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In 1935, the U.S5. C(Congress enacted the Social Security Act to
create an effective system of retirement insurance. In 1956, Congress
added disability insurance to this system.1

The basic goal of this Social Security Act was to protect men
and women against poverty during old age and disability. Social
Security should provide temporary or permanent payments to persons in
cases where a consistent means of regular personal income has ceased,
It should also continue a family income if the current income stops
because of death or disability.

The risk of being disabled and therefore unable to work hard or
of Leaving a dependent after one's own death is generally not equally
distributed among individuals. To spread this risk over the whole
society requires a national insurance which covers almost everyone in
a society, both low risk and high risk people.

Since 1937, covered workers have paid an increasing part of
their wage income into an insurance policy in the hope of getting
retirement benefits, or disability benefits in the case of permanent
temporary disablement (since 1956). 1If the head of a household dies,

the survivors in this family receive survivor benefits (since 1939).

e e S e e e -

7. A National Health Insurance is also a part of the Social
Security system since 1965 but is not included in this paper. Payroll
tax rates are net of the rate levied for the Health Insurance.



While the number of workers covered by this law was 32.9 million
in 1937, this figure increased to 114.0 million in 1979, The term
"covered worker" includes wage and salaried employees in industries
and farms as well as domestic workers,

In addition to this group of workers, there are self-employed
individuals which are covered by this law: doctors, lawyers, etc. The
number of covered self-employed increased from 2.42 million in 1937

to 5.92 million in 1977.

The Social Security Financing

AlLL the benefit payments and administrative costs of the 0Old
Age, Survivors, and Disability Insurance (0ASDI) are financed by two
separate funds. The 0ld Age and Survivors Insurance Trust Fund
{OASITF) provides payments for retired individuals or their survi-
vors. The Disability Insurance Trust Fund (DITF) is reponsible for
disabled workers and their dependents.

These two trust funds have two similar kinds of revenues. The
most important sources are the contributions from covered workers,
their employers, and the self-employed.

The basic idea of the 1939 Act was a self supported security
system of contributions from employers and employees who where
covered wunder the given lLaw. ALl the tax revenues in & given year
were used for benefit payments in the same year. This pay-as-you=-go
financing procedure led 1to an one percent tax rate on the first
$3,000 earnings for both employer and employee in the years 1940 to

1949,



In the year 1983, the OASDI tax rate is 5.4 percent for the
first $35,700 of earnings for each contributor. For self-emploved,
the calculated tax rate is 75 percent of the combined employer and
employee tax on the same tax base.

A 1950 Act changed the strong pay-as-you-go practice to a modi-
fied system of financing the benefits. The legislature agreed to
slightly higher payroll taxes in order to accumulate encugh capital
assets for times of declining revenues, caused by high unemployment
rates in a weak economy. This "buffer" should avoid a tax increase in
such poor economic times at the given Llevel of ocutgo and a declining
amouﬁt of payroll taxes, The 1972 Act described this way of financing
the Social Security as '"current cost basis."

The net contribution income for 1981 had been $119,016 million
for the OASITF, and $12,589 million for the DITF.2

Far Less important is the amount of interest income out of the
trust funds' assets. Only $2,061 million, (i.e., 1.7 percent of all
receipts out of the OASITF) and $272 million, (i.e., 2.1 percent of
all receipts out of the DITF) came from interest payments on trust
funds' assets in 1981.

According to the 1972 Act, interest revenues should cover 5 to 6
percent of the total OASDI expenditures each year, and equal about

three times as much as necessary to pay the <costs for the

administration.

- N e e R A A Em

2. See Social Security Administration, Social Security Bulletin,
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(Washington, D.C.: Government Printing Office, Octcber 1982), pp. 27,
38.
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The 1fwo Independent trust funds showed in the past an almost
identical situation of decreasing and increasing assets. In 1975 both
trust funds reached their highest lLevel. In the years following, a
detrease in the amount of assets occured; 1in 1982 the trust funds

were nearly depleted (See Figure 1),

Figure 1
OASITF and DITF Assets Since 1950.
Total assets
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The OASDI had in 1966 a surplus equal to the amount reguired to
pay one full year of benefits; by September 1982 that figure had
dropped to less the amount reguired to pay just one month of bene-
fits. Therefore, as Llong as the monthly benefit payments of both
trust funds exceed the monthly interest revenues plus the contribu~
tions from covered workers, the total assets in the trust funds will

decline.



The Benefit System

In June 1982, 35.46 million beneficiaries got a monthly check
from the Q0ASD Insurance. The total amount of benefits in this month
has been $13,100 million, an increase of 8.6 percent compared to June
1981, The average benefits have been $289.63 for children of deceased
workers, %415.94 for a retired single worker, and $442.85 for a
disabled worker with a fam'i{y.3 The benefits for every retired,
disabled, or dependent individual are <calculated separately by
schedules which change yearly.

The first step 1in finding the benmefits for a newly retired
individual is to determine the average indexed monthly earnings
(AIME}. To this end, all the annual wages in the previous years of
work since 1951 are multiplied by an inflation index for the specific
year, added and divided by the sum of years times 12 months.

An exeption can be made in this procedure. People may choose, if
téey wish,tc improve their AIME by neglecting the Lowest 5 years in
their Llife earnings.

With this AIME, which differs for each cohort of persons attain-
ing the retirement age, the primary insurance amount (PIA) is ca}cuf
lated by using an annually changing benefit formuta. FIA is a certain
percentage of AIME, which already has been computed. A married couple

receives 50 percent more benefits if both parties are at the retire-

ment age of at least 62 years.

- — e A e e e e

3. Social Security Administration, pp. 34, 35.



Table 1

The Calculation of the Primary Insurance Amount
for the 1983 Cohort

PIA 90 percent of the first % 254 of AIME
+ 32 percent of the next $1,274 of AIME

+ 15 percent of the AIME in excess of $1,528

The minimum PIA in 1983 is $122 for a disabled or retired worker
aged 65 at the time of retirement.

A maximum family benefit (MFB) is provided tec beneficiaries if
the family size consists of the retired worker, his wife, and one
child., In this case, the family payments are based on the computed

PIA, (See for this Table 2.)

Table 2
The Calculation of the Maximum Family Benefit
for the 1983 Cohort
MFB = 150 percent of the first $324 of PIA
+ 272 percent of the next $144 of PIA
+ 134 percent of the next $142 of PIA

+ 175 percent of PIA in excess of $610

The actual calculated benefit payments for the years following
retirement are adjusted automatically to maintain constant purchasing
power. The beneficiary and his family receive for the rest of their
lives the Llevel of real benefits established 1in the year of

retirement.



During the past, one or the other of two indexes was used for
this adjustment: the annual rate of increase in gross wages on the
one hand, and the growth rate of the consumer price index (CPI) on
the other. Today, the U.S. Department of Labor uses the (PI growth
rate for the adjustments on every January. The 1972 Act inveolves an
additional adjustment in June if the CPI of one guarter year exceeds
the price Level of the preceding quarter by 3 percent or more,

To receive old age benefits, both males and females must be at
Least 62 vyears old and must have contributed payroll taxes for at
Least 26 quarters of coverage (QC).4 At this minimum retirement age,
benefits are BD percent of the standard pension, which is provided
for those aged &5 or over,

AlLL benefits for retired people below 70 years are paid only if
there is no other substantial labor income during the time of retire-
ment. Any income up to $6,600 (for retirees age 62 to 65 it 1is
$4,920) has no influence on the monthly benefits. For every additio-
nal dollar earned, 50 cents of the benefits are cut. This procedure
is called tﬁe earnings test. Payments of all benefits to people aged
70 and over is made without any restriction.

Survivor benefits are provided to widows and widowers at the age
of 60, or at the age of 50 if the survivor is disabled.5

The disabled get benefits if they are unable '"to engage in any

- e R e Ee e e S Em Em

4, One quarter of coverage ( QGC ) is defined in 1978 as an
taxable income of % 250. Four QC are given, if the earned income is $
7,000 ,or more in one year. See Robert J. Myers, Social Security 2d

- am e g e e

ed. (Homewood,Ill.: Richard D. Irwin, Inc., 1981}, p. 41.

5. For exceptions see Robert J. Myers, p.41 .



substantial gainful activity by reason of any medically determined
physical or mantal impairment.”6 These payments could be temporary or
permanent.

Other kinds o¢f benefits are auxiliary benefits and Llump=-sum
death payments. Auxiliary benefits are provided if the retired or
disabled individuat is married and has a husband or wife who is 65
years or older, In this case the additional payments are 50 percent
of the PIA. If an insured individual dies, O0ASDI provides a cone-time

full payment of $255 to the surviving spouse. This is <called the

Lump-sum death payment.

e L e o e

6.Robert J. Myers, p. 45 .



