social Security Same rate as past S&P 500

____________________ 65 i frustfunds o cperformance
6.4%" 10%
Assuming 1% of pay set aside
__________________ 2010 it 2B 2o
__________________ 2020 2B BB
__________________ 2030 b B
__________________ 2000 b 20
2050 13% :
Assuming 2% of pay set aside
__________________ 2000 e
__________________ 2020 2 BB
__________________ 2080 e 3B BB
__________________ 2040 B B
2050 27% : 67%
Assuming 3% of pay set aside
__________________ 2010 8 T
__________________ ZLZ I SO . N N . S
__________________ 2080 B A
__________________ 2040 B T
2050 : 40% : 101%

* Represents ultimate annual rate, compounded semi-annually. Figure of 6.4% is rounded rate;
actual rate used in calculationsis 6.399%.

Note: See Tables 8 to 11 inthe Appendix for the complete range of results, including
those for minimum and high-wage earners.

The baby troughers. The accumulationsin persona accounts begin to take on
amore notable magnitude with workers retiring in the 2025 to 2030 period. Inthese
cases, workers would have had 25 to 30 yearsto build their accounts. A 3% of pay
set aside, for instance, earning a 10% annual return for 29 years, could grow to an
amount equal to 41% of the lifetime value of an average-wage earner’s Social
Security benefits. Evenwith rates of return only matching the government bond rate
(6.4% per year), a 3% of pay set-aside could render an account accumul ation equal
to 23% of a worker’s Social Security benefits. To put this in a policy context, it
might be noted that a proposal raising the agefor full Social Security benefit to 70 by
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2029,%? one of a number of proposals often suggested as a means to help alleviate
Social Security’s financing problems, would reduce current law benefits by 20% for
workers retiring between ages 62 and 65. The 29-year accumulation in an account
funded with a3% of pay set-aside, growing at the government bond rate, would more
than offset this reduction, and it would be twice as large as the reduction if the
account were assumed to achieve a 10% annual return (see Table 2).

The children of the baby boomers (the baby-boom echo). Theaccumulations
for workers retiring in the 2045-2050 period, reflecting a full career’s worth of
investing, would become quite large even with modest investment success. For those
retiring at age 65 in 2050, the 44-year build-up from a 1% of pay set-aside growing
at the government bond rate (6.4% per year) would reach a level equal to 13% of
lifetime Social Security benefits;, a2% set-asidewould equal 27%; and a 3% set-aside
would equal 40%. With a10% annual return, the account build-upsrangefrom levels
equal to 34% of benefits with a 1% set-aside to 101% with a 3% set-aside.

Effect of delaying retirement. The obvious impact of workers delaying
retirement isthat it would give them additional timeto build their personal accounts.
However, not so obviousisthat it also meansthey would earn larger Socia Security
benefits. Workerswho delay would incur fewer or no age-related reductionsintheir
Social Security benefits, and those benefits would reflect general cost-of-living
adjustments granted in and after the year they reached 62 aswell as potentially higher
wage histories. Hence, while their personal accounts would grow to larger levelsif
they delay retirement, the differences are not substantial when expressed as a
percentage of Socia Security benefits (see Table 3).

Table 3. Value of Personal Accounts As Percent of Current Law Social

Security Benefits for Average-Wage Earners — lllustrations of
Impact of Delaying Retirement From Age 65 to Age 70
. Same rate as Social Same rate as past S&P
oo SECUMITy trust funds 2 500 performance
6.4%° 10%
Assumes 2% of pay set aside

Example #1:°
For worker refiring at age65in2020: | O T <
If he/she waitsto retire at age 70 in 10% 16%
2025: 5 :
Example #2:
For worker retifing at age 65102030 | 16% ... — 8% ...
If he/she waitsto retire at age 70 in 18% 32%
2035: = =

2 Represents ultimate annual rate, compounded semi-annually. Figure of 6.4% is rounded rate;
actual rate used in calculationsis 6.399%.

2 Assumes age for full Social Security benefits would rise by 2 months per year over the
2000-2029 period.
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® |n the first example above, the balance of the account would have risen from $33,019 in 2020 to
$54,279 in 2025 — a 64% rise. The lifetime value of the worker’s Social Security benefits would
have risen from $374,271 to $551,186 — a 47% rise.

