
city-dwelling (that is, bourgeois) factory owners and investors who had
overturned the values preferred by the old order society of aristocrats
and peasants, based in the countryside and on land ownership. “The
need of a constantly expanding market chases the bourgeoisie” (487)—
these people of the city who care little for the land but much for profits—

over the whole surface of the globe. It must nestle everywhere, settle every-
where, establish connections everywhere. The bourgeoisie has through its
exploitation of the world market given a cosmopolitan character to pro-
duction and consumption in every country. . . . It compels all nations, on
pain of extinction, to adopt the bourgeois mode of production; it compels
them to introduce what it calls civilization into their midst, i.e., to become
bourgeois themselves. In one word, it creates a world after its own image.
(Marx and Engels 1848/1976, 487–8)

And in this new world, they wrote, “all that is solid melts into air, all
that is holy is profaned, and man is at last compelled to face with his sober
senses his real conditions of life and his relations with his kind” (487). That
process has continued during the past 150 years with such extraordinary
effects that even those prescient authors would probably be astonished,
were they to stop in for a visit today.10 Were they naïve?

Introduction 15

Figure 1.1 U.S. Job Loss Due to International Trade, as a Share of Payroll
Employment, 1983 to 2003
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Table 2.1 reports a parallel set of projections, focused only on old-age
dependency, thus excluding persons under twenty from both numera-
tor and denominator. As inspection of these numbers will no doubt sug-
gest, it is this ratio that critics who define the crisis of Social Security
prefer to cite. By 2030, this ratio will have doubled relative to its size in
1960 (that is, about .35 versus .17).

The merit in this old-age dependency ratio is that most children are
supported by household budgets, whereas older citizens generally do
not rely directly on their adult children for financial aid but on public
programs. Furthermore, when public funds are used in support of chil-
dren, these funds are mainly from state and local budgets, not the federal
budget. (Politicians’ critique of public transfer programs has been pri-
marily focused on federal programs.) Note the importance of the term
“directly” in the earlier sentence. In fact, older citizens as a group do rely
on financial assistance provided by their adult children as a group, but
the connection is indirect, occurring through governmental agency. The
fact that the transfer is managed by a government agency is, for some
critics, adequate reason to retain the narrower focus.

Words, Concepts, and Principles in Contention 23

Table 2.1 Dependency Ratios

Total Old-Age

Historical data
1950 .73 .14
1960 .91 .17
1970 .90 .19
1980 .75 .20
1990 .70 .21
2000 .69 .21

Projected data Low Med High Low Med High
2010 .66 .66 .65 .21 .21 .21
2020 .72 .71 .70 .26 .27 .28
2030 .81 .79 .78 .33 .35 .37
2040 .82 .81 .80 .33 .37 .42
2050 .81 .81 .82 .33 .38 .45
2060 .83 .83 .86 .33 .40 .49
2070 .82 .85 .91 .33 .42 .54
2080 .82 .86 .95 .33 .43 .58

Source: Office of the Actuary 2005, table V.A.1.
Note: The three assumption sets pertain to projected rates of fertility, mortality, and net
immigration; total age dependency ratio has both young age (under twenty) and old age
(sixty-five and older) in numerator; old-age dependency has only the old age category
in numerator.
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Both ratios described so far are rather crude approximations in that
they assume that age groups are homogeneous in their economic activity.
Obviously, they are not. If the central issue is the fiscal integrity of Social
Security, why not focus on beneficiaries3 of the several programs and on
those in the paid labor force paying FICA taxes, given that it is specifically
these people who are supporting the beneficiaries as well as themselves
(see table 2.2). Proportionately fewer people aged twenty through sixty-
four are not in the paid labor force today than in 1950 or 1960, primarily
because women are much more likely to be in paid employment today
than in 1960. The proportion of men aged twenty through sixty-four in
paid employment has declined. Even so, the proportion of those aged six-
teen and older in paid civilian employment increased from 55.4 percent
in 1960 to 63.7 percent in 2000.

But those who are not engaged in paid labor cannot be left entirely out
of the picture. They, too, must be supported, even if they are not in one
of the Social Security eligibility categories. So, as Reno and her associates
have described (for example, Reno and Olson 1998), let’s examine the
ratio of support-dependent people to paid workers. In 1950, it was 2.48
(248 support-dependent to every 100 workers). In 1960, it was 2.62. By
1970, it was 2.47. By 1980, it was 2.28. By the end of the century, it was
approximately 2.0 (the worker and one other), mainly because of the
increase in the number of women in the paid labor force. Projections of

24 Pension Puzzles

Table 2.2 Beneficiary per Worker Ratios

OASI DI

Historical data
1950 .061 na
1960 .189 .007
1970 .243 .028
1980 .267 .042
1990 .264 .031
2000 .249 .043

Projected data Low Med High Low Med High
2010 .256 .259 .264 .053 .056 .065
2020 .312 .324 .336 .052 .062 .074
2030 .368 .393 .418 .054 .068 .083
2040 .376 .419 .463 .053 .070 .087
2050 .366 .424 .491 .054 .073 .093
2060 .364 .437 .529 .054 .074 .096
2070 .361 .453 .575 .054 .074 .096
2080 .358 .465 .614 .055 .075 .097

Source: Office of the Actuary 2006, table IV.B.2.
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housing market become a bubble that then bursts, the FRB will respond
with comparable behavior? These are questions that a few economists
take seriously. These categories of moral hazard, however, have not
become the sort of issue of public morality that has typified the politics
of health-care insurance or retirement-income insurance.

Saving and Saving Rates
Another issue bound up in the controversy over Social Security is the sav-
ing rate of individuals and households—that is, to what extent do people
defer consumption in the present to some future period. As figure 3.2
shows, the rate of personal saving has declined very sharply since the
early 1980s, perhaps to zero (Summers 2004). If citizens are to be expected
to fund their retirements solely or primarily through their saving and
investment accounts, it is clear that the rate at which they save must be
substantially increased (Thaler and Benartzi 2004).

