What are the Implications of Rising Inequality for
Social Security Policy?*
by Benjamin W. Veghte, Ph.D.
In this 80th anniversary year of Social Security, America faces income and wealth disparities greater than
at any time since the 1920s.1 Social Security was integral to overcoming the inequalities of that era.
Expanding Social Security today should be a central component of efforts to overcome today’s
inequalities.
Social Security Paved the Way to Middle Class Retirement Security
Social Security was introduced by Franklin Delano Roosevelt in response to the stark inequalities in the
period leading up to the Great Depression, and the economic insecurities that followed. His New Deal
policies established a framework for the most broadly shared growth the country has experienced since
industrialization. From 1947 through the late 1970s, in this progressively structured economy, a rising
tide raised virtually all boats: economic growth was strong,2 the real wages of American workers nearly
doubled, and incomes at the bottom and middle of the income spectrum increased faster than those at
the top.3
From Shared Prosperity to Slow and Unequal Wage Growth
From the late 1970s onward, however, wage growth began to stall. This was due in part to economic
forces, principally intensified cross-border exchange and competition, technological innovation, and the
information revolution.4 Political choices drove rising inequality as well. Labor laws and regulations were
revoked or laxly enforced, gutting union membership and workers’ ability to bargain on an equal footing
with corporations for wage increases.5 Free trade agreements were established which subjected lowskilled workers to low-wage competition from developing countries.6 And the minimum wage was
allowed to deteriorate – by nearly a quarter over the past four decades.7
Social Security’s Revenue Base has been Undermined by Growing Income Inequality
Due to these mutually reinforcing economic and political forces, corporations gained much greater
leverage vis-à-vis their workers. They used it to direct a larger share of income to the owners of capital
and high-level managerial employees, while the wages of average workers stagnated.8 The labor share
of national income has declined about 10 percent since 1980, while the capital share of income has
increased by over a third.9
While incomes at the top – from wages and investments – have skyrocketed, the wages of the typical
worker have stagnated: the median male worker earned roughly the same amount in 2010 as his
predecessor in 1964.10 As a result, whereas from 1948-79 two-thirds of aggregate income growth went
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to the bottom 90 percent, from 1979-2012 all income growth has gone to the top 10 percent of the
income hierarchy.11 In other words, since 1979, the bottom 90 percent of families, as a whole, have seen
their income decline in real terms.
Social Security payroll taxes are levied only on wages, not on income from capital. Moreover, because
contributions are not due on earnings above the Social Security tax cap of $118,500, only the bottom 94
percent of earners pay Social Security contributions on all of their earned income. Higher earners pay no
Social Security contributions whatsoever on their earnings above the cap, or on any of their investment
income. Given these structural constraints on Social Security’s revenue stream,12 it is unsurprising that
slow and extremely unequal wage growth has caused a significant share – at least one-third and
probably more – of the long-term shortfall in Social Security which has emerged since the 1983
reforms.13
As income inequality has reached new extremes, much of the income gains at the top has been
converted into wealth. This has exacerbated wealth inequality and, in turn, inequality in income from
wealth. Taking capital gains as an example: in 2010, of the $261 billion reported on tax returns as capital
gains, $258 billion – 97 percent – went to millionaires – and all of this income was outside of the Social
Security system.14
Income, Capital-Gains and Estate-Tax Cuts Have Exacerbated Income Inequality
Shockingly, U.S. tax policy reforms – far from mitigating market income inequality – have exacerbated it.
Top marginal rates, which had been at 91 percent during the postwar economic boom, were lowered to
70 percent in the late 1960s and then cut in half by the Reagan Administration, and have hovered
around 40 percent since.15 Other taxes paid primarily by the wealthy – those on unearned income,
particularly capital gains and dividends – were also dramatically reduced during the 1980s. The United
States now has not only one of the highest levels of market income inequality in the developed world,
but also one of the least effective tax and transfer systems in terms of reducing inequality. Among the 32
OECD countries for which data are available, the U.S. ranks 28th in terms of the effectiveness of its
policies in reducing income inequality.16
What Can be Done? Implications of Rising Inequality for Social Security Policy
A range of remedies are available to policymakers. Some would account for slow and unequal wage
growth. Others would account for rising inequality in wealth and income from wealth.
Policy Responses to Slow and Unequal Wage Growth


Expand Social Security benefits
While Social Security benefits may have been adequate in the 1980s, slow and unequal wage
growth, cuts to Social Security benefits,17 and the collapse of the other two legs of the
retirement stool make benefits inadequate today and in the future, indicating a strong need to
expand Social Security beyond its current average benefit of $15,640/year.18 A leading
expansion proposal is contained in the Social Security Works All Generations Plan. It would raise
benefits by 10 percent across the board, up to a maximum benefit increase of $150/month
($1,800/year).19



Eliminate Social Security tax cap and credit contributions toward benefits
Both to reduce the harm that inequality is doing to Social Security’s existing finances, and to
fund the necessary expansion of benefits, Social Security’s revenue base should be broadened to
encompass high incomes. The payroll tax cap was already eliminated for Medicare Part A
(hospital) insurance in 1994, without any public outcry or clearly discernable impact on the
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economy. This suggests that eliminating Social Security’s tax cap is politically feasible, and poses
no significant threat to growth. Indeed, by helping to shore up Social Security’s finances and
fund expanded benefits, eliminating the cap would shift income from those with a lower
marginal propensity to consume (high earners) to those with a higher one (seniors and people
with disabilities), which should boost economic growth.