Effect of accumulating personal accounts on the low-wage “tilt” of the
Social Security system. The following table shows that persona account
accumulations would represent a larger percentage of Socia Security benefits for
high-wage earners than low-wage earners. This outcome reflects the fact that the
current Social Security benefit formula is “tilted” in favor of low-wage earners.?
Although Social Security benefits are not based on aworker’ staxes, acomparison of
taxes paid to benefits received will show that lower-wage earners receive a higher
return on their taxes than higher-wage earners. Similarly, when benefits in the first
year of retirement are compared to a worker’s fina earnings, lower-wage earners
have a larger percentage of their earnings replaced by benefits. This so-called “tilt”
in the system is deliberate and has existed since the system’ sinception. It is one of
the social features of the program, reflecting the view that Social Security should
provide a means through which low-wage workers can sustain at least a“minimal”
standard of living in retirement without resorting to welfare.

This report does not debate the merits of the “tilt” but merely shows that a
retirement system based strictly onworker contributions and investment performance
—1.e., that does not discriminatein favor of or against workers based ontheir relative
earnings — will produce asset accumulations that represent a larger percentage of
Socia Security benefits for high-wage earners (see Table 4).

% Benefits are computed by applying a three-step formula to a worker’s “average indexed
monthly earnings’ (AIME) calculated using as many as 35 years worth of earnings. For
workers reaching age 62 in 2000, monthly benefits are the sum of 90% of the first $531 of
AIME, 32% of the next $2,671, and 15% of the remainder. Both the earnings used to
compute the worker’s AIME and the so-called “bend points’ in the benefit formula (“ $531"
and “$3,202" in 2000) are indexed to reflect growth in average wages in the economy. For
retirees, each year’s earnings are indexed from the year they were earned to the year the
worker reaches age 60. Earningsat age 60 and beyond areincluded in the calculation at their
nominal value.
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Table 4. Value of Personal Accounts As Percent of Current Law
Social Security Benefits — Differences Between
Minimum, Average, and High-Wage Earners

For workers retiring at age 65 who steadily contributed 2% of pay to personal account
(accounts assumed to earn 6.4% per year)?

Relative lifetime earnings level

Retirement year | Minimum-wage earner i Average-wage earner : Maximum-wage earner

__________ 2000 e3P

__________ 2020 % o B

__________ 2030 i 2O% 1B 2%

__________ 2000 3B 22 B
2050 ; 17% : 25% 38%

2 Represents ultimate annual rate, compounded semi-annually. Figure of 6.4% is rounded rate;

actual rate used in calculationsis6.399%. For results assuming a10% investment return, seetables
in the Appendix.

A key point hereisthat an across-the-board cut in Socia Security benefits (e.g.,
to help eiminate the system’s long-range imbalance), when coupled with building
personal accounts, would weigh heaviest on low-wage earners. The accumulations
in their personal accounts would not make up for as much of the cut asit would for
average and high-wage earners. For instance, using the table above, if the benefit
cutback were designed to achieve a 16% general reduction by 2030, it would roughly
match the personal account accumulation of average-wage earners, but not that of
low-wage earners. Thelow-wage earners accumulations would equal only 10% of
their Socia Security benefits. The accumulations of high-wage earners, on the other
hand, would notably exceed the cut — their accumulations would equal 24% of their
Socia Security benefits.*

2 Examples of possible genera reduction measures include raising the age for full Social
Security benefits beyond 67 and sowing the “indexing” embedded in the Social Security
benefit computation rules. These approaches tend to reduce benefits by an equal percentage
regardless of the level of a worker’s underlying earnings histories. One approach that has
been suggested to mitigate the impact on low-wage earners is to dow the indexing of the
middle and/or top portions of the Social Security benefit formula, or perhaps create a less
generous fourth bracket. In thiscontext, anew fourth bracket would use alower percentage
rate than inthe current third bracket to convert aworker’ searningsinto a benefit amount. By
so doing, low-wage earnerswouldincur less(or no) reductionintheir Social Security benefits.
This means of reducing the impact of a benefit cut on low-wage earners could be
accomplished with either an increase in the“full” benefit age or a benefit indexing constraint.
If included with an increase in the “full” benefit age, part of the needed program savings
would be achieved by changing the “full” benefit age and part by reducing benefit indexing
for middle and/or higher-wage earners. In this case, the increase in the “full” benefit age
could be phased in more dowly or raised less than it otherwise would be to achieve agiven
level of program savings. See previous footnote for a more complete description of the
current benefit formula and the indexing rules.
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Table 5. Varying Amounts by Which a Personal Account Could
Mitigate a Hypothetical 16% Social Security Cut For Workers
Retiring at Age 65 in 2030 — Assuming Personal Account Funded
With a 2% of Pay Set Aside, Earning 6.4%"® Per Year®