The fact is, no one knows exactly what the rate of private personal
saving is or has been. The data portrayed in figure 3.2 are approximate,
as are all data on private personal saving. This ignorance does not reflect
a lack of effort. Once again, measurement has been a problem.

Two general ways to measure saving are from the bottom up and from
the top down. The bottom up method is to use household surveys and
similar means to determine how individuals who have disposable income
in fact dispose of it—in particular what portion of their disposable income
they save or invest. The next step is to aggregate this information across

60 Pension Puzzles

Figure 3.2 Personal Saving Rate, 1950 to 2004

Source: Author’s compilation from Reinsdorf 2004, chart 1.
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an important component of higher replacement rates. The difference
between the middle (and always smallest) bar and the bar on the right
of each triad (always between the smallest and largest in height) repre-
sents the size of the family (generally spousal) benefit. The middle bar
represents the worker’s benefit only. We will return to this point later in
our discussion, but this chart illustrates one of the fairness issues being
debated.

This progressivity of replacement rates has been instrumental in
reducing poverty rates among the elderly. To demonstrate the rela-
tionship between Social Security retirement benefits and poverty, we
superimposed two lines on this chart. The dashed line is the poverty level
for individuals in 2003, which is set at $8,980 per year, or about $748 dol-
lars per month. A thirty-five-year minimum wage worker who retires at
age sixty-five receives an individual benefit amount (or, if married, a fam-
ily benefit amount) slightly higher than the poverty level. The dotted line
represents the poverty level for couples, which is $12,120 per year, or
about $1,010 per month. By minimum wage worker, we mean someone
who worked 2,080 hours each year (fifty-two weeks at forty hours a week)
for at least thirty-five years. Not all retirees who collect Social Security
benefits can expect to live their retirement years above the poverty line,
but, in the judgment of policy makers, someone with this level of work
commitment should be able to anticipate enough retirement benefits to do
so, even if only by a few dollars.

76 Pension Puzzles

Source: Office of Policy 2004, table 2.A26.
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In figure 4.2 we see how the poverty rates for different aged groups
have changed in recent decades. Three age groups are represented in
this chart: eighteen to fifty-four, fifty-five to sixty-four, and sixty-five
and older. This last group is reported as a whole, and then also for un-
related older women. Although more than 30 percent of the elderly
lived in poverty in 1959, that proportion steadily declined. By 2001, the
poverty rates for all three age groups hovered around 10 percent. For
older women, we also see a reduction—most notably between 1959 and
1975, when it declined by half. During the last quarter-century, the rate
declined by about one-third (from three out of ten to one out of five
older unattached women), twice as high as for the other three groups
represented.

History from the Proponents’ Viewpoint

Proponents of preservation view Social Security as a success story, a
demonstration of how government programs can work well, can be man-
aged at very low administrative cost, and provide something important—
financial security in old age—to a wide range of constituents. Their view
of the history emphasizes the development of the trust fund, the 1939
and subsequent amendments that broadened the impact of the program
on old-age poverty. Since its enactment, Social Security has faced a

Preservation or Privatization 77

Source: Office of Policy 2004, table 3.E2.
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purchasing power) also would be maintained. Before these changes
were enacted, any benefit adjustment required new legislation; failure
to act resulted in benefit erosion, given that the nominal benefits of
retirees would fall further and further behind as inflation drove up
prices. This concern became known as the problem of living on a fixed
income—fixed in nominal dollars whose value eroded with inflation. In
the absence of other retirement income sources, real retirement incomes
steadily declined.

Even at maximum benefits, however, Social Security offered consid-
erably less than a plush lifestyle. By 2003, the maximum monthly bene-
fit payable to retirees was $1,404.30, or $16,851.60 per year. Given that
the poverty threshold for a single person in 2003 was $8,980, the maxi-
mum benefit for an individual is not even 200 percent of the poverty
line. Those depending on Social Security as their only source of retire-
ment income will therefore have to be satisfied with a rather sparse exis-
tence. Those who have employer-sponsored pension benefits to add to
the mix will be in much better shape, assuming that the company pro-
viding the benefits—either the employer paying the DB benefits or the
financial institution paying the DC annuity—stays afloat.

Preservation or Privatization 85

Source: Authors’ calculations from Office of Policy 2005, tables 2.A8 and 5.C2.
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Demographic Considerations

In describing the demography behind the Social Security crisis, critics
often use some version of the old-age dependency ratio to underscore the
burden that workers will have to assume in the near future. Figure 4.4
illustrates, the old-age dependency ratio and the total age dependency
ratio, which does not limit the status of economic dependency to the
elderly. Raising children, for example, claims some proportion of house-
hold income as well as some proportion of GDP. Therefore, any age-
based estimate of dependency should have both age groups in the
numerator, as reflected in the top lines in figure 4.2. The figure reveals
that the total age dependency ratio peaked during the years when the
Baby Boom cohorts were born, declined as they aged into the work-
force, and will gradually rise as they age into retirement. Under the
intermediate assumptions, the total age dependency ratios experienced
in the twenty-first century remain below the peak of the mid-twentieth
century.

Rather than rely on age groups as a crude way of classifying the pop-
ulation into those who work for pay and those who do not, a refine-

86 Pension Puzzles

Source: Office of the Actuary 2006, table V.A.2.
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ment of age-based dependency ratios compares paid workers with
everyone who depends on their productive output. In this way, the
consumer-to-worker ratio looks more generally at the issue of depen-
dency (Reno and Cardwell 2005). The numerator counts all those who
consume goods and services—a category that includes workers and
nonworkers, old and young, men and women. The denominator is the
count of all those in the paid labor force. Once again, the support
responsibility for workers peaked when the Baby Boom cohorts were
children; on average, each worker supported 2.62 people. After declin-
ing in the mid-1990s to 2.09 people per worker, this ratio will again
increase to 2.21 by 2030. As we saw in figure 4.5, the composition of
consumers has changed over time as the proportion of children has
declined and the proportion of nonworking older adults has increased.
Between now and 2030, the major change occurs in compositional
characteristics—the fact that the proportion of consumers who are
elderly will increase as the proportion of consumers who are children
will decline. However, the total number of consumers to workers will
increase only marginally.
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Source: Author’s compilation from Reno and Olson 1998, table 1.
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or will receive relatively high rates of return on their Social Security con-
tributions (Leimer 1994). Until a PAYG program matures, the balance
between taxes and benefits is most favorable for the early cohorts of ben-
eficiaries, because they contribute to the system for a relatively short
period but then are able to collect benefits that exceed their contribu-
tions, at least on average. This balance gradually becomes less favorable
as the coverage period lengthens and lifetime contributions increase.
Although benefits also increase, they do so at a slower rate. Published
estimates of inflation-adjusted internal rates of return demonstrate this
pattern; rates decline from 36.5 percent for the 1876 birth cohort to less
than 2 percent for birth cohorts now entering the labor force (Leimer
1994). IRR for future cohorts are projected to be approximately 1.5 to
2 percent.

