








15 The House that Roosevelt Built

and may be sold on the secondary market.”42 As Figure 3 demonstrates, non-marketable securities make up over one third of  

the United States outstanding debt securities. Although critics of  Social Security seem to be suggesting that non-marketable 

securities are somehow inferior to marketable securities, this is not necessarily true.43  In fact, the non-marketability – and the 

resulting stability of  value – of  Social Security bonds is arguably better suited for the purposes of  the Social Security program. 

As the Social Security Administration explains 

In the past, the trust funds have held marketable Treasury securities, which are available to the general public. 

Unlike marketable securities, special issues can be redeemed at any time at face value. Marketable securities 

are subject to the forces of  the open market and may suffer a loss, or enjoy a gain, if  sold before maturity. 

Investment in special issues gives the trust funds the same flexibility as holding cash.44   

42 See http://www.treasurydirect.gov/govt/charts/principal/principal_mark.htm.
43 This argument, to the extent it has any validity, reflects a budgetary, not a legal, perspective on Social Security.  As the Social Security Administration explains, “The 
assets of  the trust funds are required to be invested in interest-bearing securities guaranteed as to interest and principal by the full faith and credit of  the U.S. government. As 
a result, all assets are currently invested in nonmarketable special-issue obligations of  the Treasury. In scoring assets and liabilities for the federal government as a whole, the 
trust fund assets are generally assumed to be a wash: an asset for the trust funds, but an equal liability for the General Fund of  the Treasury. This is a valid perspective, but it 
does not lessen the claim that the trust fund assets have for future cash when needed. Trust fund securities have always been redeemed on maturity or when needed, and there 
is no risk of  default on these securities. Moreover, it is reasonable to assume that the financial markets understand that securities held by the trust funds may be redeemed in 
the future, requiring the Treasury to collect additional taxes, lower other federal spending, or borrow additionally from the public.  Available at http://www.socialsecurity.gov/
policy/docs/ssb/v70n3/v70n3p111.html.
44 See http://www.ssa.gov/oact/progdata/fundFAQ.html.

Figure 2: Social Security OASDI Treasury Bond
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In sum, the argument that the non-marketability of  Social Security bonds somehow makes the debt obligations less legitimate is 

a red herring.  The critical issue is the legal backing to which these securities are entitled to from the federal government.  And 

Social Security bonds enjoy the best possible:  the full faith and credit of  the United States.

Social Security Benefits and Their Legal Protection

From a legal perspective, much of  the criticism leveled at the Social Security program results from a misunderstanding of  its 

structure.  Some critics call it a “Ponzi scheme” or say it is merely an income transfer program from the young to the old.  Others 

say that workers have no ownership rights to Social Security benefits, and the program is subject to the whims of  Congress.  

Social Security is a pension plan.  It fits the traditional definition of  a pension plan as a “plan established and maintained … 

primarily to provide systematically for the payment of  definitely determinable benefits … over a period of  years, usually for life 

after retirement.”45 Social Security is not a 401(k) plan for wealth accumulation.  In a 401(k) plan, contributions go into individual 

accounts and workers are entitled to the value of  their accounts at a given point in time.  That value depends on the amount 

of  contributions and the market performance of  their account investments.  Social Security is a pension plan in the form of  a 

defined benefit plan.  In a defined benefit plan, workers do not own a proportionate share of  the pension plan’s assets.  They 

are entitled instead to a benefit from the plan that is payable at retirement and usually lasts for life.  Each worker’s benefit is 

determined by a formula in the plan, usually related to earnings levels and years of  employment.  Contributions to a defined 

benefit plan are held in a trust separate from the assets of  the plan sponsor.  The trust assets are pooled and invested to ensure 

that the promise to pay benefits to generations of  beneficiaries over long periods of  time and far out into the future can be kept.

Social Security is in no way a Ponzi scheme.  The central element of  a Ponzi scheme is an intent to defraud.  It requires an intent 

by the fraudster to obtain financial gain by cheating or stealing from contributors.  The Social Security program, in contrast, 

45 Treasury Regulation § 1.401-1(b) (1960).
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has paid out trillions of  dollars to millions of  Americans over the past seventy-five years.   

