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Introduction

History teaches that we must be on our guard to protect liberty
when the government’s intention is beneficial. The U.S. Con-
gress unfortunately did not heed this lesson when it passed
President Franklin D. Roosevelt’s proposals for a Social Se-
curity system. Since then the scheme not only has grown into
a mammoth transfer apparatus but also has become the central
pillar supporting our social and political structure. It is the most
popular and formidable of all entitlement programs. Well nigh
untouchable, it is exempt from political review and budget
restraint even when massive deficits are suffered and lesser
programs are cut. The Reagan Administration confirmed it and
the Johnson Medicare system when it not only kept both off
the ““cutting table” but also reinforced them with ““catastrophic
insurance” and “‘nursing care.”” The Republican “Contract with
America’ even promised to improve the benefits by allowing
senior citizens ‘“‘to earn more without losing Social Security
benefits” and to reduce the taxes they have to pay on those
benefits.

The system is powerful and influential because it has the
enthusiastic support of an important, growing social class:
the elderly. Some thirty-five million elderly Americans sing the
praises and beat the drum for Social Security and Medicare
which has made them beneficiaries of the most massive transfer
system ever devised. They glorify it because they are reaping
a hundredfold gain on the money they contributed. The maxi-
mum contribution from the beginning through 1949 amounted
to one percent on $3,000 annual income, or $30 a year. In 1950
it rose to 1.5 percent, or $45, and thereafter continued to creep

3




4 INTRODUCTION

up in smali increments. Few old-timers, 1if any, contributed
more than 51,000 with interest on interest during their working
years, By drawing Social Security now and availing themselves
of Medicare benefits many retirees enjoy returns which are
hundredfold or, alter a few Medicare weeks in a hospital, even
thousandfold. They cry out in fear against any suggestion of
Social Security reform.

They need not panic! We see no real opposition on the po-
litical and intellectual horizon. Few writers dare to touch the
system; legislators without exception would enlarge it and in-
crease its outlays by many billions of dollars. A solitary critical
argument points at its income statement and balance sheet.
“The system will run out of funds,” we are told. “It will be
bankrupt in the year 2020 or 2030. We can no longer afford
it.” Such arguments actually are counterproductive as they in-
vite a search for additional funds. They do not touch the core
of the system, but implicitly accept and approve of it by lim-
iting the discussion to its finances. The “empty-pocket argu-
meni” evades the discussion of the immorality of the system;
its intrinsic exploitation of one class by another, fostering eco-
nomic and social conflict; its discouragement of saving and
self-reliance; its erosion of the moral fiber of the people making
them believe that the paternal state rather than their own efforts
is responsible for their well-being. In shore, the Social Security
system provides a fertile breeding ground for a political and
economic command system. The forerunner and model of all
modern Social Security systems, the German system of the
1880s, paved the way; it conditioned the German mind and
psyche for the omnipresent, omnipotent state and caused the
downtall of Germany in two World Wars.

The American system of Social Security is comparable in
design and appearance. It has fundamental structural flaws
which have given rise to a great number of reform proposals.
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Some would write the old prescription: more benefits for more
retirees and higher tax extractions from the working popula-
tion. Some proposals would make a few minor cosmetic ad-
justments such as increasing the retirement age by several
years, while some would freeze the cost-of-living adjustments.
Some would even reorganize the system along the lines of a
private retirement savings structure.

Several legislators would reduce Social Security payroll
taxes by 1 percent each for both employers and employees and
place the savings into mandatory Individual Soctal Security
Retirement Accounts. Individuals would own the accounts and
instruct bonded money managers on how to invest the funds.
Upon retirement the benefits would consist of two parts: the
regular Social Security payments and the annuity income {rom
the investment account,

Another bill would raise the full-benefit retirement age to
70, phased in over 30 years, fimit some COLAs (Cost of Living
Allowance), reduce spousal benefits, cut Social Security pay-
roll taxes by 1.5 percent, and require contributions to IRAs for
all members under age 55, starting Januvary 1, 2000. Another
yet would reduce the benefits by CPI (Consumer Price Index)
calculation adjustments to prevent benefit increases beyond ac-
mal inflaton. It, too, would allow workess to reduce their
OASDI (Old-Age and Survivors Insurance and Disability)
taxes by 1.5 percent which would have to be deposited in their
personal retirement accounts.