Now that the program is mature, the rates have stabilized, reflecting
the relationship between long-term average rates of return for a PAYG
system and national trends in total covered wages. If we assume con-
stant demographics, stable economic conditions, and no changes in pro-
gram provisions, the benefits of one generation of retirees equals the
contributions paid by their children’s generation, these contributions are
equal to the retiree contributions plus wage growth, and wage growth
reflects increases in labor productivity and growth in the labor force.

104 Pension Puzzles

Source: Author’s compilation from Leimer 1994.
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ing rates of return limits the comparison to issues of individual equity.
Finally, any comparison with individual accounts would need to reflect
the costs of individualization, such as account management, annuitizing
accounts at retirement, and the variability around historical averages
that would necessarily result from different asset choices, different levels
of risk reflected in these choices, and how the timing of investments
intersect with general economic trends.

Distributional Fairness: Gender, Race, 
and Marital Status

Even though projections may indicate a positive rate of return, on aver-
age, for cohorts retiring in the future, that is not the same thing as
promising that everyone will realize this return on their contributions.
These estimated IRRs are averages, averages representing a central
value in a larger distribution of values, some of which are larger than
2 percent and some of which are smaller than 2 percent, perhaps even
negative. A negative IRR means that you don’t receive benefits equal to
your contributions, meaning a net loss on your retirement savings
through Social Security. Using averages to describe outcomes can be
useful, but also deceptive, especially when the outcome is correlated
with any number of status or demographic characteristics.
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Source: Author’s compilation from Leimer 1994, figure 2.
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What received far less visibility than these conclusions was Robert
Myers’s critique of their methodology. His careful evaluation of their
approach led him to conclude that “the foregoing result for young African
American males is unrealistic and erroneous” (1998, 5). A former chief
actuary (1947 to 1970) and deputy commissioner (1981 to 1982) of the
Social Security Administration, Myers noted several flaws in the calcula-
tions on which the Heritage conclusions were drawn. Because the projec-
tions were based on averages, they were assuming that all members of
the group survived until they reached average life expectancy and then
dropped dead at once. In Myers’s words, “if the computations for young
African-Americans had been made correctly, it is certain that a positive
rate of return would have been shown” (1998, 5).

What is clear is that race and gender differences in IRR become con-
founded with race and gender differences in annual earnings, life
expectancies, and household configurations. At the same earnings level,
women will have higher IRRs than men, on average, because their life
expectancy is longer. Nonwhites have lower incomes than whites, on
average, which translates into higher IRR. At the same time, their lower
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Source: U.S. General Accounting Office 1999, 29.
Note: Inflation-adjusted rates, hypothetical average earners born in 1973; estimates 
include all Social Security contributions and benefits, including disability, and reflect 
tax rates that would keep the system in actuarial balance on a pay-as-you-go basis; 
estimates for hypothetical workers with earnings equal to the national average each 
year; for one-earner couple, spouse does not work at all.
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life expectancies relative to white translates into lower IRRs. Studies of
race differences show that African Americans are more likely to be dis-
abled, more likely to die before retirement, and more likely to have depen-
dents than whites are (GAO 1999). Because of these differences, IRRs for
African Americans are higher when based on the full range of benefits
(retirement, disability, dependents, and survivors) than when based on
retirement benefits alone (Duggan, Gillingham, and Greenlees 1993).

Variation in the IRR by earnings level is a more general consequence
of the redistributive aspects of the benefits structure. Low-wage work-
ers are therefore more likely than high-wage workers to realize positive
and higher IRRs. Based on hypothetical workers at different earnings
levels, the SSA provides estimated IRR for different earnings profiles
(see figure 4.10). By setting average earnings at the average Social Secu-
rity covered earnings in each year, low earnings at 45 percent of the
average, high earnings at 160 percent of the average, and maximum
earnings at the maximum taxable earnings for each year, these profiles
provide useful benchmarks even though the earnings histories assume
a consistency of earnings that is atypical.

The prominence of adequacy concerns over equity created entirely
new categories of beneficiaries, none of whom had made contributions
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Source: Author’s compilation from Arias 2006, table 10.
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to the program. Because the 1939 amendments entitled spouses to ben-
efits based on worker earnings histories, many homemakers were able
to collect retirement benefits even though they had never contributed.
One-earner couples being the norm until the latter part of the twentieth
century, early efforts to better incorporate adequacy provisions into the
benefit structure were linked to the number of dependents (unemployed
spouses and children) the worker supported. As more and more women
began to combine work and family, two-earner couples became the
norm. Because married women are automatically entitled to 50 percent
of their husbands’ benefits, recent cohorts of working married women
have been making routine contributions to receive benefits they were
already entitled to receive—in whole or in part—as spouses.