Neither is Social Security a wealth transfer system. It is a defined benefit plan. Current 

contributions to a pension plan belong to its trust, not to individual contributors.  Current 

contributions can be used to pay current beneficiaries; otherwise, trust investments are 

used for that purpose.  It is a judgment call by the plan trustees as to which makes more 

economic sense.  Further, it is unfair to criticize Social Security for failing to be what it 

never was intended to be – a wealth accumulation device like a 401(k) plan.  It is a defined 

benefit plan where participants earn benefits related to their employment histories, and it 

delivers valued and valuable income in retirement that 401(k) plans are not currently able 

to produce.46

Critics of  Social Security have also asserted that the program lacks critical legal protections for contributors and can be changed 

any time at the whim of  Congress.  They point to the reasoning in the Supreme Court’s fifty-year old decision in Flemming v. Nestor 

as support for their position.  Congress, of  course, can change any laws it wishes, except the laws of  physics, unless the Supreme 

Court disagrees.  A close look at Nestor, however, reveals that the Court said nothing to bring into question the legal validity of  

the Social Security trust or the integrity of  its bonds. 

Flemming v. Nestor was about a very different issue.  It arose in the context of  the anti-Communist fervor of  the 1950s.47  Nestor 

was deported in 1956 for having been a member of  the Communist Party from 1933 to 1939.  Nestor was denied further Social 

Security benefits under Section 402(n) of  the Social Security statutes, which provides for the termination of  Social Security 

benefits under these circumstances.  He sued, claiming, among other reasons, that his Social Security benefits were an accrued 

46 Available at: http://www.sec.gov/answers/ponzi.htm#PonziSchemes.	
47 Flemming v. Nestor, 363 U.S. 603, 610-611 (1960).

Why Is Social Security Not A Ponzi Scheme?

According to the SEC, a Ponzi Scheme is “an investment fraud that involves the payment of 

purported returns to existing investors from funds contributed by new investors...the fraudsters 

focus on attracting new money to make promised payments to earlier-stage investors and to 

use for personal expenses, instead of engaging in any legitimate investment activity.”45

Social Security: 

1) is not an investment scheme, it’s a defined benefit plan, 

2) has dedicated tax revenues, which are invested in legitimate investments, i.e.,  

    government bonds that pay real returns, and 

3) investment earnings are available to pay benefits if and when current tax revenues are  

    insufficient.
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property right protected by the Due Process Clause of  the Fifth Amendment.  

The Supreme Court disagreed.  It said, first, that Social Security contributions to the program are not the equivalent of  premiums 

used to purchase an annuity from an insurance company because benefits are based not on a worker’s contributions but on his 

or her earnings history.48 Therefore, Nestor had no contractual interest in his benefits protected by the Takings Clause of  the 

Fifth Amendment.  Second, it pointed to Section 1104 of  the Social Security statutes in which Congress reserved its “right to 

alter, amend or repeal any provision of  this Act.”49 The Court concluded

To engraft upon the Social Security system a concept of  ‘accrued property rights’ would deprive it of  the 

flexibility and boldness in adjustment to ever-changing conditions which it demands … That provision [to alter, 

amend or repeal] makes express what is implicit in the institutional needs of  the program … We must conclude 

that a person covered by the Act has not such a right in benefit payments as would make every defeasance of  

“accrued” interests violative of  the Due Process Clause of  the Fifth Amendment.50

What is the lesson of  Nestor?  It is really about the vesting of  Social Security benefits, that 

is, whether contributors have a non-forfeitable right to a benefit based on the amount and 

timing of  their contributions under the Constitution.  The Supreme Court said, no, Congress 

can set conditions beyond contributions for the receipt of  benefits.  This is not a surprising 

result.  The concept that workers had an earned right to their pension benefits effectively 

did not exist at the time Social Security was enacted.  Until relatively recently, vesting rights 

in private sector pension plans were rudimentary.  In 1940, federal law only required vesting 

(to the extent the plan was funded) in private sector plans when a participant reached normal 

retirement age (generally, age 65) or the plan terminated.51  Employers could voluntarily 

adopt a vesting schedule for their plans, but even then participants could forfeit their benefits 

under a “bad boy” clause like the one Nestor encountered.  This remained the law at the 

time Nestor was decided.  It was not until 1974, almost thirty-five years after Social Security 

was created, that the Employee Retirement Income Security Act imposed mandatory vesting 

schedules on private sector plans and did away with bad boy clauses.  But even then, and 

continuing through today, federal law gives special leeway to pension plans sponsored by governmental entities in terms of  

vesting, leaving that issue to the discretion of  individual states and the federal government in the design of  its own plans.   