The Demographic Stucture ¢

The structure of the U.S. population today is the result of
several events in the past. Exogenous and endogenous variables of the
population growth rate influenced the birthrate at the time of the
event as well as the birthrate in the following second generation, In

the 1980 population-age-pyramid, three dominant fluctuations remain:

7
1. The deep cut in the fertility rate during the great

depression in the early thirties.

2. A baby-boom in the early fifties , when the economy
recovered after World War II, with a fertility rate of 3.7

children per woman in 1957,

3. A continuing baby-bust since 1970, with the lowest
fertility rate of 1.8 in 1975. The present fertility rate (in
1980) was 1.88 children per woman. In order to have a constant
size of population over time, the fertility rate has to be at

least 2.1 children per woman.

The current population-égé-pyramﬁd is therefore marked by a cut
in the age class of 40 to 49 years and 0 to 10 years, and an expan-

sion at the age classes of 20 to 29 years. In the remaining age

————— i —————————————
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7. Fertility rate: Average number of children that would be
born alive to a woman during her lifetime if she were to pass through
all her childbearing years conforming to the age specific fertility
rate of a given year ". Peter A, Morris, "Demographic Links to Social
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classes there exists a downward sloping number of people as =age
increases. In order to have a constant size of population over
time, the fertility rate has to be at least 2.1 children per woman.

The fertility rate is influenced by social and economic issues.
The employment of females and their changing role in the family and
the society is the most important factor in this context. Statistics
of the labor force participation rate8 for females since 1940 show an
iﬁcrease of this rate from 26.7 percent (1940 ) up to 51.1 percent
(19?9).9 Employed women tend to have fewer childern than women out-
side the labor force in the same age. Furthermore, modern contracep-
tives provide women {(and couples) with family planning.

Another fact in the change of the U.S. population is a2 growing
life expectancy for men and women in the last four decades. One
reason for this is ketter health due to modern medicine and higher
standards of nutriton. A child born in 1940 had an an average age
expectancy of 63.6 years. Thirty-eight years later, a newborn child
will have a Llife expectancy 10 years longer. Sex also affects Longe~
vity: male babies born 1in 1978 can expect to Live lLonger hy 7.9
vyears, and female babjes by 11.3 years, than those born in 1940.10 At

age 65 years, people now have an average remaining Life expectancy of

16.1 years, compared to 12.8 years for those aged 65 in 1940.

8. Labor force participation rate is the percentage of a
given population that either has a job or is looking for one .
Roenald 6. Ehrenberg, and Robert S. Smith, Modern Labor Economics

-—— e e M - PR

(Glenview: Scott, Forseman and Co., 1982), p.142
9. Ibid.

10. See Peter A. Morrison, p. 48 .
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These data result from the Likelihood of surviving a known
disease., If any important breakthrocughs would be made in the treat-
ment of a2 disease, Llike cancer, the Life expectancy would be even
Longer. For Social Security, this means a lLonger duration of bene-
fit payments to the average beneficiary in coming years.

A progressivly increasing number of individuals retire early and
also add to the number of Social Security climants. Men, especially,
prefer to stay a shorter period of their Lifetime in the labor force.
In the years between 1969 and 1979 the proportion of men over age 55
who worked during the year declined from 64 percent to 52 npercent.
The data for women show a reduction from 32 to 27 percent for the
same age cLasses.11

Along with the fertility rate and the mortality rate, a change
in the U.S. population can be caused by the migration rate. The rate
of emmigration, however, can be neglected because this number is too
small compared to the total population. More 1important 1is the
immigration rate. In the past 20 years, the officially recorded
number of annual immigrants has been about 0.18 percent of the Ameri=-
can popuLation.12

Te this officiaL data must be added a roughly estimated number
of idiltlegal immigrants. The Select Commission on Immigration and
Refugee Policy submitted in 1281 a range between 3.5 to 5 millieon

13
illegal people within U.S. territory.

11. Peter A. Morrison, p. 48.
12. See Ronald 6. Ehrenberg, and Robert S, Smith, p. 288 .

15. See Select Commission on Immigration and Refugee Policy,
Immigration Policy and the National Interest (Washington, D.C.:

- v e o - —-— -

ernment Printing Office, 1981), p. 3b.

11



In all of the official data about U.S. pecpulation grouwth, Legal
immigration is included while d{iilegal immigration is not considered.

But the 1impact ¢f the total migation rate on the Social Security
14
financing structure is very small.

B L T T T e e

(Washington, D.C.: The Brookings Institution, 1977), p. 101.
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I1 THE FINANCING PROBLEMS AND ITS CAUSES

The actual revenue and benefit system of Social Security and
foreseeable changes in the demographic structure of the U.S5. popula-
tien give rise to an uncertain future for the O0QASDI. "Uncertain
future'" means expenditures exceed incoming revenues (at current tax
rate and base) from the trust funds.

The factors influencing budget disequilibrium differ in the near
term, medium term, and long term., In the near term means a period up
to the year 1990. When the term "medium term" is wused in this
report, it means a time period starting in the early 1990's and
contiuing to the year 2010. The years following, up to the vyear
2050, will be defined as the "long term" period. The endpoint of this
putlook in the future marks the end of the expected lLifetime of an
individual who is born in about 1980.

Some wvariables <c¢an not be estimated for any longer than 10
years, such as the unemployment rate or the average wage Llevel.
Therefore, the financing problems of the 0ASDI have to be separated

for the short and for the long run,

The Near=Term Problems

The financing problems of the 0ld Age and Survivors Insurance
Trust Fund and the Disability Insurance Trust Fund have been greatly
influenced by the general economic situation in the Last decade. The

turning point of the constantly growing funds' assets occcurred after

13



the 1973 worldwide recession. The unemployment rate for the civilian
labor force dincreased from 4.9 percent in 1973 to 8.5 percent in
1975. In absolute numbers, this means 8.5 million people (an increase
in unemployment within two years of 3.4 million people) not only were
Looking for jobs but also did not give contributions to 0ASDI.
Moreover, the weak economy led to a lower increase in nominal wage
rates because workers and unions had less power to cbtain high wages
in wage bargaining. Payroll tax receipts, as a result, also grew less

rapitly.
Unemployment Reasons

The years following the 1973-75 recession unemployment rates
remained higher than 5.8 percent, which is 0.9 percentage points
higher than in 1973.

Since 1980, when the present recession began, the unempolyment
rate has risen to levels not reached sincte the great depression in

the 1930's. A number of reasons for the increase in unemployment are
15
discussed in the ecgnomic lLiterature, But all of the authors
16

agree on one point: In the terms of the full employment rate, unem-
ployment Llevels are higher in the early 1980's than in the early

1960's. Proposed figures fluctuate between 6 and 7 percent of the

L R e e ]

15. See Charles €. Killingsworth, "The Fall and Rise of the Idea
of Structural Unemployment", ed. L.G. Reynolds, S.H. Masters, and
C.H. Moser Readings in Labor Economics and Labor Relatigons 3d ed.

e —— - am o e

(Engelwood Cliffs: Prentice~Hall Inc.,1982), pp. 145-157.

16. Full employment is defined as the natural rate of
umemployment--the employment rate that is consistent with a zero
excess in demand for labor. Ronald G. Ehrenberg and Robert S. Smith,
p. 441,

14



17
labor force as a newly defined full employment rate for the 1980's.

High unemployment figures mean for the trust funds fewer contri-
butors then there could be if every job-seeking 1individual were
employed. The resultant reduction in payroll tax revenues is signifi-
cant (with the tax rate and tax base held constant). Nevertheless,
trust funds have to finance the monthly benefit payments. A shrinking
number of contributors, however, means an increasing tax rate and tax
base for the remaining taxpayers. But raising costs for workers makes
labor Less attractive to employers. The result could be even more
laid-off worker and even higher unemployment rates.

Some causes of this high unemployment rate may be found in the
thanges in the age-sex composition of the labor force, the thigh
minimum wage level now compared toc the past, and certain administra-
tive requirements for unemployment status leading to welfare program

benefits.

{onsidering these facts, the OASDI must calculate that at least
7.2 mitlion out of the 110.6 million workers in the labor force (in
1982)> will be unemployed and thus are not contributing to Social

Security financing for the next 10 vears.