Therefore, a given level of contribution can initiate significantly differ-
ent benefit streams. A single worker who dies just before taking retire-

110 Pension Puzzles

Source: U.S. General Accounting Office 1999, 27.
Note:  Inflation-adjusted rates for single women born in 1973; estimates include all 
Social Security contributions and benefits, including disability, and reflect tax rates 
that would keep the system in actuarial balance on a pay-as-you-go basis; estimates do 
not reflect differences in life expectancy, which would make relatively small differences 
in overall rates; returns for single men were roughly 0.5 percentage points lower in each 
earnings level.  Each earnings level is for a specific amount of earnings per year:  low 
(45 percent of average earnings); average (average Social Security covered earnings); 
high (160 percent of average); maximum (maximum taxable earnings in each year).
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different aged populations since 1950, we begin to see how our current
problem developed. By 2005, the size of the twenty to sixty-four popula-
tion had almost doubled, whereas the sixty-five and older population had
almost tripled. Within the next twenty-five years, the number of people
aged sixty-five and older will be almost twice its size in 2005, but the num-
ber of twenty- to sixty-four-year-olds will increase by only 10 percent.

The youngest age group, those younger than twenty, is also growing,
but at a much slower rate. If we look at the very beginning of the period
(the far left of the chart) we see the steep increase associated with the
Baby Boom cohorts, those born from 1946 to 1964. Between 1950 and
1965, the population of those younger than twenty increased by almost
50 percent. In contrast, between 1965 and 2005, it increased by less than
5 percent. According to the Trustees’ 2005 report, we can anticipate that
it will grow less than 14 percent in the next seventy-five years.

If we use this information to construct the aged dependency ratio
(ADR)—the ratio of those aged twenty to sixty-four divided by those
aged sixty-five and older—we see why the Social Security program is in
need of major revision. The left half of the figure illustrates how this ratio
has changed since 1950. In 1950, there were more than seven workers
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Source: Office of the Actuary 2005, table V.A.2.
Note: 1950 to 2000 is historical data; 2005 to 2080 based on intermediate assumptions.
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(those aged twenty to sixty-four) for each retiree (those aged sixty-five
and older). By 2005, the old-age dependency ratio was not quite five.7

The big change, however, will occur when the Baby Boom cohorts move
into retirement, which should begin within the next decade. Projections
are that we will have three8 workers for each retiree by about 2020, and
that from that point forward the number will gradually decline to a lit-
tle more than two.9

This trend is based on what the trustees call the intermediate assump-
tions. Because we do not know what medical breakthroughs the future
may hold, we have to make certain assumptions about how long people
will live in retirement. During the twentieth century, life expectancy
increased dramatically. Suppose the intermediate assumptions under-
estimate life expectancy. If so, retirees will be collecting benefits for a
longer period, which will further stress the system. The report notes
substantial disagreement over this issue, however. Some thought we
should anticipate significant increases in life expectancy during the
twenty-first century. To see what kind of a difference this makes, look
again at figure 4.12.

The top line tracks changes in the age dependency ratio that will occur
over time if the high cost assumptions turn out to produce the better set
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Source: Author’s calculations.
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into gross misrepresentations, measures offered as evidence are presented
without adequate discussion of their limitations, and projections of what
we can expect are either filtered through rose-colored lenses or accompa-
nied by warnings of impending doom. However, behind the differences
in their arguments are more fundamental differences in priorities, which
goals are most important, how people’s behavior is influenced by the cur-
rent program structure, and what sorts of roles government should—or
should not—play in helping citizens prepare for old age.
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Source: Author’s calculations.
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vary in relation to changes due to the COLA provisions and changes in
the composition of earnings histories (for example, by gender), which
affect the formula by which a specific person’s benefit level is calculated.
Thus, comparing average benefit levels over time (in constant dollars)
can be more complex than one might initially suppose, though short-
term comparisons are relatively straightforward.

As can be seen in table 4.1, there were approximately 30.4 million
retired-worker beneficiaries of OASI on September 30, 2005. Just over
half (51.4 percent) were men. Most had elected to retire early—70.2 per-
cent of the men and 75.3 percent of the women. The mean monthly ben-
efit level was $959.90; if they retired early, it was $898.10; if they did not,
it was $1,124.30. The mean benefit for all (the $959.90) was slightly more
than 3.5 percent higher than it had been exactly a year earlier. Most of
the difference was due to the COLA provision.

The Case for Preserving Social Security

Social Security advocates often complain about the rhetoric of crisis that
has become so prominent in the current debate, claiming it is nothing
more than a political tool designed to undermine public confidence in
this program. Likening it to the Bush administration’s use of the threat
of Iraqi weapons of mass destruction as the basis for initiating the Iraq
war, they argue that the talk of a crisis in Social Security is not based in
reality, but is instead a tool of manipulation.3 Rather than propose pro-
gram adjustments that would place Social Security on a more stable
long-term trajectory, the crisis talk has preempted serious discussion of
ways to fix the program in favor of strategies to dismantle it. Because
those who wish to destroy the program routinely paint a picture of cat-
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Table 4.1 OASI Retired-Worker Beneficiaries

Total Men Women

All beneficiaries
Average monthly benefit 959.90 1082.00 830.80
Number of cases (millions) 30.36 15.61 14.75

Beneficiaries with reduction for early retirement
Average monthly benefit 898.10 1004.00 793.60
Number of cases (millions) 22.06 10.96 11.11

Beneficiaries without reduction for early retirement
Average monthly benefit 1124.30 1265.50 943.90
Number of cases (millions) 8.30 4.66 3.64
Number of cases as percent of all beneficiaries 27.3 29.8 24.7

Source: Office of Policy 2004, table 3.
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The foregoing estimates are arithmetic averages and conceal consider-
able variance across funds.20 The variance around the average for all
funds was predicted by rate of portfolio turnover (as noted), by asset size
of fund (larger funds tend to have smaller fees), by age of the fund (older
funds tend to have higher fees), and by type of fund (higher fees among
international and specialty funds, lower fees among institutional and
index funds). Retirement-oriented funds—funds favored, for example,
by IRA holders, 401(k) holders, 403(b) holders, and so forth—tend to be
quite large and have relatively low portfolio turnover, two facts that prob-
ably account for their generally lower fees. The average asset-weighted
expense ratio for retirement-oriented accounts during the late 1990s was
about 25 percent smaller than that for all equity funds.21

What is left of a fund’s performance after expenses and transaction
costs have been deducted is what matters most to investors. On average,
not much is left, probably mainly because fund managers are sensitive
to two competing, even contrary concerns. On the one hand, they want
positive returns; that much is obvious. On the other hand, and this is less
obvious, they dislike volatility because customers dislike volatility. The
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Figure 5.1 Illustration of the Impact of Fund Management Fees 
on an Investment

Source: Authors’ compilation.