It is also not surprising that the Court validated the reservations of  rights provision in the Social Security statute.  Such a clause 

is standard operating procedure in private sector pension plans so that plan sponsors retain some flexibility to adjust their benefit 

programs in response to changing conditions. The Court concluded that the law underpinning Social Security is entitled to 

remain flexible for similar reasons because

[The] program was designed into the indefinite future, and its specific provisions rest on predictions as to 

48 The Supreme Court is affirming here that the structure of  Social Security program is a defined benefit plan.
49 42 U.S.C. § 1304 (1954).
50 Flemming v. Nestor, supra footnote 41.
51 Isadore Goodman, “Vesting Under Erisa,” CCH Pension Plan Guide 159, April 14, 1978. 
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expected economic conditions which must inevitably prove less than wholly accurate, and on judgments and 

preferences as to the proper allocation of  the nation’s resources which evolving economic and social conditions 

will of  necessity in some degree modify.52

So, are the critics correct?  Does Nestor mean that Congress can do as it pleases with Social 

Security contributions?  No, it does not.  The Supreme Court in Nestor merely upheld the 

constitutionality of  the power Congress reserved to itself  to change the benefit structure 

of  the program.  Neither does Nestor bring into question the legal structure of  the Social 

Security trust or the validity of  its bonds.  Nestor speaks only to the payment of  benefits 

from the trust.  It says nothing about the structure of  the trust itself, its obligations and 

responsibilities to hold contributions into the program, or the assets it holds in the form 

of  government bonds and their validity. In fact, the Court explicitly recognized that Social 

Security “tax proceeds are paid into the Treasury...and appropriated to a Trust Fund, from which 

benefits and the expenses of  the program are paid....It was evidently contemplated that receipts would 

greatly exceed disbursements in the early years...surplus funds are invested in governmental obligations, and 

the income returned to the Trust Fund.”53

Fifty years after Nestor, it is not at all clear where and where not the Court would sanction 

more expansive Congressional action under its power to amend the program, such as 

forfeiting the expected benefits of  a large segment of  the population or defaulting on the 

Social Security bonds.  The Court has not been asked to decide such issues. The Court 

has said, however, Congress is subject to “constitutional constraint” in actions that lead to 

“defeasance” of  “accrued” interests, which actions may not be “utterly lacking in rational 

justification.”  In addition, the concept of  vesting rights for pension-like benefits has 

matured in the eyes of  the public and in the law. Further, the benefits provided by the 

Social Security program have increased in importance in the financial well-being of  the 

elderly.  And the trust fund consists of  trillions of  dollars of  tax revenue dedicated to the 

program.  Such issues may well come before the Court in the future but Nestor does not 

necessarily determine how the Court might resolve them.

Social Security and The Federal Deficit and Debt

Social Security is a partially pre-funded public pension plan that has substantial assets in its trust fund.  The Baby Boomers have 

done much to pay in advance for their retirement. It is well recognized, however, that the changing demographics of  American 

society require adjustments in the Social Security program from time to time to keep it in “actuarial balance” for the next 

seventy-five years.54  It is also well recognized that the program needs only modest adjustments to satisfy that standard.55