This number could be reduced if there were an unexpected demand
for labor on the labor market. But the likelihood of such a sudden

turning point in labor demand is very ltow. In the past, the only two

- s s e e Ak A A e S e P e SR S s

17. See more: Sar A. Levitian, "Things We Should Do Now to Start
Getting People Back to Work" The Washington Post, November 8, 1982,

e e R

p. 21, cols. 1-3.; and, Alfred Tella and Dorothy M. Tella, "Is Unem-

-

17. cols. 1=-2.

15



abruptly decreasing unemployment rates were precipitated by upcoming
wars, in 1940 and 1963.

If such & realistic assumption about the full employment s
made, an additional percentage of wunemployed workers must be
considered because of the economic cycles and structural changes in
the production and service sector.

If one assumes the next decade will bring two boom periods with
the newly defined full employment level, and one period with a weak
economy (including an unemloyment rate of at lLeast 11 percent), the
average unemployment rate will be about 9 percent for the 1980's and

earty 1990's.

Diminished Growth in Tax Base

This high wunemployment rate not only brings about & smaller
number of workers paying payroll taxes, but also inhibits high growth
rates 1in real wages. Both union_aqd nonunion sectors have Less
collective bargaining power in times of high wunemployment rates.
Therefore, real wage growth rates of more than 2 percent in "good"
economic years seem to be unrealistic. It is possible, during the
next decade there will be no real wage growth at all.

There 1is yet another interesting develpment in the household
data structure: More and more elderly people (over age 55) tend to
stay at home, thus remaining outside the labor force.

This fact has two contrary effects upon Social Security financ-
ing. First, if employees stay a shorter period of their Lifetime 1in

the Llabor force, the trust funds have less net contribution inccome

16



because these individuals pay no payroll taxes. The second effect has
the opposite result. If an individual is not employed for a number of
years, this period is computed as a time without labor income in the
benefit formula. The impact of this is a reduced benefit claim for
these covered people in their time of retirement. Because of the PIA-
formula, benefits are reduced by a lesser amount than contributions
are reduced by fewer years in the labor force.

The overall effect of having people a shorter period of. their
Lifetime 1in the Labor force is a reduction in the trust funds'
revenues. In the short run, the reduced trust funds' income is the
dominante effect, while the issue of smaller benefit payments for
covered people is shifted into the future by some years.

The November 1982 data show for the group of people 55 years to
64 years a labor force participation (LFP) rate of only 55 percent,
compared to the age classes of 20 to 54 year old peope, with an LFP
rate of 79.8 percent.18 (See Table 3.)

While the declining LFP rate for females could be explained by
the traditional role of elderly women in the family (staying at home,
taking care for grandchildren), data for men must have other explana-
tions.

For the group of males aged 55 to 59 who did not remain in the
Labor force, about 74 percent are there for other reasons than "keep-

1

ing home," being unable to work, or going to school. If we take the

same figures for males aged 60 to 64, 84 percent out of the group

e G A Am R Em S e e ke W e e W A

i Department of Labor; Bureau of Labor
nd Earnings, vol. 5, November 1982, p. 6.

=

18, Source: U.$S
Statistics, Employment a

17



"Not in Labor Force'" would have been able to work, but stayed at home
for "Other Reasons."

One explanation of these high numbers may be found in the libe-
ral pension plans offered by some industries and public empLoyers.19

Compatible statistics for the years 1972 and 1962 show a lower

LFP rate for both sexes aged 55 to 64 in these earlier years as well.

In 1972, 60 percent (in 1962, 62 percent) of these age classes
(age 55 to 64, both sexes) stayed in the total Labor force. Additio-
nally, the LFP for men 65 to 69 years was 38 percent in 1972 (42
percent in 1962), and for the highest age class of men (70 years and
older), the LFP rate was 17.71 percent in 1972 (23.8 percent in 1962).

On the other hand, the LFP rate for females aged 55 to 64 rose
slightly from 39 percent in 1962 to 42 percent in 1972. Since then,
the participation rate held constant,until today. In the same period,
the ratio of females in this age classes increased by two percent
since 1962 to 53 percent in 1983.2D

Finally, one can suppose that if there is no substantial pecu-

niary incentive or need for pecple older than 55 (and especially for

people over than 62) to work a longer periocd of their Lifetime, more

19. A great part of the federal, state, and local employees are
not covered by the OASDI system, but instead by specific retirement
systems, The ferderal workers' Civil Service Retirement system gives
annuities at age 65 after a 5 years of federal employment, at age
62 after 20 years employment, or at age 55 after 30 years of federal
employment, However, about half of the annuitants below age 62 had
enough quarters of —coverage to be qualified for Social Security
benefits at age 62. See U.S. Department of Health and Human Services

e e e M e T e e e e me S Gn Em e e mmoam

20. Sources: U.S. Department of Labor; Bureau of Labor
Statistics, ( No.5, 1972 ), and Ibid ( No., 5, 1962 ).

18



Table 3

Labor Force Participation Rate of the Noninstitutional
Population by Age and Sex in November, 1982.
(in percent)

Age (lasses JL Males Females Both Sexes
Ca-se | o2 | 8 | 79.8
55 - 64 70 62 55.0
55-59 81 50 -
60-64 58 35 -

65 - 69 2r 15 =
70 and 13 5 3
e b R I

SOURCE: U.,S. Department of Labor, Bureau of Labor Statistics.
Employment and Earnings. Vol 29, No.12, December 1982, Household
bPata, pp. 8,9

ﬁaLes and females will tend to leave the lLabor force as early as
possible., Eighty percent benefits out of the calculated PIA for
retirees aged 62 seems to be quite enough income for .peopLe, who
might have an additional private pension source. Even the benefici-
aries aged 70 and older, who are excluded from any earning test, are

not willing to work longer.

A Gap in Growth Rates

Since the 1972 Act, the benefits were annually adjusted accord-
ing to the increase of the CPI. The increase im the trust funds'

revenues depends on the growth rates of the nominalt wages, holding
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the number of covered workers constant.

A problem arose, when benefits (based on CPI) and contribu=
tions (based on earnings) grew in different rates. 1In only two out
of the last eight years did wage growth exceed the CPI in the United
States, while six times the CPI was higher than the annual rate of
increase in wages. This led te a situation in which the relative
income position of the beneficiaries improved compared to the wor-
kers' position.

In coming years, the contributors have to finance these high
level benefits. But the growth in wages is expected not to be very
high in these years. (More about this discussion in the section on
"The Medium Term")

If this situation (CPI growth exceeding wage growth) remains for
the next ten vyears, holding the numbers of beneficiaries and
contributers constant, the trust funds will run out of money. Net
centribution income of the funds would not be sufficient to finance

the benefits.

Trust Funds Earnings

Beneath the primary financing source of the OASDI system, sec-
ondary financing will undertaken far differently in the 1980's than
in the 1970's. As has already been described in chapter I, the OASITF
and DITF lost about two-thirds of their assets since 1975 up to 1982,
and this trend continues. A lower level of assets over time, holding

the dinterest rate constant, yields deminished dinterest dincome.
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Depressed interest receipts from the funds' assets mean other reve-
nue sources have to close this financing gap.

There was a nominal loss in the trust funds' assets, but an even
greater loss of assets, caused by high inflation rates in the Last
eight years. Since 1975, the CPI increased by 72 percent. Moreover
contributions fell below expenditures after 1975; this embalance in
between lLed to an additional reduction in assets.

At the same time the funds gained from an increase in interest
rates on the money market. The interest revenues in 1981, for exam-
ple, had been about 90 percent of the interst revenue in 1975; thus,
the funds' assets had been only 60 percent of the amount 6 years
before.

At the end of 1982, the Reagan administration was successful in
slowing down the CPI to a rate below 4 percent. At the same time, the
Federal Reserve Bank (Fed) was able to reduce its rate of interest.
As a result of these two factors the trust funds will earn reduced
interest receipts from the given fund's capital iJinvestment in
the near future (until the Fed raises its interst rates again).

This dinfluences mainly the short-term notes of the dinvestment
portfolio, while bonds bought in the high intgrest period continuous-
ly bring a high interest yield.

The average level ¢f interest receipts in the 1980's therefore
depends on the success in reducing the increasing Federal budget
deficit. As long as there is a high demand for money on the bond and
money market, the nominal interest rates for the assets of both trust
funds will be above the CPI. The value of net interest revenues will
depend on how far it is possible to stop the total asset reduction,

especially of the OASITF, by a suggested Social Security plan set up
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by the President's Social Security Advisory Commission im January

1983,
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In the twenty years following this decade, one dominant factor
will influence the asset value of the OASI Trust Fund, and‘the DI
Trust Fund: the growth rates of average real wages.