Let’s assume you invest $10,000 in a fund of your choice, and you leave it there for 
twenty years.  Let’s assume an annual rate of return of 9 percent (whether that rate is 
net of inflation or not is irrelevant for purposes of the illustration).  The following 
chart tells what would happen under various assumptions about fees and the 
presence of a deferred sales charge (that is, an end-of-term sales charge).  We are 
assuming the fund is “no load” (that is, does not charge a commission on purchase).

Annual operating expense  2.0% 2.0% 1.5% 1.0%

Deferred sales charge  2.0% 0.0% 0.0% 0.0%

Value at end of period  $37,215 $37,415 $41,424 $45,839

Total cost of fees  $18,828 $18,628 $14,620 $10,205
 fees  8,963 8,763 6,976 4,938
 forgone earnings  9,865 9,865 7,644 5,267

Growing at 9 percent each year for twenty years, the $10,000 became $56,044.  But 
one-third of that (or $18,628) was paid to the investment fund that charged manage-
ment fees of 2 percent; had it been in an investment fund that charged management 
fees of 1 percent, about one-fifth of the $56,044 (or $10,205) would have been lost in 
fees. 
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can be used improperly or dishonestly to manipulate impressions. Con-
sider the following illustration. During the five years from 1999, the
DJIA had two very good years (1999 and 2003, each year increasing by
25 percent) and three years that were not so good (a decline of 6 percent
in 2000, followed by a decline of 7 percent in 2001 and then a decline of
17 percent in 2002). The arithmetic average of those five annual rates is
4 percent; that is, the addition of the five numbers (+.25, −.06, −.07, −.17,
+.25) gives a total of +.20, which, divided by five, yields the arithmetic
average of .04 (that is, 4 percent) a year. This, however, is not the correct
average. The arithmetic average is appropriate when quantities are
added to achieve a sum. Here, with rates of change, we have quantities
multiplied to achieve a product. The correct average for this type of
number series is the geometric average (or geometric mean), not the
arithmetic. The geometric average of the five annual rates of change is
2.54 percent, not 4 percent.

A simple illustration demonstrates both that point and the impor-
tance of the difference. Assume that you invest $1,000 in the stock mar-
ket. For present purposes, it does not matter whether you invest in a
single company or a collection of companies or an index fund. Indeed,
the same principle applies even if you invested the $1,000 in a money
market fund or a savings account at your local bank, although the rates
of return cited below would not be realistic for either. Assume you leave
the investment alone for five years and that the annual rates of change
are as described for the five years from 1999 to 2003. Again, for present
purposes it does not matter whether those rates include or exclude div-
idends reinvested. The information in table 5.1 tells what happens to
your investment.

At the end of the first year (1999), your $1,000 investment has increased
by 25 percent. In other words, $1,000 multiplied by 1.25 gives $1,250,
which is the value of your investment at the start of the second year (2000).
At the end of 2000 the value has declined by 6 percent. In other words,
$1,250 multiplied by 0.94 yields $1,175, or, if you prefer, $1,250 multiplied
by −6 percent gave you a loss of $75 on the year, which means that your

Table 5.1 Rates of Return Illustrated

Year Start Value Rate of Change Multiply Factor End Value

1999 $1,000.00 +.25 1.25 $1,250.00
2000 1,250.00 −.06 0.94 1,175.00
2001 1,175.00 −.07 0.93 1,092.75
2002 1,092.75 −.17 0.83 906.98
2003 906.98 +.25 1.25 1,133.73

Source: Authors’ calculation.
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into account in any careful consideration of alternatives. It is silent on
the possibility that a blended program could be designed in a way that
not only fails to restore Social Security to fiscal health but instead
ensures its demise. The survey designers likely concluded, however,
that introducing so much detail into the question would likely overtax
most respondents, and were probably correct in doing so. Moreover,
each of those details involves variables that would require additional
questions (for example, “Would you be in favor of letting younger
workers decide, if the proportion diverted to the private account were
this much?”).

Responses to related questions help put the question of privatizing
Social Security into perspective. For example, about four in five respon-
dents said that Social Security has been good for America (83 percent of
Republicans, 80 percent of Democrats). Strong majorities of each of the
three political groupings agreed that the program faces a financial deficit,
and roughly three of four believed that some sort of change is needed
right away or in the next few years. Respondents disagreed about how the
program should change, however. The most favored change (60 percent)
was to lift the ceiling on employment earnings subject to the FICA tax.
This proposal was supported about equally by young, middle-aged, and
older adults, by low-income and high-income households, and by Repub-
licans, Democrats, and Independents. On the other hand, clear majorities
opposed three other proposals: increasing the FICA tax rate, reducing
the rate at which Social Security benefits grow (the cost-of-living adjust-
ments), and raising the retirement age.

The most controversial proposal was the idea of private accounts. In
the September 2004 survey, support for the proposal to introduce private

Politics and Pensions 149

Figure 6.1 Interview Question about Social Security and Private Accounts

Source: Pew Research Center for the People and the Press 2005, question 34.

People have different opinions about how the Social Security system might be 
changed for the future. When decisions about Social Security’s future are being 
made, which do you think is more important?

Keeping Social Security as a program with a guaranteed monthly benefit 
based on a person’s earnings during their working life?

(or)

Letting younger workers decide for themselves how some of their own 
contributions to Social Security are invested, which would cause their 
future benefits to be higher or lower depending on how well their 
investments perform?
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present conditions of self or economy as a whole, the optimists were more
likely to support the PRA option for younger workers.