Percent of final year’s earnings replaced by benefits
: Social Security benefits
Social Security i Social Security | assuming 16% cut plus
i benefits under : benefits assuming :  benefits being paid

Earnings pattern | current law ; 16% cut i from personal account
Minimum-wageearner | 57% 48% 53%
Average-wage earner 37% 31% 36%
Maximum-wageearer | 24% i 20% 26%

2 Represents ultimate annual rate, compounded semi-annually. Figure of 6.4% is rounded rate;
actual rate used in calculation is 6.399%.

It is important to note that the tilt in the combined benefit package (i.e., the
lower Social Security benefits coupled with the new personal account benefits) is
lessened alittle, but not greatly, inthe examplereflected in Table 5 (comparethefirst
and third columns in the table). The example assumes that 2% of pay is set aside
annudly and it earns an annual investment return of 6.4%. With alarger set-aside
and/or agreater investment return, the “tilt” would be further reduced. At the same
time, if the set-aside or investment return were larger than assumed in these examples,
the value of the low-wage earner’ s combined benefits would come closer or perhaps
exceed the value of Socia Security benefits payable under current law. If, for
instance, in the previous example, the investment return were 10% per year from a
2% set-aside, the combined benefits of minimum, average, and maximum-wage
earners would al exceed the Social Security benefits projected under current law
(compare third column to first column in Table 6).

Hence, while the system’s tilt might be lessened from relying on personal
accounts, the growth inthe low-wage earner’ saccount might be such that the worker
isno worse off than if current-law Social Security benefits were sustained.

% This table assumes that some underlying mechanism is established for annuitizing the
personal account accumulationsor, insomeother way, paying benefitsperiodically fromthese
accounts.
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Table 6. Varying Amounts by Which a Personal Account Could
Exceed a Hypothetical 16% Social Security Cut For Workers
Retiring at Age 65 in 2030 — Assuming Personal Account Funded
With a 2% of Pay Set Aside, Earning 10% Per Year

Percent of final year’s earnings replaced by benefits
: Social Security benefits
Social Security i Social Security | assuming 16% cut plus
i benefits under : benefits assuming :  benefits being paid

Earnings pattern | current law ; 16% cut i from personal account
Minimum-wageearner | 53% 48% 57%
Average-wage earner 37% 31% 41%
Maximum-wageearner : 24% 20% 30%

The impact of a full career’s worth of personal account building. Assuming
workers begin contributing to personal accounts no sooner than the year 2001, afull
career’ sworth of building a personal account by an age-65 retiree—i.e., 44 or more
years worth — would not be reached until 2045 at the earliest. In effect, the full
impact of a proposal to create personal accounts as an alternative or supplement to
Social Security could not be achieved by the baby-boom cohorts, most of whom
would have retired long before 2035. Hence, the 2000-2035 period would have to
be considered a transition.

Inthisandysis, afull career’ sworth of contributions and investing isillustrated
by the account accumulations for workers retiring in 2050. Examples are shown in
Table 7. At one end of the spectrum, the table shows that a 1% set-aside growing
at the samerate asthe Socia Security trust funds would yield an asset accumulation
at age 65 equa to 13% of the value of an average-wage earner’s lifetime Socidl
Security benefits. At theother end of the spectrum, with 10% annual return, the asset
accumulation would equal 34% of the lifetime Social Security benefits. With a 3%
set-aside, the range would be 40% with a 6.4% annual return to 101% with a 10%
annual return. This comparison shows the power of interest compounding over long
periods of time and the fairly wide range of investment outcomes that can resullt.
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Table 7. Value of Personal Accounts As Percent of Current Law
Social Security Benefits — Illustrations of a
“FuII” Career’s Worth of Contributions

Value of personal account at retirement as percent of Social Security
benefit

Same rate as Social Security trust Same rate as past S&P 500

Year of retlrement funds : performance
' 6.4%" 10%
Averagewage earner, retiring at age 65 — 1% of pay set aside
""""""" 2 05013/34/

2050 27% 67%
Averagewage earner, retiring at age 65 — 3% of pay set asde
2050 40% 101%

2 Represents ultimate annual rate, compounded semi- annually Figure of 6.4% is rounded rate;
actual rate used in calculation is 6.399%.