As described earlier in this report, the annual benefit ad-
justments are determined by the CPI of the previous year. That means
the CPI causes the annual growth rates of the funds' cash benefit
payments, holding the number of beneficiaries constant. The nominal
gross wage increase, on the other hand, of all covered worker deter-
mines the increase in the funds' net contribution income, holding the
number of covered workers constant.

Such an immediate effect of the wage increase brings concurrent
higher revenues to 0ASDPI. The side effect of the nominal wage growth
is a higher claim to benefits from the Social Security system at the
time of retirement for the current taxpayer.z1

The reason for this lLies in the benefit formula, which computes
the PIA by using the indexed taxable income. Therefore, the higher
the <c¢alculated monthly average earning, the higher the final
benefits.

So, whatever LlLevel the real wage rate increases in the next
decade, it will cause steady growth in the funds' expenditures in

the final years of this century, and the early years of the next

century.

21. See James Capra, et al ,"Social Security - An Ananlysis of
its Problems", ed, Federal Reserve Bank of New York, Quarterly
Review, Autumn 1982, p. 5.
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Both wvariables of the real wage growth, which are the nominal
wage growth rate and the CPI, are exogenous variables of this system
and will not be influenced by President Reagan's 1983 Social Security
ptan. Hence, the proposal suggests a change in the annual cost-of-
living~adjustments, if the funds' assets drop to less than one-fifth
of a year's benefit outlays, or below 2.4 times the average monthly
cash benefit payments. If the assets are in such a situation, beginn-
ing im 1988 the annual adjustments would be made either by the pre-
vious vyear's nominal wage rate increase or by the previous vyear's
CPI growth rate whichever would be Less.22

This would mean, for the years after 1990, the increasase in
benefit payments would not be higher than the increase in the funds'
contribution income, but Lless or equal, in &a ceteris-paribus
condition.

ALl in all, the forecast for the OASDI trust funds' medium term
financing situation depends on what happens with the economic situa-
tion in the near term. An average unemployment rate between 6.3 and
7.3 percent, and én average real wage growth between 0.4 and 1.2
percent until the year 2000, are undoubtedly not the most pessimistic
figures one can imagine in times of unemployment rates of 10.8 per-
cent and a real wage decrease of 1.4 percent.23 However, the Social

Security administration used these figures as a data base for an

intermediate and pessimistic simulation in Social Security financing.

- e S e W O EE R G S E W e M S e W

22. Spencer Rich, "Suggested Social Security Plan Would Affect
ALL Beneficiaries" The Washipgton Post, January 17, 1983, »p. 15,
cols. 3-5.

23. U.S. Department of Labor; Bureau of Labor Statistics ( 1982 ).
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Therefore, 1t dis wvery Likely that the government in Washington
overestimated the trust funds' revenue situation in the medium range.

A change in the demographic structure of the U.S, populatien
will not cause any substantial problem for the QASDI until the vyear
2010. A possible future (still growing) LFP rate for women, a decli-
ning LFP rate for men, and a declining LFP rate for people age 55 and
over are all marginally related to the whole system.24

With the given profile of the American population, and the
prospective changes in the Life expectation, demographic models are
able to show the retationship between the number of people 1in the
Labor force and the number of retirees.

In the year 2005, the ratio of people 20 to 64 years old, to the
age «class 65 years and over will be 4.3:1, while this figure is now
5.2:1.25 If the average gross replacement rate of the benefits stays
at the present 43 percent, the payroll tax rate for the OASI Trust
Fund will be about 9.7 percent in the year 2005. To this percentage
must be added a two percent mark-up for the DI Trust Fund.

Together, about 11.7 to 12 percent of the gross wage has to be
contributed to the 0ASDI, compared to a 10.8 percent 1in 1982.
Consequéntlyl, there will be only a slight change in the payroll tax
rate to finance the OASDI pay=-as-you-go system between now and the

26
year 2010.

24. See Peter A. Morriscon, p. 46, and James Capra, et al. p. 13.
25. U.S. Department of Labor; Bureau of Labor Statistics ( 1982 ).

26. See Henry J. Aaron, "Social Security can be Saved"
Challenge, November/December 1981, p. 9.
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In the preceding discussion, the dominant factor for the funds'
financing problems has been general economic causes, which influence
the revenue and benefit system of the OASDI. Starting around the year
2010, the Social Security systen will be confronted with a problem of
ancther dimension: people born in the baby boom in the early 1950's
will be retiring at the age of 60 to 65 in the years 2010 to 2020.
These people, born during the baby-boom came into the age class 18 to
44 years in 1979, Compared to the census data in 1970, this age class
increased by 24 percent. In the time of retirement, this cohort will
cause an increase in the number of retirements by the same percentage
between the years 2010 and 2020.

The number of people 1ﬁ the age classes under 5 years and 5 to
17 years show a lower number of individuals in 1979 compared to 1970.
These age <classes shrank by 8.8 percent and 10.7 percent (until
1979), because the people born in the 1950's advanced to an higher

age class. (See Table 4.)
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Table 4

Estimates of the Resident Population
of the United States by Age Classes
(in thousands)

April 1, 1 9 7 0 July 1, 197 9
Percent -
Age total num-| percentage |total num-| percentage| changes
Classes ber of in-| distribu- ber of in-| distribu- in in-
dividuals tion dividuals tion dividuals
___________________ o i e
under 5 17,162 8.4 15,649 7.1 - 8.8
5 to 17 52,562 25.8 46,922 21.3 - 1D.7
18 to 44 71,737 35.3 88,968 40.4 + 24.0
45 to b4 41,836 20.5 43,903 19.9 + 4.9
65 and 19,972 9.6 24,658 11.2 + 23.5
over
____________________ e e B o ettt
Total: 203,235 100.0 220,099 100.0 + 8.3

SQOURCE: U.S. Department of Commerce, Bureau of the Census,
Current Population Reports, Series P - 25, No.875,
{January 1980), pp. 12, 13.

Thanks to the better health of older Americans in the present
and future compared to the past, an average retiree will enjoy a

longer Life expectancy after reaching the retirement age. The mor-
27
tality rate, which s at a 7.7 level in 1980, 1is expected to
28

decline to 6.9 during the next 30 years. Thus, more individuals

will reach the retirement age and have a claim to benefit payments.

—— e e e S ML NN G mm e e e e A e S

27. The mortality rate is defined as the number of deaths in
given year ovt of 1,000 Living pecple.

28. Board of Trustees of the Federal 0lLd Age and Survivors
Insurance and Disability Insurance, Annual Report (Washington, D.C.:

Government Printing 0ffice, 1982), pp. 22,23.
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On the other hand, the generation of the baby boom follows a
generation with a declining fertility rate, born in the 1960's, and a
baby bust generatjon of the 1970's with a fertility rate of 1.8
children per woman. This age class of newborns, up to 20 years old in
the year 1980, will be at age 35 to 55 in the year 2015, and there-
fore will be the main part of the future labor force.

The younger age classes in the 2015-labor force will be born in
the next 8 to 13 years. The number of people in this cohort depends
on the future Level of the fertility rate. It {is difficult to
predict & future birthrate because this depends on social attitudes
as well @as on econonmic condit‘ions.29 Such conditions might be a
higher LFP rate for women caused by an increase in the wage rates for
women, or, for all persons, by a higher general demand for Labor.3D

Dther highly developed countries in the western world--Llike
Switzertand, the Netherlands, and West Germany--already have fertili-
ty rates below 1.6 births per woman. For the U.S., the future fer-
tility rate is projected to be between 1.7 to 2.4 births per woman,
with an intermediate level of 2.1 births.31 The Socijal Security Board
of Trustees made different assumptions about the fertility rate 1in
their long run projection, These estimated birthrates are between 1.5

52
and 2.5, with an intermediate level of 2.1.

-

29. See Richard A. Musgrave, "A Reappraisel of Social Security",
ed. Felicity Skidmore, Spocial Security Financing (Cambridge: The MIT
Press, 1981), p. 96.

30. Peter A, Morrison, p. & .

31. Ibid.

32. Board of Trustees ( 1979 >, pp. 22, 23 .
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A tendency of decreasing fertility and mortality rates in the
projected time pericd will raise the proportion of people in the
retirement age out of the whole population froem about 11 percent
between 2000 and 2010 up to 2% percent 1in the succeeding decade.33

Even more drastic is the change in the ratio between people over
age 64 to the age classes 20 to 64 years. Here the figures are 19.4
percent (1980, 21.6 percent (2000}, and finally 34.7 percent 1in
2055.34

To determine the number of workers required to support a
beneficiary, one calculates the ratio of workers 20 to 64 compared to
the number of retired people. By the year 2050, 1.9 workers will have
to support one retired person {(in 1982, 3.9 worker have to contribute
to one retired person).35

The payroll tax in this situation would be about 18 to 20 per-
cent36 in a balanced budget for the OASI Trust Funds, plus two
percenfage points for the DI Trust Fund with the given benefit frame-
work.S?