Stimulate wage growth
Just as important as incorporating growth at the top of the income spectrum into Social
Security’s taxable wage base, is stimulating wage growth in the middle and lower end of the
income spectrum. Several types of measures can be pursued in this regard:







Invest in infrastructure and in education and training. These are well-established means
of stimulating significant, long-term wage growth.20
Restore the minimum wage. This would not only help those immediately affected, but
also percolate up the income scale, with spillover effects boosting pay for the entire
bottom quarter of the wage spectrum.21
Pursue fiscal, monetary and trade policies aimed at achieving full employment.22 The
experience with full employment during the late 1990s showed that it not only helps
workers’ economic and retirement security, but also Social Security’s finances, both on
the revenue and the spending side.
Take measures that make it easier for low-wage workers to organize and bargain for
fair wages – in addition to full employment policies, which help greatly in this regard.
Continue efforts to lower health-care costs. The Affordable Care Act has shown initial,
extremely promising signs of headway in the fight to control health-care costs, but much
more could be done, particularly to lower prescription drug prices.23 Middle class
workers, in particular, would see their wages boosted by a reduction in health care
costs.24

Finding ways to stimulate wage growth is critical both to the economic and retirement security of the
American workforce, and to the long-term financial health of Social Security. The Social Security
Trustees Report estimates that stronger real wage growth – 1.76 percent per year, rather than the
currently projected 1.13 percent – would reduce Social Security’s long-term shortfall by over one-third
(35 percent).25
Policy Responses to Rising Wealth Inequality
One of the most effective ways to reform the revenue structure of Social Security to account for rising
income inequality is to subject investment income to Social Security contributions. Two promising ways
of implementing this are suggested here.


Incorporate high-earners’ investment income into Social Security
The Affordable Care Act has already set the precedent for subjecting investment income to
social insurance contributions with its new Medicare Net Investment Income Tax (NIIT). Starting
in 2013, it levies a 3.8 percent tax on the unearned income of those with modified adjusted
gross income (MAGI) above $200,000 ($250,000 for couples).26 Both to mitigate income
inequality, and to keep pace with overall income growth, Social Security should also incorporate
the investment income of high earners into its contribution and benefit base.27



Restore the estate tax to its 2000 level and dedicate it to Social Security
From the late 1930s through the 1970s, the top federal estate tax rate in the United States was
always 70 percent or above. From 1980 onward, the estate tax rate was substantially weakened,
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and in 2001, Congress scheduled the complete elimination of the tax after 10 years. The
exemption amount was raised to $5 million in 2011, adjusted for inflation thereafter, and in
2015 is $5,430,000 ($10,860,000 per couple). At such a high exemption amount, fewer than 2 of
every 1,000 estates – less than 1/50th of one percent of estates – now owe any estate tax.
Moreover, because estate tax is owed only on the amount above the exemption, and only after
deductions (e.g. for charitable donations), estates that end up being taxable owe, on average,
only 16.3 percent of their value.28 As the enormous sums of wealth accumulated since 1980 now
begin to enter estate taxation, it is critical that policymakers restore the estate tax to a robust
rate and sensible exemption level. Given the extreme level of income inequality in America
today, which has continued since the Great Recession with no end in sight,29 America should
restore the estate tax to what it was throughout the 1990s and 2000, a period which saw the
most sustained period of economic growth in three decades.30
Earmarking these revenues for Social Security is supported by both the history of the Social Security
program and the particular nature of the estate tax. In the early years of Social Security’s history,
Congress decided to allow the first generations of beneficiaries to receive far more in Social Security
benefits than their contributions plus interest would have yielded.31 Social Security’s funding challenge
today can be divided into two parts: the portion necessary to fund current and future benefits, and the
portion necessary to pay off the legacy debt. Given that the legacy debt was a national gesture of social
solidarity, it is not equitable to ask the bottom 94 percent of earners to disproportionately bear the
costs of servicing it, at a regressive contribution rate. Devoting estate tax revenues to Social Security
would be an elegant way of addressing this issue. It would service – and gradually pay down – the legacy
debt with revenue stemming to a large extent from families which have benefited most from the
sacrifices which the Greatest Generation undertook to make America a global economic superpower.
Without a strong estate tax, extreme wealth and privilege can be bequeathed from a millionaire or
billionaire to his or her heirs without the appreciation of assets over this person’s lifetime ever being
taxed: an estimated 55 percent of the value of estates worth over $100 million consists of unrealized
capital gains.32 A strong estate tax is society’s last chance to mitigate this key dynamic in the
reproduction of social inequality. And paying off the legacy costs of Social Security, freeing Social
Security to function as the sustainable social-insurance program of the broad and aspiring middle class,
would be an excellent use of these revenues.
Fully Funded, Expanded Social Security: The Cornerstone of Middle-Class Retirement Security in the
21st Century
Social Security has been a rock-solid foundation of the middle class over the past 80 years – always selffunded and never contributing to the debt. It has proven to be an effective, efficient means of providing
economic security to the broad middle class. In order to pick up the slack in employer pension provision
and individual savings, it should not only be restored to full solvency, but expanded.
It is important to remember that the combined effect of scrapping the cap and incorporating capital
income into Social Security would simply be that high earners would contribute to Social Security on all
of their income at the same rate as the typical worker does. Strengthening Social Security to better
reflect changes in our economy and society would make it the cornerstone for middle class retirement
security in the 21st century.
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