Several senators introduced legislation that would delay the
full-benefit age to 70 by 2030, fimit COLAs, reduce spousal
benefits, and allow workers to invest 2 percent of their OASDI
payroll faxes in their own personal investment plan. The pro-
posal also would alfow the Social Security Administration to
invest up to 25 percent of its total funds, presently amounting
to some $400 billion, in stocks and bonds, which would make
the Administration the biggest player in the capital market.
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Many Social Security reformers like to point to Chile and
draw conclusions from ifs reorganization and privatization ex-
perience since 1981. José Pifiera who as Secretary of Labor led
the reorganization readily admits that it was no complete pri-
vatization (Cato Policy Report, July/August 1993); the govern-
ment is still responsible for many features of the new system.
It requires that at least one half of portfolio assets be held in
government securities. It forces workers to contribute no less
than 10 percent and no more than 20 percent of their wages
into an account they own outright. At the inauguration of the
reform the workers were given the option of staying in the old
system or joining the new. Those who joined the new were
given ‘‘recognition bonds’ which compensated them for their
coniributions te the old system. Young workers entering the
labor market have no such choice, they are all assigned to the
new.

Today, some 15 vyears later, the system is paying old-age
pensions that are 40 to 50 percent higher than those paid by
the old system. The Chilean savings rate has soared to that of
the Asian tigers. Moreover, the popularity of the system has
permitted the government to proceed with yet other privatiza-
tions such as the energy and telecommunication industries.

Few American reformers lock toward Chile for inspiration
and guidance. The Chilean reform, after all, was introduced
and enforced by a military junta that had seized power in Sep-
tember 1973, This political background together with the po-
litical repression which continued throughout the 1980s make
any reform a la Chile unsavory and unacceptable. Moreover,
any reform introduced by brute force tends to be short-lived
even if it is accompanied by lengthy explanation and indoctri-
nation. This is why we believe that the last chapter of the Chi-
lean reform has not yet been writien.

In a free society all power flows from public opinion, which
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is the opinion of a few thousand thought leaders. Government
is founded on public opinion as are public laws and regulations.
Economic and social reforms are guided by public opinion
which, in our age of electronic media, may change swiftly and
unexpectedly. It usually is unmoved by cost and economy. It
chooses between good and bad or, what it believes to be, moral
and evil. Things are called good or bad in reference to the
public perception of morality. This is why any reform of the
Social Security system must proceed from the high ground of
goodness and morality; any other ground, no matter how ra-
tional and economical, is bound to disappoint.

Abraham Eilis" The Social Security Fraud seizes the high
ground of morality which permits him to attack courageously
with conviction and force. To him, the system is an offshoot of
“the something-for-nothing philosophy, the free lunch syn-
drome.” It permeates American politics and leads politicians
to pander to the numerically powerful group of elderly voters.
In addition, there are the jobholders and their families who
administer the vast Social Security program. What politician
has the courage to tell the truth? Yet, Abe Ellis does not despair:
he closes on a positive note that points toward the light of
freedom:

“Security will never come from a Social Security systern in
an expansive Welfare State. It can only be realized when the
source of security is discovered to lie within the individual
himself. This simple truth makes it mandatory that the collec-
tivist trend acquiring such great momentum in the 20th century
must be reversed. It may be too late because power is not freely
abdicated. The remedy requires that the people must reacquire
the liberties they gradually surrendered to the State.” They
must regain liberty with wisdom and virtue which are their own
reward.

Hans F. Sennholz
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The Birth of Social Security

AFTER the 1929 stock market crash, America suffered a
massive stroke and was paralyzed. In the 1930s banks were
closing their doors, many never to reopen, factories were
shutting down and farmers were in revolt preventing local
sheriffs at the point of a shot-gun, from executing court de-
crees directing them to foreclose on defaulted mortgages. in
the winter of 1935, 6 years after the onset of the depression,
29 million Americans or almost 20 percent of the entire
population were on the dole. Not all of them were selling
apples on city streets to supplement their relief payments.
The grim joke was current that hotel clerks in major cities
were inquiring whether prospective guests wished to rent
rooms on upper floors for sleeping or jumping.

America was just as rich in natural resources in the thirties
as it had been a decade before. Its factories and farms were,
if anything, more modern, its people justas industrious; it had
had a long period of peace and had met with no catastrophic
disasters. What then went wrong? When President Franklin
D. Roosevelt delivered his inaugural address on that gloomy
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12 THE SOCIAL SECURITY FRAUD

Saturday, March 4, 1933, he succinctly voiced the prevailing
mood when he said “Only foolish optimism can deny the
dark realities of the moment”. Financier Bernard Baruch had
just said three weeks before, “I regard the condition of the
country the most serious in its history”.