The pecuniary gap between net contribution income and expendi~-

tures in the second fourth of the next century can not be defined

23, See Peter A. Morrison ( 1981 ), p. 46 .

34, Data for the intermediate alternmative. Board of Trustees
(1976 Y, p. 57 .

35. Alicia H. Munnell, p. 103.

36. These figures correspond with a pessimistic scenario in the
1979 Report for the Board of Trustees.

37. Most economists assume a constant rate of disabled in the

future, or even a declining rate if the United States does not enter
into any war 1in the future,
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with a2 real and/or comparable monetary value of today. For such
estimations, most of the variables are still unknown at their real or
nominal Level. A figure which makes sense is the difference of a
percenfage of the covered taxable earnings to pay the estimated
benefit expenditures of.a certain year and the scheduled tax rates
proposed for this year, (See Table 5.)

Hereby the estimated expenditures of the QOASDI for the benefit
payments are expécted to be between 13.49 percent to 17.0 percent of
the taxable payroll in the year 2025. The present law schedules for
this year only 10.2 percent payroll tax. If the proposed tax rate
will not be changed in the meantime, the annual deficit in the trust
funds' budgets will be between 3.29 percent and 6.8 percent of the

taxable payroll in 2025.
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Table 5

Long Run Projection for
the O0ld Age and Survivors Insurance Trust Fund

Selected|[Estimated Expenditures|Scheduled Tax Rate|Excess of Tax Rate
rear 11 = 111 = 11 III

2015 1057 12.34 10.20 -0.37 - 2.14
2o25s 13.49 17.00 10.20 “3ue? -6.80
2035 14.53 s ey 10.20 -4.,33 1017
2045 u 14.00 21.90 10.20 %84 “11 s 7.0
2055 14.16 23.07 J 10.20 =3.96 -12.87

* Estimated OASITF expenditures as a percentage of taxable pay-
roll for an intermediate (Il1) and a pessimis-tic (III) scenario.
Alternative II expects a real wage growth of 1.2 percent bhetween 1982
and 2000, an average unemployment rate of 6.2 percent, and a fertili-
ty rate of 2.1. Alternative III expects a reals wage growth of 0.4
percent, an average unemployment rate of 7.2 percent, and a fertility
rate of 1.5 children per woman.

SOURCE: Board of Trustees of the Federal Old Age and Survivors

ment Printing 0ffice, 1979, pp. 39, 40.

The estimated 14to 23 percent payroll tax out of the workers'
gross income in 2055 may, according to some economists, exceed the
amount American are willing to pay.38 Although these payroll tax
rates for old age, invaltid, and survivor insurance seem to be high
for American taxpayer Lliving in the 1980's, =a lot of European coun-

tries already have payroll taxes above 18 percent (e.g., West

Germany, Italy, the Netherlands, Norway, or Spain).

- e g v e -

38. "These tax rates would still be in Lline with those applicab-
le 1in European countries, but may not be acceptable in the United
States" Richard A. Musgrave ( 1981 ), p. 96 .
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I11 CRITERIA FOR POSSIBLE SCLUTIONS

The pecuniary difficulties of the American Social Security sys-
tem in the near and long term have to be solved and financed by the
present and future generations.

This gives us the questions: Who will bear the burden of the
prognosticated trade off to keep the nation's social insurance run-
ning? It is very common for each group of pecple in a society not to
be altruistic, but rather self absorbed. A great part of the younger
generation is unlikely to contribute a greater share of their labor
income for a security system, which will benefit them at some time
in the future. On the other hand, the retirees and their organiza-
tions defend the current practice and their own interests.39

In order to get a just distribution of fimancing in the future
OASDI, despite a changing society, some obligatory rules and basic
objectives mu;t be obeyed. Such a framework of generally accepted
norms is necessary to keep Social Security away from political, day-
by-day decisions which are made due to the pressure of a well orga-

nized Llobby or made as a politically expedient contribution toward a

minority.

29, See Peter A. Stearns, '"Political Perspectives on Social
Security Fimancing", Felicity Skidmore, ed.,Sccial Security Financing
(Cambridge: The MIT Press, 1981} p. 187 .
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Social Adeguacy and Individual Eguity

- PR LA -

When the 1939 Social Security Act was discussed in the U.S.
House and Senate, the Act advocated a social adequacy welfare
program. Social adequacy means benefits are measured not against
Lifetime contributions to the system, but rather against a former
standard of Lliving, and a minimum benefit for almost everyone in the
social system.ao

This ©practice is the direct opposite of the individual -equity
philosophy, in which the amount of benefits is equal to the amount of
former contributions plus the interest payments.

It was not only the sccial conscience that caused the former
government to emphasize social adequacy in the 1939 Act, but a fiscal
need to give the first generation of beneficiaries a sufficient
transfer dincome, in spite of their low level of contributions. In
such & pay-as-you-go system, the generation of working people pay
for the generation of retirees through an dintergenerational income
distribution.

As the years passed, employees had to pay an increasing percent-
age of their .labor income to the O0ASD Insurance. The first retiree
got a monthly paycheck of $22.54 in the year 1940, afte{ only a one~-
year contribution of $30.00 in the year 1939. A 65-year- old single
beneficiary with a previous Llifetime average income, retired in 1982,
will get back his total contributions excluding the employer contri-
butions within 13 months after he stopped working. This accumulated

47
sum would be $7,209.

40. See more: Alicia H. Munnell, p. & .

41, See more: James R. Capra, et al, p. 8 .
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If all of the employee's and the employer's contibutions in the
past were considered for the same person, and the accumulated inte-
rest was added, this amcount would be egual to a S-year-and-4=-month
benefit payment to the 1982 retiree. The present ratio of benefits to
contributions {including 1interest) is 2.7:1 assuming an average
life-time expectancy. The same 65-year-old single would get a total
value of benefits which is 1.3 times his O0ASDI payments, if he would
retire in the year 2010.42

As one can see in the increase of the ratio of total contribu-
tions to a present value of benefits, the benefit formula shifts the
Social Security system away from a social adequacy towards a more
individual equity management. Seen in a different Light, Social
Security law spread out the number of people receiving benefits. Not
only former contributing individuals in the retirement age, but also
their spouses and, 1in the case of the death of a breadwinner, their
children have a claim for benefit payments. In all Social Security
amendments 1in the past more and more people were included din the
social system. Furthermore, the range of benefit payments narrowed
during the same period. Minimum and maximum benefit payments led to a
situation 1in wWhich individuals with a very lLow AIME get a3t least a
minimum benefit payment, while individuals with high AIME are treated
by a regressive benefit formula. The relative distribution of
transfer income has been reduced. -

These two arguments support the suggestion that Social Security

has. shifted away from individual equity to a adegquacy system over

42. James R. Capra, et al, p. 8.
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The provisions of the original act emphasized social adequacy,
but at the same time did not neglect the individual equity. It
guaranteed 'that total benefits payable with respect to a covered
worker would always at lLeast equal the employee taxes paid pilus an
allowance of interest."43

The OASDI therefore can follow both goals: (1) spocial adequacy
by a floor of protection and presumptive needs through minimum bene-
fit payments, retirement payments according to a family's size, and
a progressive benefit formula which favors Llow income groups. (2)
Individual equity denotes that benefit payment increase proportional-
ly with increasing wage income,.

Both goals can be accepted by a total group of retired pecople,
but may not necessarily work to the best advantage of every indivi-
dual in the group.44 Herein the intergenerational distribution can
violate one objection and give someone an advantage, while another
indjvidual has to sacrifice through this goal.

When it enacted the Social Security laws, the U.S. Congress did
not decide to fulfill both goals at the same time for everyone who is
covered. Therefore, possible solutions of the 0ASDI financing can be
proposed as long as they do not violate the goal of social adequacy
and individual equity. It should be noted that the first goal may be
more important to a welfare society as a whole, than individual
equity is to individuals within that society. For the privilege of
""" 43. Robert J. Myers, p. 25 .

44, For example when a single retired beneficiary dies at age
66, after only a one year benefit payment, although his former con-

tributions " would have been good " for ten years of retirement. His
inheritors do not get back any money from the Social Security system.
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sccial participation, an individual has to weight his dindividual
equity rights against Social Security in terms of the advantages of

an intragenerational benefit distribution.