52 Flemming v. Nestor, supra footnote 41.	
53 Flemming v. Nestor, supra footnote 41.
54 See footnote 7, The Trustees Summary of  the 2011 Annual Report, p. 9.
55 The Urban Institute, “The Future of  Social Security:  Solvency, Work, Adequacy and Equity,” Program on Retirement Policy, Brief  # 31, November 2010.  Available at: 
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Why are so many convinced that the program is broke or bankrupt or a major contributor to the U.S. deficit?  In part, many do 

not understand the legal structure of  the Social Security trust.  Others choose to ignore it. Some genuine confusion arises from 

the projections of  economists and fiscal analysts who focus on overall federal revenues and spending.  For their purposes, there 

is no real economic difference between contributions to the trust funds or from general tax revenues. Many take the position, as 

David Stockman did in the 1980s, that a tax dollar is a tax dollar and “federal receipts [are] fungible, and all claims [have] to be 

justified in competition for every other national need.”56

But budget analyses are essentially just a theoretical exercise under the Congressional 

Budget Act, which attempts to impose discipline on Congress’ own spending and 

revenue raising committees.  It confers no authority to either appropriate or authorize 

spending or to raise or modify taxes.  In fact, since 1993, the Social Security trust fund 

has been considered to be “off-budget” and is exempted from any general across-the-

board budget cuts.57 But many budget analyses continue to report Social Security as 

if  it were still “on-budget” to provide what they see as a more complete picture of  

government spending and revenue raising.  When they do so, the result contradicts the 

perception that Social Security is a major driver of  the federal deficit.  In fact, Social 

Security has for decades been “a cash cow that provides excess funds to the remainder 

of  the federal budget.”58 In other words, Social Security revenues have masked the size 

of  the federal deficit, not expanded it.

The role that Social Security plays in the federal debt is more complex.  The federal government must repay the trust fund bonds 

when due because they are entitled to the full faith and credit of  the United States.  Social Security bonds have the same right 

to be repaid as other government debt entitled to the full faith and credit of  the United States, such as a savings bond held by 

a child, a 30-year bond held by a foreign government or a federal government bond fund held in a 401(k) plan.  It is important, 

however, to put the debt owed to Social Security in context.  As of  January 2011, the total public debt outstanding was $14.13 

trillion, as follows:

•	 Debt held by the public, U.S. Treasury securities held by institutions or individuals outside the United States 

Government equal to $9.49 trillion

•	 Intragovernmental holdings representing U.S. Treasury securities held in accounts which are administered by the 

United States Government, such as the Social Security Trust Fund, equal to $4.64 trillion.  

•	 The Social Security trust fund represents $2.5 trillion or just 18% of  the total federal debt.59

 Obviously, if  the debt to Social Security could be made to disappear or to shrink, then the federal government’s fiscal position 

would substantially be improved.  The desire to do so in large part explains the constant refrain that the Social Security trust does 

not exist and its bonds have no substance.  

http://www.urban.org/publications/412253.html.
56 See footnote 4, The Battle for Social Security:  From FDR’s Vision to Bush’s Gamble, pp. 229-230. 
57 See http://www.ssa.gov/history/BudgetTreatment.html.
58 Douglas Holtz-Eakin, “The Fed and an Uncertain Fiscal Future,” Cato Journal, Vol. 27, #2, Spring/Summer 2007: 232.
59 See Treasury Direct, “Monthly Statement of  the Public Debt of  the United States, January 31, 2011.” January 31, 2011. Available at: http://treasurydirect.gov/govt/re-
ports/pd/mspd/2011/opdm012011.pdf.
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The fact remains, however, that we are a nation of  laws, not budgets. As this brief  has shown, the legal status of  the trust 

is clear, as is the status of  the bonds in which the trust fund reserves are invested. The Social Security trust is a legal entity, 

with legal obligations and restrictions. The Treasury can neither divert funds away from the trust fund, nor refuse to honor 

obligations to the trust fund, any more than it could cease paying Social Security benefits themselves, without a change in the 

law.  The importance of  this restriction cannot be overstated: the law requires Social Security revenues to be held and invested 

in government bonds in the trust funds, to be used only for Social Security program purposes, and that is exactly what has taken 

place over the entire history of  the Social Security program.  