It was natural that with the worsening of the depression
and from 1930 to 1935, the Federal Government invented
and organized crash programs on a temporary relief basis
hoping that as in all prior economic depressions, the private
sector would ultimately recover and absorb the unemployed.
After all, the business cycle was nothing new.

Among the many such programs adopted by the Federal
Government in its attempt to hasten the recovery of the
economy which seemed obstinately determined to remain
sick, were the NRA, WPA, PWA, AAA, CCC, CWA,
FERA, RFC, etc. (I use initials for the sake of brevity as the
names if spelled out in full would be of little meaning anyway
to the post-depression generations of today.) Peculiarly, they
seemed to be of no help whatsoever in alleviating the crisis
which continued to deepen.

It took the massive rearmament occasioned by Hitler’s rise
and the approach of the Second World War to artificially
stimulate the economy and quickly solve the unemployment
problem in both America and Germany. Nine vears after the
start of the depression things were just as bad. Hitler, how-
ever, succeeded in ending the depression where the college
professors, the politicians, and the New Deal had failed.

It was this depressing and horrible state of affairs in Amer-
ica, that gave birth to the Social Security System as we know
it now. It is inconceivable that Social Security legislation
could have been passed in the halcyon days of 1928. It
needed the right climate.

Plans and suggestions for ending the depression were com-



THE BIRTH OF SOCIAL SECURITY 13

ing from all sides. Even the medical profession was promi-
nently represented. In 1933, Dr. Francis E. Townsend came
out for a flat pension of $200. per month to everyone who
attained the magical age of 60. One of the conditions of his
plan which gained great popularity, was that the recipients
had to spend the $200. each month as they received it. The
Townsend plan was to be financed by a 2 percent transactions
tax. Radio programs mushroomed plugging the good Doc-
tor’'s version of security for the aged and Townsend Clubs
were being organized by the thousands. In addition, substan-
tial support was developing in Congress itself for this simplis-
tic, crack-pot scheme.

Obviously the prevailing mood called for action—which
was not long in coming. In 1934, a study group was organized
under the auspices of the Federal Government, which sub-
mitted its report to Congress early in 1935. Everybody was
for it. It received enthusiastic bipartisan support, even to the
extent of the Republicans’ denouncing President Roosevelt
for having waited so long in getting a Social Security program
before Congress. It became the law of the land on August 14,
1935.

This child of the depression was named the ‘“Social
Security Act of 1935.” It provided for Federal grants-in-aid
to approved state programs for aid to the aged and estab-
lished a nationa! system of old age insurance. In addition,
with respect to unemployment insurance, a system of federal-
state cooperation was adopted in lieu of leaving unemploy-
ment compensation exclusively to the individual states. As to
the unemployment insurance program, without going into
too great detail, the Social Security Act of 1935 provided for
a tax-offset scheme intended to stimulate action by the states
in accordance with minimum standards rather than to define
what each state had to de. In such cases the federal govern-
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ment allocated certain funds to all the states which con-
formed to its requirements. Within two years all the states
qualified, meeting these minimum standards, but still leaving
themselves plenty of leeway to choose the type of unemploy-
ment compensation plan they wanted which varied as to
coverage, contributions, reserves, and benefits.

From these grants-in-aid the qualifying states were enabled
to make cash payments to the needy aged, dependent chil-
dren, the blind, and those permanently and wholly disabled,
supplementing federal funds with their own. There were ad-
ditional appropriations in the form of welfare services for
mothers and children in rural areas and in economically dis-
tressed places, and for crippled, homeless, dependent chil-
dren. Also those children who were found to be in danger of
becoming delinquent were provided for.

Health insurance was also seriously considered for inclu-
sion in the original Social Security Act, since this type of
social insurance was prominent in Europe. England had had
a health insurance law since 1911. However, it was not until
some thirty years after the passage of the Social Security Act
that medical coverage in America became a part of the Social
Security system.

It is not within the scope of this work to examine in detail
the unemployment insurance or the public assistance to the
needy features or the medicare provisions of the Social
Security system, except incidentally. What is examined is the
general search for security that in recent years has tended to
incline heavily towards the Federal Government. Through
the Social Security System it has willingly assumed the role
of providing this security, resulting in a great proliferation of
new activities in an attempt to insure against the hazards of
old age and illness.

The primary concerns of this book are with the main fea-