Economic Stabilization

&n acceptable solution or even several scolutions have to be suf-
ficient to get a balanced budget within a deficit period. The fiscal
instruments wused to do so should be able to provide fiscal stability
in the assigned period, where stability means an average sufficient
financing source within a business cycle.

Generally, two ways can be followed to achieve a stable situa-
tion in the near term: The first is a dual procyclical trend during
which revenues and expenditures have the same growth rates at the
same time or a one-years-time lag. This would mean benefits were
adjusted according to the previous year growth in total wage rates,
Following this method, the level of the trust funds' assets will have
the same height, both in boom and bust periods, if the number of
covered workers and retired people remain constant.

Another alternative would be to have one money stream Eountercy-
clical, while the other one is procyclical. The growth rates of the
revenues and expenses fluctuate at the same Level, but time is dis~-
placed by one half business cycle. Revenues, for example, will have
then a procyclical boom growth rate while, concurrently benefit pay-
ments grow at rates of a previous weak economic period.

In such a built=in-stabilization policy, the trust funds' assets

will have an important balance function within a cycle. The advantage

36



of this procedure Lies in the countercyclical stabilization effect of
the benefit adjustments for the whole economy. Fiscal stability can
only be guaranteed through identical growth rates of the OQASDI
contribution and the benefit payments either at the same time or time
displaced.

Both figures have to grow at the same rates for two reasons. At
first the relative income lLevel of the beneficiaries to the employed
population should stay in a once defined stage. Different growth
rates favor one group of people , while the other part of the society
has to bear the finan;ing burden. The second reason is a financing
argument. An overproportional growth in the benefit adjustments
causes an outgoing stream exceeding the incoming stream. An immediate
effect would be shrinking trust fund assets and, if this capital 1is
not sufficient enough, an increase in the payroll tax.

If there is a gap between these growth rates, as there has been
45
since 1974, the population displays different economic behavior.

The people do not have trust in the Social Security system and the

proposed future benefits and react with an increasing rate of savings
46

and a decreasing consumtion rate.

S AL SR P TR S e B SE W e e e

45. See Robert J. Barro, The Impact of Social Security on
Private Savings: Evidence from the Time Series (Washington, D.C.:
American Enterprise Institute, 1978), and Robert J. Barro, and Glenn

MacbDonatd,"Social Security and Consumer Spending in an International

46. Although the economic discussion about the advantage or
disadvantage of higher savings and lower consumption is stitl going
on in the academic literature, it might be supposed that a high rate
of savings is not the most desired economic goal. In macroeconomic
models an increase in savings and a reduction in consumption leads to
a decreasing income in the short and long run. This phenomen is
called the paradox of thrift. See William H. Branson, Macroeconomic

Theory and Policy (New York: Harper and Row, Publishers, 1979, op.

40.
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Allocation Effects

A critigue of the practice of taxing payrolls the different
treatment of the product factors labor and capital for the employer's
part at the payroll tax. In the given situation of a competitive
market structure the employer hires workers, until his cost for the
last wunit of labor is equal to the value produced by this unit, or
until the marginal factor cost "is equal to the marginal value pro-

47
duct.

An increasinglpayrolL tax rate has no influcence on the emplo-
yer's ab-solute cost for labor, but on the gross wages he offers to
the employee, and the actual net wage of the empoyee. Gross wages and
net wages Wwill be reduced by the impact of the tax increase. A labor
force which is net wage oriented (and has a Labor supply elasticity
greater than zero) will reduce its supply in labor. Figure 2 shows
the impact of such an incidence.

As a result of a situation without taxes compared to one with a
tax Llevy on employer and employee, the number of Laborers will be
reduced from N*x to N', white the price of labor increases from W* to
W''. At the same time, the absolute price of capital does not change,
but the relative price against lLabor does. This price ratic between
Labor and capital for one unit of output changes when payrolls are
taxed and decreases the relative price of capital to the price of

Ltabor (see Figure 3.).

47. Alicia H. Munnell, p. 87 .
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An enterprise will therefore tend to use more capital input (Co
instead of Co) than Labor input (N' instead of No) in the production
of commodities after the initiation of a payroll tax. If it does not
change its production structure in this way, & competitor will do -
this and witl be able to produce goods more cheaply.

Any further increase in the payroll tax results in higher —costs
of one unit of labor and in a change in the relative prices of the
two product factors, and finally in less demand for labor.

A "good" payroll tax should therefore be neutral in regard to
the allocation on the factor market and does not distort the alloca-
tion. "To be neutral" means the private user of a commodity should
not be influenced in his economic behavior. Although this basic
economic rule has been neglected since the set up of the Social
Security system in the late 1930's, there is no reason why it should
be continued.48

A second type of misallocation comes up in the reduction of
savings by the individual payroLL taxpayer. For this group, monthly
Social Security contributions represent a kind of personal savings.
They reduce their amount of potential savings (in a situation without
OASDI) by the amount of paid contributions.

If one assumes a situation in which an individual saves ten
percent of his tabor income (this would have been %1,395 in savings
for an average income in 1981), contributed total payroll taxes would
fully reduce any additional saving {employer and employee

L g e

48, A different approach of a fiscal neutrality which is con-
cerned about the effects on factor and product flow is in : Richard A
Musgrave, Fiscal Systems (New Haven: Yale University Press, 1969),
pp. 307 .
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contributions would be $1,506 in 1981). The individual assumes he
has already saved enough money by contributing payroll taxes, and
fails to set aside further personal savings.

Qver several years in labor, the covered individual accumulates
a "Social Security wealth," which is & claim on future benefits. In
reality the Social Security trust funds do not save payroll taxes,
but immediately pay out to current recipients on the pay-as-you-go
system, Therefore, this "saving" has no actual value of wealth, but
only a potential claim on future benefits.

Benefit payments, on the other hand, are primarily used for
consumption and are not saved by the beneficiaries.

Considering this fact,49it could be assumed that the national
personal income is mainly used for consumer expenditures and personal
tax payments, while personal savings are declining the more indivi-
duals are covered by Sccial Security. Declining personal savings
indicate a reduced supply of private capital on the money market. The
price for capital (interest) rises with a3 declining supply, and
increases the price for capital towards the price of labor on the
factor market.

This would be the countervailling allocation effect of the first

statement. The wupcoming gquestion, which effect will dominate, can

only be answered in empirical analysis.

49, The author assumes an increasing rate of consumption at a
declining family income; wvice wversa, the rate of savings will
increase by increasing income. Ffurthermore, beneficiaries have no
reason to save a part of their income for "old age," because they are
already in this situation and spend their money they saved in earlier
years for consumption.
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A fourth <critique is the focus on the labor income of an em-
ployee while any other income scurces are not included in the QASDI
tax base. People having an egqual level of income are treated dif-
ferently: Interest 1income or private insurance atlowances are not
included in the tax base and thus are not taxed, while lLabor dincome
up to the maximum tax base is taxed. But no employee is able to
refuse a part of his income from payroll taxation.sD

It should be a primary goal of the fiscal policy to consider
horizontal equity in its taxation systems, 1in spite of a possible
complexity of the Social Securtity framework.s1

Equity in this case is defined, according to the ability-to-pay-
principte, as an equal sacrifice of utility of all those individuals
with the same amount of taxpaying ability. People 1in the same
category of income should bear equal tax burdens.

A final criteria for a Social Security amendment, or even a

great social reform, should be a further step toward vertical eguity.

Today the maximum tax base provides a structure of a regressive tax

50. See more about the horizontal and vertical equity in: Nancy
H., Teeters, "The Payroll Tax and Social Security Finance" Richard A.

The John Hopkins University Press, 1973), pp. 87-112; and J. A.
Ordover, and E. S. Phelps,"Linear Taxation of Wealth and Wages for
Intragenerational Lifetime Justice: ©Some Steady-State Cases" The
American Economic Review 65(1975) 660-673.

51. This heorizontal inequity in the wage taxation is currently
partly reflected through the progressive benefit formula in the
benefit payments; but this progressivity should be in regard of a
vertical equity, which 1s an accepted different treatment in taxation
for people in unequal income levels, and not in regart to a horizon-
tal inegquity,
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system. Employees with a labor income up to the maximum tax base have
an effective payroll tax rate equal to the scheduled payroll tax
rates. Employees (and of course the self-employed), whose dncomes
exceed this barrier, pay a lower effective tax rate. The higher the
annual income is above the scheduled tax base, the Lower 1is the
effective tax rate. There is no acceptable reason why these income
amounts should be excluded from any payroll taxation. The proportio-
nal sacrifice for every taxpayer due to his income should be at least
a minimum standard of a modern tax system.52

Such higher tax bases would have an effect on the benefit calcu-
lation later on. Because of the progressive benefit formula, a higher
tax base would only be considered by a far smaller percentage in-
crease 1in PIA. 1f, for example, a high income earner would retire
with an AIME of more than $%$2,975 in 1983, this exceeding amount would
lead to an increase in his PIA of onLY 15 percent for every additio-
nal dollar.