Conclusion

There are many who would have the American people believe that the house 

that Roosevelt built for Social Security never existed.  There are many others 

who would say the house must be foreclosed upon or bull-dozed to make way 

for a new structure.  But President Franklin Delano Roosevelt’s genius was 

to intentionally structure the Social Security program to stay standing in the 

face of  the continuous political winds of  opposition he predicted would blow 

against it.   The two most critical elements of  his design are 1) the earmarked 

payroll-based insurance contributions and 2) the trust fund. President Roosevelt 

understood deeply the explicit economic and social compact he was making 

with the American taxpayer: Contribute from your earnings today, and you will receive your benefits in retirement. “We put those 

payroll contributions there so as to give the contributors a legal, moral, and political right to collect their pensions,” affirmed 

President Roosevelt. “With those taxes in there, no damn politician can ever scrap my social security program.”60

Whether the house that Roosevelt built for Social Security is strong enough to withstand today’s gale force political winds 

is unclear.  But one thing is clear: if  Social Security does not remain standing, it will not be because of  any “legal, moral, or 

political” defect in the original structure.  Social Security exists not as an exercise in economic theory or the product of  fiscal 

analysis, but as a matter of  law.  There is a trust, there is a trust fund, there is a funding source, and there are investments, all 

defined by a body of  law that has existed for over seventy-five years.  No significant changes can be made to Social Security 

without a change in its legal structure by Congress. 

Ultimately, the fate of  Social Security is a moral and political question.   “The trust fund has strengthened a social compact 

based on the explicit exchange of  taxes in return for future benefits, encouraging millions of  American workers to rely on the 

government’s commitment.”61 By and large, the American public stands strongly behind the Social Security program and their 

compact with their government. They themselves think the house provides necessary shelter for those who are elderly, have 

disabilities, or are dependent children.  They have consistently indicated they would be willing to pay more to bring it up to 

60 See footnote 5, Dewitt.
61 Patashnik, supra footnote 22, p. 93.
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current code.62 Even polls that inappropriately conflate the budget deficit with Social Security solvency issues reveal strong public 

support for the program.63

The American people have an enormous moral and economic stake in the program and its future.  Congress has required them 

to contribute to the program, and, in exchange, they have been promised benefits.  Their extremely positive opinions about the 

program, however, have seemingly fallen on deaf  ears in the current political debate around the future of  Social Security.  The 

fate of  Social Security rests not on law or economics, but on politics.  Ultimately, the central question is whether Congress will 

honor the commitment made to generations of  Americans through the Social Security program and the will of  the American 

people itself. 

62 AARP Survey, pp. 13-16; Janice M. Gregory, Thomas N. Bethell, Virginia P. Reno, and Benjamin W. Veghte, “Strengthening Social Security for the Long Run,” National 
Academy of  Social Insurance Issue Brief, No. 35, November 2010,  p. 9.  Available at: http://www.nasi.org/sites/default/files/research/SS_Brief_035.pdf.  In addition, 
results from the unbiased General Social Survey of  the National Opinion Research Center at the University of  Chicago conducted between 1984 and 2010 indicate that the 
American public places a consistently strong value on Social Security.  In 1984, 54% felt the U.S. was spending too little on Social Security while only 10% felt it was spending 
too much.  In 2010, 58% felt the U.S. was spending too little while only 8% felt it was spending too much, and Social Security was the 4th ranked spending priority. See Tom 
W. Smith, “Trends in National Spending Priorities, 1973-2010,” General Social Survey, National Opinion Research Center, University of  Chicago. (March 2011). Available at: 
http://www.norc.uchicago.edu/NR/rdonlyres/17B3AD1F-1BB4-4B29-B8D7-7C823EE00A70/1820/SpendingPrioritiesRpt_08March2011.pdf. 
63 See Ipsos/Reuters Poll (March 2011). Available at: http://www.ipsos-na.com/news-polls/pressrelease.aspx?id=5157; Harris Poll of  February 14-21 (2011). Available at: 
http://www.harrisinteractive.com/NewsRoom/HarrisPolls/tabid/447/mid/1508/articleId/719/ctl/ReadCustom%20Default/Default.aspx; and Wall Street Journal/NBC 
News poll (March 2011). Available at: http://online.wsj.com/article/SB10001424052748704728004576176741120691736.html.
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