It is notable, however, that controlling for assessments of economic
conditions (as in columns 5 and 6 of table 6.1, for instance) makes very
little if any difference in the impact of the political ideology variable. This
finding is consistent with other observations that adults in unfavorable
economic or financial circumstances are often about as likely as their
wealthier counterparts—and sometimes more likely—to support public
policies that add to their economic disadvantage and to their wealthier
compatriots’ benefits. Although such behavior might be described as
reflecting a false consciousness in a deeper, structural sense, at the sur-
face of personal experience it is clear that the people who do behave
against their own economic interests to the benefit of the wealthy often
indicate that they know what they are doing. Moreover, just to drive the
point home, they often justify those decisions by invoking some set of
cultural values.

Unfortunately, the Pew survey, like virtually all surveys on the Social
Security debate, was silent about issues involved in the procedures and
costs of transition from the current system to an alternative that includes
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Figure 6.2 Comparison of Current Assessments with Expected Direction 
of Change

Source: Authors’ calculations.
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of those efforts. The most recent annual report of the Social Security
Administration offers a case in point.

SSA’s summary of its 2005 annual report presents two trend lines, one
for the combination of the Old-Age and Survivors Insurance (OASI) and
Disability Insurance (DI) components of Social Security and the other for
the Hospital Insurance (HI) and the Supplemental Medical Insurance
(SMI) components of Medicare (see figure 6.3).23 The cost of each of those
combinations is measured as a percentage of the gross domestic product,
first using historical data for the years from 1970 through 2004 and then
using the SSA’s intermediate projections for years from 2005 to 2079.
The proportionate cost of OASI and DI increased from a little more than
3 percent in 1970 to a high of about 5 percent in 1983, following which
(and the 1983 amendments, which restored the fiscal health of Social
Security) the cost declined to 4.3 percent in 2004. The cost is projected to
increase to a little over 6 percent after 2030 (assuming no new restoration
of Social Security’s fiscal health) and remain at roughly that level at least
until 2079. By contrast, the proportionate cost of Medicare will increase
from less than 1 percent in 1970, and 2.6 percent in 2004, to 13.6 percent
in 2079. As if anyone had not been paying attention, it is clear there is a
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Figure 6.3 Social Security and Medicare Cost as a Percentage of GDP

Source: This figure is chart C of the summary published by the Board of Trustees (see 
note 25 in chapter 6).
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Table 6.1 Logit Regressions

1 2 3 4 5 6

Constant .781 1.096 .629 .676 .478 1.511
(.194) (.210) (.216) (.230) (.235) (.346)
.000 .0001 .004 .003 .042 .0001

Age −.017 −.019 −.018 −.020 −.019 −.019
(.003) (.003) (.003) (.003) (.003) (.004)
.0001 .0001 .0001 .0001 .0001 .0001

Female −.683 −.710 −.735 −.696 −.684 −.656
(.086) (.087) (.087) (.089) (.090) (.091)
.0001 .0001 .0001 .0001 .0001 .0001

Black −.758 −.836 −.832 −.729 −.584 −.592
(.153) (.155) (.155) (.157) (.158) (.162)
.0001 .0001 .0001 .0001 .0001 .0001

Education
< HS diploma −.971 −1.044 −1.132 −1.169 −1.189 −1.110

(.180) (.181) (.184) (.187) (.187) (.190)
.0001 .0001 .0001 .0001 .0001 .0001

HS diploma −.647 −.702 −.725 −.745 −.758 −.755
(.126) (.127) (.127) (.129) (.131) (.133)
.0001 .0001 .0001 .0001 .0001 .0001

Some college −.303 −.330 −.370 −.395 −.432 −.425
(.128) (.128) (.129) (.131) (.133) (.135)
.017 .010 .004 .002 .001 .002

Postgraduate −.367 −.367 −.376 −.325 −.308 −.280
(.153) (.153) (.154) (.157) (.159) (.162)
.016 .017 .015 .039 .052 .083

Full-time work −.391 −.403 −.371 −.353 −.404 −.393
(.092) (.093) (.093) (.095) (.096) (.098)
.0001 .0001 .0001 .0001 .0001 .0001

Family income .003 .003 .003 .003 .002 .002
(.001) (.002) (.001) (.001) (.001) (.001)
.003 .005 .002 .002 .033 .148

Income censored .339 .365 .394 .393 .307 .233
(.161) (.161) (.163) (.166) (.168) (.173)
.035 .024 .016 .018 .068 .178

Religion
Roman Catholic −.189

(.105)
.072

Other −.455
(.113)
.0001

Religion 2 .190 .111 .115 .072
(.133) (.135) (.138) (.140)
.153 .411 .405 .607
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Born-again .323 .134 .130 .120
(.096) (.100) (.101) (.103)
.001 .182 .197 .241

Ideology
Very conservative 1.089 1.014 .879

(.189) (.192) (.197)
.0001 .0001 .0001

Conservative .477 .433 .329
(.102) (.104) (.107)
.0001 .0001 .002

Liberal −.219 −.151 −.118
(.130) (.132) (.133)
.094 .252 .377

Very liberal −.355 −.293 −.279
(.231) (.233) (.236)
.124 .207 .237

Jobs are plentiful .680 .515
(.091) (.096)
.0001 .0001

Economy today
Good −.566

(.244)
.020

Only fair −1.206
(.248)
.0001

Poor −.938
(.273)
.001

Cox & Snell R2 .070 .076 .079 .098 .115 .131
Nagelkerke R2 .099 .107 .111 .138 .163 .184
Percent correct prediction:

Letting workers 12.6 15.5 18.2 23.5 30.2 33.7
Keeping same 95.6 95.7 94.7 93.4 92.5 92.1
All cases 70.0 71.0 71.0 71.8 73.2 73.9

Base n 1405 1405 1391 1391 1391 1378

Source: Authors’ calculations.
Note: Religion 2 is coded 1 if Protestant, Roman Catholic, Mormon, and Other; else, 0.
Family income is for previous year. Income censored is coded 1 for all cases of don’t
know or no answer. Reference category for education is baccalaureate; for full-time
work, part-time or not employed; for religion, protestant; for ideology, moderate; for
economy today, excellent. The cell entries are, from top, the regression coefficient, the
standard error of the estimate (in parentheses), and the probability value associated
with the t-test.