Furthermore, employers have an advantage in hiring a highly
payed employee instead of, for example two workers, who have the same
gross income together. For the high income employee, the employer

must pay in absolute terms less payroll tax compared to the case with

two workers (assumed same productivityl.
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52. See more in George F. Break, '"Social Security as a Tax"
Michael J. Boskin, ed.,The Crisis in Social Security (San Francisco:

Institute for Contemporary Studies, 1978), pp. 107=-124.
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Chapter IV dis based on the assumption that O0ASDI tax rates
should not exceed the current level. Any further tax rates should be
equal to the currently scheduled tax rate for the retirement andg
disability programs. Therefcre, all proposals are computed and
designed to keep the actual tax rate equal to the scheduled rate,

0f course, this would be the simplest way to amend the annual
tax vrate in the future, according to the estimated trust funds'
expenditures., But Musgrave53 assumes tax rates of about 18 to 20
percent would not be acceptable to the American people. In
some European states, for example, employer and employee already have
to pay tax rates above 18 percent.SL

It 1is hard to predict whether American taxpayers would be
genuinely overtaxed by these tax rates, 'or whether théy just do not
like to pay higher tax rates.

The essence of another theory is the measure of the
intergenerational burden of a family. These figures include the costs
for childhood education and Social Security expenditures for retired
people. If the fertility rate stays at the current low Llevel, the
outgo of an average family for children's education will decline in
the next decade and then stay at this Level. This money could be used
to support the increasing number of beneficiaries through higher

payroll tax rates. The overall burden for this family would still

be the same compared to the time period before the tax rate increase.

53. Richard A. Musgrave (1981), pp. 96, 133.

54, European Institute for Social Security, Social Security

Reforms in Europe Part II (Deventer [Netherlandsl: Kluwer, 1980).
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A critigue on this theory: The number of pecple in the Llabor
force is not constant over time, but will decline over time. An
increasing number of retired people and a declining number of
children in a constant labor force keeps the burden per worker
constant (see simulation I in Table 6. If the number of people 1in
the Labor force declines, the intergenerational burden for this
worker increases (see simulation Il in Table 61}.

Table 6

Intergenerational Burden of Worker

Simulation I: Equal number of workers in both periods

Number of Number of Number of Ratio:workers
children workers beneficiaries to non-workers
Period 1 20 50 20 1:0.8
Perijod 2% 15 50 i 25 1:0.8

Simulation II:

# Number of

Period 1

Period 2%

* Assumptions for period 2:

children

R R ek

Reduced number of workers

in perjod 2

Number of Number of Ratio:workers
workers beneficiaries toc non-workers
50 20 1:0.8
40 25 L 1:0.92
____________ i i e S
Ratio children to workers = 1:3

Ratio beneficiaries to
workers of the previous period

1:2
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IV THE FINANCING ALTERNATIVES

The setting of criteria in the chapter before for an amendment
or a reform in the OASDI system is a necessary reguirement for a just
and equitable tax system,due to objective theories in public finance
(as far as they can ever be objective).

In the given literature, no proposal is described which <could
fulfill all of these criteria. Countless proposals for changing the
future Social Security system consider the recited critigues.

This chapter is divided into proposals for the short, medium,
and Llong run and, furthermore, 1into a group of changes inside or
outside of the current Social Security framework. The lLatter ones are
included because there is no acceptable reason why the present system
must continue in the long run as it was set up in the year 1935.

As written earlier in this report, the prcoposals for a balanced
OASDI budget in the next century do not include final, exact calcula-
tions about a deficit or a reduction in debt. They dinclude potential
solutions and consider most of the forseeable variables. To calculate
exact data about the trust funds in thirty or fourty yéars would
delude a person with false hope. There can not be a useful measure-
ment about such important issues, Like an unemployment rate or a real
wage rate in the year 2010. The data will be more uncertain, the

further in the future the projections are made.
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General Revenue Funding

Since the enactment of the first Social Security taws in 1935,
there has been a discussion to include the whole American society in
financing the retirement system. A simple way to do so is to transfer
general revenues on the federal level to the OASDI funds. The way in
which a government would finance these additional budget expenditures
is ancother matter in this discussion.55

There are several reasons to include general revenues into the
currently self-supported trust funds' financing. One argument is that
a government should finance those parts of the benefit system by
transfers, which had been added to the security system because of
political reasons.

Other arguments are that general revenues should be used fto
compensate a lLow revenue period in the trust funds, caused by high
unemployment rates. The Social Security, it is the argued, can not
influence the economic situation by itsetf. The political dnstitu-
tions of a nation, fhat means government and parliament, should be
able to reduce or preﬁent an unexpected economic situation with
negative pecuniary resﬁ[ts to the security system. If these institu-

tions are unable to do so, or have other priorities in their econo-
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55. For this discussion see Charles F. McLure, "“VAT wversus
payroll Tax" Ffelicity Skidmore, ed., Social Security Financing
(Cambgidge: The MIT Press, 1981}, pp. 129-163; and Milton Friedman,
"Payroll Taxes, No; General Revenues, Yes'", Michael J. Boskin, ed.,
The (Crisis in Social Security (Sam Francisco: Institute for

Contemporary Studies, 1978), pp. 25-30.
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mic goals, they have to take over this political decision and bear
the resulting burden.

President Carter made a proposal to contribute to the Social
Securty system, His pltan was, that if the unemployment rate exceeds
six percent, general revenues should reimburse payroll taxes.s6

A critigque of such a procedure is the argument that Social
Security should be self-supporting. Any governmental assistance with
general revenues could tead to an expanding benefit structure. Li-

mited funds would no more be an argument to rebut growing benefit

demand from a Grey=-Panther Llobby.

President Reagan's Proposal

A bipartisan Nationat Commission on Social Security Reform made
some proposals to reduce the above described projected deficit in the
O0ASDI financing.

This plan involves several amendments to the current revenue and

benefit system:

a) The next annual cost-of-living-adjustments, which would
have been done in July, 1983 would be postponed in January
1984, and all the future adjustments will be done 1in

January.

—— S WS S M e Em e e

56. Rudolph G. Penner, Social Security Financing (Washington,
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P.C.: American Enterprise Institute, 1977), p. 8.
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b If a beneficiary earns besides his benefits, more than
$20,000 & year (324,000 for a married couple), he or she has
to report half of the benefits as federaltly taxable income.
The Department of Treasury would then shift these additional
tax revenues back to the Social Security trust funds, start-

ing in 1984,

c) An already projected payroll tax increase for the QAS
Insurance in the years 1985, and 1990 would be shifted for-
ward. The first raise is proposed for 1984 at a rate of 0.3
percentage points for both, employer and employee. The second
increase would be in 1988, +the third in 1989. Both rates
together (1988 and 1989) would be 0.36 percent <dncrease of
the taxable 1income.

However, the 1984 tax increase would be entirely cred-
itable by an income taxpayer against his inﬁome tax, or, if
no tax is paid, the Treasury would give it back as a refund-
able tax credit. So, the true starting point for the
worker's part of the pay- roll tax increase would be actually

in 1985, and not in 1984.

d) The tax rate of the self-empolyed would be 100 percent of
the combined employer and employee pavroll tax, instead of
the present 75 percent. But this group of insured people may
deduct half of the contributions from their taxable income,

starting in 1983.

e) Beginning January 1984, all newly hired federal workers

and employees of nonprofit organizations would have to join
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the OASDI system.

f) Federal, state and local workers whose first possible
retirement date would be after 1983, and who worked before in
the private secteor, would receive fewer benefits from OASDI

57
compared to the current law.

The Reagan administration estimates the accumutated future defi-
cit of the OASDI from 1983 to 1989 to be $150 to $200 billion. The
proposed amendments should provide about $169 billion for the next
seven years58 if both houses would agree and enact the proposed
plan,

In an optimistic scenario one could assume there would be no
gap between revenues and expenditures to both trust funds. But the
assumptions, which are used to calculate the near shortfall through
determining the future receipts and expenditures, are based on wvery
positive data constellations.

Therefore, two main issues should be critiziséd:- the estimated
real wage growth rate, and the estimated unemployment rate.