For more detailed results, including those for minimum- and high-wage earners, see tablesin the
Appendix.

A key observation is that a 3% of pay set-aside invested using arelatively safe
investment strategy (i.e., at the government bond rate) would generate an asset
accumulation equal to 40% of aretiree’ s projected lifetime Social Security benefits.
If one considers that 3% of pay is equal to only alittle more than a quarter of the
long-range Socia Security tax rate (the portion that goesfor Old-Ageand Survivors
Insurance is now set in the law at 10.6% of pay) and that, to put the system into
financial balance, either the tax rate would have to rise ultimately to nearly 17% of
pay or that benefits overall would have to be cut by more than 30%, the personal
account would appear to produce a better return than the equivalent taxes paid to the
Social Security system —i.e., setting aside a little more than a quarter of the taxes
could produce a personal account worth at least 40% of the benefits.®*® Said another
way, the inherent rate of return in the current Social Security system for a worker
with asteady average-wage record would appear to belessthan the government bond
rate. It would be higher for minimum-wage earners and much less for high-wage
earners.”’

% The projected cost of the Old-Age and Survivors Insurance portion of the system,
expressed as apercent of taxable payroll, is16.89% for 2075 (under theintermediate forecast
of the 2000 Social Security trustees report). Note that about two percentage points is
attributable to survivor protection. Thus, the long-range tax rate for the retirement portion
of the system would have to be more like 15%, not 17%.

2" 1t is important to note that the system’s return on contributions would be higher for
examplesin which aworker’s dependent spouse and children are paid benefitsin addition to
theworker’s own benefit. The examples provided throughout this report reflect the value of
personal account accumulations against only a worker's Social Security benefits. The

(continued...)
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While some consider this to be a “fundamental” flaw in the system, others do
not. In its current form, Socia Security is considered to be “socia insurance.” As
such, its purpose is not smply to afford annuities as they might result from a private
retirement savings plan. It aso attempts to “insure” society against wide-scale
dependency among the aged. It has a “tilted” benefit formula favoring low-wage
earners, it pays benefits to aretired worker’ s dependents regardless of the worker’s
contributions; it assumes the market risks of annuitization (which the private sector
would otherwise chargefor) aswell asinflation (by affording automatic cost-of-living
adjustments); and workers' benefitsare not based on their own contributions or those
of their age cohorts, but on theimmediate costs of the system (i.e., it’ sa*“ pay-as-you-
go” rather than “fully-funded” system). In effect, part of aworker’s Social Security
withholding is a “socia” tax — it reflects a progressive philosophy — and in this
context, it would be reasonable to expect high-wage earners, and perhaps average
earners, to have less of a return on ther taxes than low-wage earners. The
advantages to society’s having lower overall dependency and its workers having a
greater sense of economic security would be seen asintangiblesthat are not reflected
in a strict taxes-to-benefits analysis.

Thisisnot to suggest that the system’ scurrent design and its varying returns on
taxes at different income levels reflect the best policy today or in the future. The
system was created 65 years ago under very different economic and social
circumstances. The point hereisonly that, while understanding the potential returns
from private investmentsisimportant, ultimately, it isavalue judgment and political
matter whether thevarying returnsthat the system providesto today’ sworkersshould
be made more uniform or considered an acceptable consequence of the system’s
current design.

27 (...continued)

“worker only” caseis by far the most representative of future retirees, since alarge mgjority
of today’s working spouses will earn benefits in their own right and, therefore, will be
ineligible for a dependent spouse’ s benefit.
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For Additional Reading

For more information on congressional and other proposals that would allow or
require personal savings accounts.

CRS Report RL 30138. Social Security Reform: Bills in the 106th Congress, by
David Koitz.

CRS Report RL 30397. Social Security Reform: Individual Account Proposals, by
James Storey.

CRS Report RL 30571. Social Security Reform: The Issue of Individual Versus
Collective Investment for Retirement, by David Koitz.