Table 6.1 Continued

1 2 3 4 5 6
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Table 6.2 Political Ideology

VC C M L VL total n*

Gender
Women 6.1 27.1 43.4 18.6 4.9 100.1 739
Men 5.4 32.0 43.8 14.8 4.1 100.1 699

Race-ethnicity
White, non-hisp 6.1 31.8 42.9 15.2 4.1 100.1 1132
Black, non-hisp 7.0 20.1 46.8 23.1 3.0 100.0 142
Asian, non-hisp 0.0 22.2 53.3 24.4 0.0 99.9 18
Other, non-hisp 7.5 21.7 49.2 16.7 5.0 100.1 51
Hispanic 0.8 26.4 41.5 20.4 9.9 100.0 83

Education
< HS dip 8.2 33.3 36.5 15.4 6.6 100.0 100
HS diploma/GED 6.7 30.4 46.6 13.1 3.2 100.0 386
post-HS trade 7.1 35.7 40.8 9.2 7.1 99.9 42
Some college 5.5 28.5 43.8 17.3 4.8 99.9 386
Baccalaureate 3.9 31.2 42.0 17.9 5.1 100.1 299
Postgraduate 3.7 20.7 45.2 26.7 3.7 100.0 219

Marital status
Married 6.2 33.3 43.1 14.3 3.2 100.1 842
Divorced 5.1 26.3 48.6 14.5 5.4 99.9 180
Separated 0.0 21.1 38.2 30.3 10.5 100.1 31
Widowed 8.0 31.6 47.6 9.8 3.1 100.1 125
Never married 4.6 21.8 41.7 25.0 7.0 100.1 255

Employment
Full-time 2.9 28.9 46.0 18.0 4.2 100.0 735
Part-time 10.9 26.3 37.5 20.5 4.8 100.0 173
Not employed 7.8 31.2 42.5 13.7 4.8 100.0 527

Family income (000s $)
< 10 14.2 25.9 37.1 16.2 6.6 100.0 78
10 to 20 5.3 24.8 48.9 16.4 4.6 100.1 134
20 to 30 6.3 32.2 40.2 17.8 3.5 100.0 179
30 to 40 7.0 32.7 42.3 13.7 4.4 100.1 161
40 to 50 5.8 31.0 42.7 16.4 4.0 99.9 139
50 to 75 4.6 26.5 46.1 18.1 4.6 99.9 238
75 to 100 2.8 31.9 46.4 14.5 4.4 100.0 163
100 to 150 4.4 25.3 43.7 19.2 7.4 100.0 123
150 + 1.4 30.1 47.3 17.8 3.4 100.0 83
No answer 6.2 34.0 39.0 18.1 2.7 100.0 140

Present financial situation
Excellent 9.1 33.3 34.4 17.2 6.0 100.0 161
Good 6.1 33.1 43.0 12.9 4.8 99.9 634
Fair 3.2 26.0 48.3 20.0 2.4 99.0 459
Poor 8.9 22.8 40.0 20.5 7.8 100.0 166
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offers insight into the ideology categories by comparing them in terms of
various other characteristics. Overall, support for letting younger work-
ers divert FICA money into private accounts ranged from 50 percent
among the very conservative to 37.4 percent among the conservative,
25.6 percent among the moderate, 21.1 percent among the liberal, and
17.2 percent among the very liberal respondents.

Perhaps the most notable conclusion to be drawn from table 6.2 is that
while there were some differences in the distribution of ideological labels
in terms of basic demographic variables such as gender, race-ethnicity,
formal education, and marital or employment status, the differences
were generally quite small. One often reads or hears about how sharply
polarized the adult U.S. public is on any number of issues of the day.
Such polarization does exist on several hot button issues, such as abor-
tion, evolution, and respect for human differences, but it is driven mainly
from the extremes of U.S. culture. The fact that the ideological labels
relate so poorly to variables such as formal education, employment sta-
tus, family income, and even perceptions of the state of one’s present and
future financial situation is consistent with the claim that the issues that
today drive such ideological distinctions are not economic or financial
self-interest but cultural—that is, chiefly beliefs, and especially beliefs
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Financial situation year hence
Improve a lot 9.2 36.7 35.4 14.8 3.9 100.0 144
Improve some 4.6 31.7 43.6 16.7 3.4 100.0 788
Same 6.3 26.9 46.1 15.0 5.8 100.0 228
A little worse 4.5 18.5 48.9 20.1 8.0 100.0 198
A lot worse 13.3 21.4 39.8 19.4 6.1 100.0 46

Political party preference
Republican 12.1 50.3 31.9 4.6 1.2 100.1 500
Independent 2.0 21.4 53.1 17.9 5.7 100.1 422
Democrat 2.9 17.4 46.0 26.9 6.8 100.0 455
No preference 4.5 27.0 39.3 22.5 6.7 100.0 41

US Response to Tsunami
More than fair 9.4 35.0 43.5 9.8 2.2 99.9 515
Fair share 3.3 28.4 47.1 16.8 4.4 100.0 693
Less than fair 1.9 17.5 34.7 34.4 11.5 100.0 150

Age: mean 49.4 47.7 45.9 39.7 39.7
SD 19.2 17.6 17.1 16.6 16.7

Source: Authors’ tabulations.
Note: VC = Very Conservative, C = Conservative, M = Moderate, L = Liberal, 
and VL = Very Liberal.
*unweighted sample n.

Table 6.2 Continued

VC C M L VL total n*
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by the respondent’s perception of the availability of jobs or of the state
of the economy in general. These two variables did relate to the likelihood
of agreeing that younger workers should have the PRA option. Respon-
dents who thought jobs were plentiful were more likely to support the
proposal, as were those who believed the economy was in excellent shape
rather than in good, only fair, or poor shape. Both of these relationships are
what one would expect. Evidence of the sort of optimism that Dimson,
Marsh, and Staunton documented within the specific context of stock-
market behavior is considerable (2002). As shown in figure 6.2, respon-
dents’ expectations of future conditions, especially for their own personal
economic situations, were decidedly positive, even if they thought present
conditions were not so good. Moreover, whatever their assessments of
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Table 6.3 What Works Well and What Doesn’t, by Ideology

VC C M L VL

Social Security system
Works pretty well 51.8 46.6 47.0 46.8 46.6
Major changes 36.9 34.3 35.7 33.2 38.3
Completely rebuilt 10.1 15.8 14.7 16.3 5.3
DK, NA 1.2 3.3 2.6 3.7 9.8

Health care system
Works pretty well 40.0 33.4 24.6 17.5 28.0
Major changes 44.1 48.4 54.0 50.9 41.7
Completely rebuilt 11.8 16.3 20.7 27.5 30.3
DK, NA 4.1 1.8 0.6 4.1 0.0

Education system
Works pretty well 33.7 43.5 37.5 25.5 27.1
Major changes 47.9 42.2 44.5 54.2 44.4
Completely rebuilt 16.0 12.9 15.6 19.8 28.6
DK, NA 2.4 1.4 2.4 0.6 0.0

Tax system
Works pretty well 40.8 51.6 51.8 49.2 35.3
Major changes 34.9 28.3 29.6 32.5 27.1
Completely rebuilt 17.2 17.0 15.7 14.8 27.1
DK, NA 7.1 3.2 3.0 3.5 10.5

Legal system
Works pretty well 35.1 41.5 48.1 48.8 35.3
Major changes 42.3 41.9 34.9 32.3 39.1
Completely rebuilt 16.7 14.8 13.1 15.4 23.3
DK, NA 6.0 1.8 3.8 3.5 2.3

unweighted n 86 441 630 223 58

Source: Authors’ tabulations.
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asset class, about 10 percent were put in fixed income, and about 40 per-
cent in the equity class. At century’s end, the proportionate allocation
between the guaranteed and the equity classes had flipped. Likewise, the
proportion of allocations that were given entirely to the equity class grew
from 8.4 percent in 1992 to 30.5 percent at the end of 2000, and the pro-
portion of allocations that were given entirely to the guaranteed class
dropped from 18.1 percent to 6.1 percent during that same period. Pos-
sible conclusions from that picture are mixed. On the one hand, one can
infer, as stated, that the participants were becoming more tolerant of risk
and uncertainty. On the other hand, however, one can also see evidence
of the tendency of some people—those who are more resistant to risk
and uncertainty—to jump onto the bandwagon just as the music is about
to stop.

The bull market in stocks during the 1990s, in some aspects so extra-
ordinary that some enthusiasts began to believe “that the rules have
changed,” came to a close and has been followed by a period in which,
judging from the main stock-index gauges, equity values sharply declined,
gradually rebounded, but then fluctuated around a relatively flat trend line
(in market jargon, moving sideways). This raises an interesting question:

Figure 7.1 Average Premium Allocations by Asset Class, TIAA-CREF
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how have investors responded to that volatility? As shown in figures 7.1
and 7.2, the participants did alter their premium allocations, both on aver-
age and, more especially, in the propensity to put all of their money in
equity assets. Again, the patterns observed in the data yield mixed mes-
sages (not all of which can be seen in our summary figure). Obviously the
participants sought to shelter more of their assets in more secure invest-
ments. Part of that response reflects a tendency to buy high and sell
low—just the opposite of what a rational calculus of financial planning
recommends. Granted, one cannot predict the timing of a market turn-
around. As the bull market got “longer in its whiskers,” however, one
could then (as some did) gradually take profits and shift them into less
risky (less volatile) asset classes. Unfortunately, it is at such times that
greed dominates fear and drives prudence out the door.

A somewhat clearer picture of this tendency can be seen by disaggre-
gating the participants into age groups, which Rugh did. One would
expect that participants aged fifty-five to sixty-four, for example, would
want to shift new premiums to guaranteed assets, and indeed to shift
more of their current accumulations also to guaranteed assets. Hindsight
makes obvious that the time to enact those shifts was late 1999 and dur-
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Figure 7.2 Premium Allocations Among Participants Who Allocated 
100 Percent to Equity or to Guaranteed Asset Class, TIAA-CREF

Source: Author’s calculations from Rugh 2004.
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the citizenry in general has an interest in gaining access to information,
having an opportunity to ask questions, receiving a balanced view of the
issues, and arriving at some conclusions, tentative though they should
be, about the next course of action. What of the two partisan camps?
How might they approach the meetings?

The answer depends on whether they are willing to step back from
the process—not that we would expect them to be uninvolved, but the
least desirable approach, in our opinion, would be for one or both sides
to approach these town meetings as if they were part of a general cam-
paign. For example, trying to ensure that presenters would be loyal to
the given side, trying to restrict who was allowed to attend the meetings,
encouraging their members to attend and attempt to skew the discus-
sion to one side, and to have their representatives available outside to
provide ready reactions to the press about which side won that night
would all be unwelcome interference.

In cells B and C, we would face situations in which one side decided
to push partisanship, and the other side decided to cooperate with our
goal. These situations are inherently unstable and would probably lead
to a breakdown of the initiative. Of the remaining options, A and D,
which would the general public prefer? Has a gladiator mentality infected
the public to such an extent that most adults prefer the entertainment of a
contest to the instruction of a schoolroom and the dialogue of a chau-
tauqua? Would most adults see option A as too demanding of engage-
ment, attention, and concentration? Would most adults prefer option D
as another spectator sport, with carefully rehearsed performances and
fans yelling at one another and for their choice of teams?

We do not know the answers to these questions. We do not know
how to assess civic capacity in the many different communities across
the country, nor are we in a position to judge the capacity of the many
different members of our society for this type of public work. Perhaps
it would be worth the effort of fielding such an initiative, just to learn
that balance of public preference. But various foundations and nonprofit
groups have been trying to stage meetings of this sort for at least the past
decade. Attempts to spur civic engagement through public meetings
or various reinventions of the chautauqua have engaged some people,

Table 8.1 Heuristic of Public Meeting Strategies

Private Accounts

Nonpartisan Partisan

Social Insurance Nonpartisan A B
Partisan C D

Source: Authors’ compilations.
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