CRS Report No. 98-961. Social Security Reform: Projected Contributions and
Benefits Under Three Proposals (S. 1792 and S. 2313/H.R. 4256 in the 105"
Congress, and a Plan by Robert M. Ball), by Geoffrey Kollmann, David Koitz, and
Dawn Nuschler.
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APPENDIX

Table 8. Projected Social Security Benefits and Accumulations in a
Personal Savings Account (in nominal dollars) — Retirement at AGE
65, with 1% Set Aside During Working Years

Year of Present value of i.....Value of personal account at retirement — the account.....
retirement§ Social Security Same rate as Social Security Same rate as past S&P
.atage6s : benefits e trustfunds . .....500 performance

6.4%? 10%

Minimum-wage earner
______ 2000 $4e5l6; 15020 $1760
______ 2005 i SITSAOL: 380820 33906
______ 2020 i 32000730 SB3A9 87615
______ 2025 | seseO72. 88798 $13897
______ 2030  i.....528966L; 3138400324399
______ 2035  i....3388039 o BeLAsT AL
______ 2040 G BBOTOTL o BO1060 570365
______ 2045 G 35A6808; . Baeeed L BUT16
2050 $681,100 $57,533 $144,300

Average-wage earner
______ 2000 | sd2818°  $46%  $5431
______ 2005 i.....$303368 . $9388 .. 812057
______ 2020 G BBAZIL 31800 323503
______ 2025  i...3A39028; 3200400 BA289
______ 2030 G BSATE93 P20 875308
______ 2035  G..368301L: 3093038 $128,068
______ 2040 i....B881416; LA e
______ 2045  i.....3L060874; o 3144031 $s6LA87
2050 | $1,321,393! $177,579 $445,392

Maximum-wage earner

' $11,278}

2050 $2,114,553; $431,469! $1,082,371

& Represents ultimate annual rate, compounded semi-annually. Figure of 6.4% is rounded rate;
actual rate used in calculation is 6.399%.

Note: Social Security benefits were calculated under current law rules using the intermediate
assumptions of the 2000 Socia Security trustees’ report (see footnote 18 on page 8).
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Table 9. Projected Social Security Benefits and Accumulations in a
Personal Savings Account (in nominal dollars) — Retirement at AGE
65, with 2% Set Aside During Working Years

Yearof | Present value of ......Value.of personal account at retirement.— the_.account

retirement Social Security Same rate as Social Security Same rate as past S&P
atage 65 benefits : trust funds i 500 performance

2050 | $681,100! $115,066 | $288,600
Average-wage earner

$10,862

Maximum-wage earner

______ 2010 o $37ee o $28861  $26428
______ 2015 1 $a821600  $5EI81  $58648
______ 2000 557080 o $802861  $114306
______ 2005 . $7032600  $1319861  $208586
______ 2030 o $877essl o $207692)  $366178
______ 2035 | $1004808  $3174881  $627058
______ 2040 I $13626600  $A75186  $1055948
______ 245 | $L697961  $700092}  $1757464

2050 i $2,114,553: $862,938 ! $2,164,742

2 Represents ultimate annual rate, compounded semi-annually. Figure of 6.4% is rounded rate;
actual rate used in calculation is 6.399%.

Note: Social Security benefits were calculated under current law rules using the intermediate
assumptions of the 2000 Socia Security trustees' report (see footnote 18 on page 8).
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Table 10. Projected Social Security Benefits and Accumulations in a
Personal Savings Account (in nominal dollars) — Retirement at AGE
65, with 3% Set Aside During Working Years

Yearof | Present value of ......Value.of personal account at retirement.— the_.account

retirement Social Security Same rate as Social Security Same rate as past S&P
atage 65 benefits : trust funds i 500 performance

2050 | $681,100! $172,599 | $432,900
Average-wage earner
$13,905 |

2050 $2,114,553 $1,294,407 | $3,247,113
2 Represents ultimate annual rate, compounded semi-annually. Figure of 6.4% is rounded rate;
actual rate used in calculation is 6.399%.

Note: Social Security benefits were calculated under current law rules using the intermediate
assumptions of the 2000 Socia Security trustees’ report (see footnote 18 on page 8).
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Table 11. Projections of Personal Account Accumulations As
Percent of Social Security Benefits — Retirement at AGE 65
Value of personal account at retirement as % of Social Security benefit

Personal account grew at:

Year of ,
retirement at age 6.4%?2 — Same rate as Social 10% - Same rate as past
............ 65, b SbCUNIty trust funds ¢ S&P 500 performance
............................................................... Amount of set-aside (As % of pay) .
1% 2% | 3% | 1% 2% 3%
Minimum-wage earner
2010 1.0%: 2.1%: 3.1%: 1.2%: 2.4%: 3.6%

102.2%

40.3%! | 101.1%

Maximum-wage earner

actual rate used in calculation is 6.399%.

Note: Social Security benefits were calculated under current law rules using the intermediate
assumptions of the 2000 Socia Security trustees’ report (see footnote 18 on page 8).