The Social Security administration set up two different projec-
tions for the time between t;g years 1982 and 2000: an interm;diate

and a pessimistic scenario, For the intermediate projection, the

administration used an average unemployment rate of 6.3 percent, and

R L K R

h; and Susan Tifft, '"Close Call for Social

57. ic
in, January 24, 1983, p. 22.

S
Security” T
58. See Spencer Rich,

59. Board of Trustees (1982).

51



a real wage growth of 1.2 percent. The pessimistic variant includes a
one percent higher unemployment rate, and only a 0.4 percent real
wage increase on the average.6D

These figures are much different than those estimations des-
cribed eartier in this chapter. Therefore, as this author predicts,
there 1is wvery lLikely to be a total deficit up to the year 1989:

additional revenue requirement exceed $200 billien, but the revenue

increase by this proposed plan which is Less than $169%9 billian.

A b - A -

Changes in the Benefit Adjustment

In the present bhenefit system the individual annual benefits
were adjusted due to the annual or guarterly increase in CPI of the
previous period. Hence, the increase of the trust funds' revenues
depends on the growth of the nominal wage rate. This trade=-off in
different growth rates should be eliminated.

One way to do this is to change the inflation index for the
adjustments. The (CPI, monthly computed by the Department of Labor
includes the price changes of a number of commeodities and services
for a representative urban family. This representive family buys
goods or services which are typical for a worker family with depen-
dent children.

The average consumption sample of & beneficiary without children

will differ; Cne can assume that elderly people spend less money an

60. See James Capra, et al, p. 5.
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gas, <cars, and rent than a younger family.For example, it is more
likely for them to own their house and to drive fewer miles by car
per vyear. But increasing gas prices and rents have been the major
reasons for increasing prices in the past. Short termed countervaill~-
ing decreasing prices for these goods can be neglected; the Long term
trend of overproportional price increases dominates over time.

These commodities with a very high inflation rate in the past
have a far smaller share in the retiree's consumtion sample, compared
to the one of the statistically average family. By including this
fact one can suppose that the prices for the elderly grow more slow
than those for the working population, If the welfare goal is to have
benefit payments keep the retired on the same relative income LlLevet
in the society, the inflation adjustments for the <cost-of-living,
therefore, should be adapted according to a newly designed inflation
index for the elderly. An indexaticon outside this rate tends to over=-
or undercompensate the beneficiaries. s

A proposal which includes this thought has been made by Capra,
Skaperdas, and Kubarchy.61 They reduced the benefit inflation index
to 60 percent of the published CPI. A data simulation on the basis of
the intermediate scenario of the Social Security Administration data
configuration shows an estimated projected saving for the trust funds
of $23.5 billion total in the years 1983 to 1986. For the pessimistic
scenario (see projections by Social Security administration, summa-
rized 1in Table 5.) the savings would be the total amount of $40.1

billion. The long term savings, as a percentage of the taxable pay-

61. James Capra, et al , pp. 14,15 .
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ratl, would be 4.7 percent in 2015, and 7.0 percent in 2052 for the
intermediate study. The more realistic pessimistic prejection would
yield 6.9 percent in 2015 and 10.9 percent in 2025, out of the
taxable payroll.

Dther alternatives propose to tie the benefit adjustment to a
modified nominal wage rate growth. Capra62 used an average wage rate
minus 1.5 percent, 1in order to lLet the benefit taxation be equal to
the worker's net wage rate. This percentage pointreduction should
consider the progressive income tax rate in an inflation 1indexed
raise in wages.

While the pecuniary effect of this proposal could be neglected
in an intermedjate projection, the pessimistic atternative would come
up with potential savings. Herein the projected savings would be
about %36 billion until 1986. 1In the lLong run O0ASDI expenditures
could be reduced by 2.8 percent (in 2015) and 4.4 percent (in 2025)
of the taxable payroll.

The effect of these two alternatives for the replacement rate63
is different. A modified gross wage indexing, which is quite similar
to @& net wage indexirg, would bring a declining gross replacement
rate over time. The net replacement rate would be constant, if bene-
fits and net wages fluctuate in the same percentage.

The modified CPI indexation allows an independent increase of

the trust funds' benefit expenditures on one hand, and the payroll

62. James Capra, et al , pp. 14,15 .
63. Replacement rate = Ratio of benefits for a retired

individual at @a <certain age to his indexed earnings 1in the year
before retirement. See Robert J. Myers, p. 78.
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revenues on the other, If gross wage rate and CPI for an representa-
tive household would grow 2t the same rate, gross and net replacement
rates wWould fall because of the benefit adjustment according to the
diminished modified CPl for elderly people. But there could also be
constellations 1in which a gross replacement rate is constant and the
net replacement rate declines or increases.

In order to have a balanced budget for a lLonger period of time,
it 1is not useful to tie the individual annual or quarterly benefit
adjustments to any kind of consumer price index. The statistics show

@ different growth of CPI and wage rates, for the past years, which
always led to an undesired saving or deficit in the budget. A change
in the trust funds' assets used to cause a discretionary intervention
of the government through liberal benefit spending (as it is in the
1972 amendment) or a restriction in the benefits and payroll tax

increases (as in 1983).

Taxing the Benefits

Another method of using general revenues to reduce the supposed
QASDI debt, especially in.the short run, 1is to tax the retirement
benefits. This earmarked tax would be transferred from the Department
of Treasury to the OASITF and DITF.

Three alternatives are proposed in the Literature: (1) the
taxation of the benefits exceeding the employees' contributions to
the trust funds, (2) the taxation of half of all benefits, or (3) the
taxation of the employers' contributions.

All the benefits in excess of the worker's contributions plus

accumulated interest would be included in the taxable income of the
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retiree, according toc the first proposal. Benefit payments received
by survivors or dependents would be excluded from taxation. In this
way, the Social Security benefits would be tréated equal Like private
pension payments. This taxation would bring return totalling $36.1
billion in the years 1983 to 1984, and reduce payroll tax in the year
2015 by 2.7 percent (in 2025: 3.4 percent).64

Quite simjlar is the third proposal.” Herein are taxed all those
benefits which <c¢ame from the employer's contibutions.65 But the
amount of benefits received by an average retired person, minus his
former contributions, 1is higher than the total contributions of the
employer,

66

A second alternative, by Laffer and Ranson, is the most feasi-
ble means of benefit taxation. They proposed that half of the bene-
fits should be taxed. This would be & compromise between the first
and the third alternative in regard to the total tax base. Further
this alternative has a great advantage in the execution of the taxa-
tion, because half of every monthly paycheck could be taxed forever,
In wusing the other alternatives there had to be found a method in
which part of the total receiying benefits must be taxed.

Because the personal income tax is progressive, higher income

retirees would have to pay relatively more, while Low income
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b4. This firgures are based on the intermediate scenarioc. The
pessimistic profil is similar., See James Capra, et al, pp. 14, 15.

65. "How to Save Social Security Law" Business Week, November
29; 19824 B B3

66. Peter J. Ferrara, Social Security =
Contradiction (San Francisco: Cato Institute, 1980), p. 3
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beneficiaries would have to tax nothing or Little of their benefit
income.67

President Reagan's Social Security Advisory Commission has al-
ready considered a benefit taxation, when they suggested the 1983
Social Security Plan. They restricted the taxation on half of the
benefits and, furthermore, only for retirees with an adjusted gross
income of $20,000 and more (for a single person), excluding benefits.
For a2 married couple filing jointly, this Limit is proposed at
$25,000. In this case, the taxation of benefits should bring the
Department of Treasury an additional %30 billion in the years 1983 to

68
1989.

Including a portion of the benefits for every retired person in
his &adjusted gross earning would make Federal income taxation more
progressive., Because of the personal exemptions and still remaining
deductions 1in the federal personal income taxation, the low income

retirees would not have to bear the burden of the general revenue

financing of the Social Security system.

The Divided Welfare and Retirement Systems

A controversial position is held by a group of economists and
politicians, who would Like to have some substantial reforms in the

present Social Security system. They are not satisfied with the bene-
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67. Peter J. Ferrara, p. 338.

68. Spencer Rich,
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fit structure as it is today which tries to respect both the social

adequacy and the individual equity at the same time. Economists Like
69 70 71

Munnell, Ferrara, and Feldstein made proposals to cut off the

system of Social Security. Their basic idea is to separate the pen-

sion and the welfare part of the Old Age and Survivors Insurance and

institutionalize them independently.

The pension fund would be designed on a guid pro quo basis lLike
private pension funds. ALl the contributions of an insured person
(and his employers) submitted during his time in the Llabor force,
plus the interest payments of the accumulated capital equals the
amount of pension payments in the time of old age. Instead of &
monthly check, an alternative would be to transfer the total capital
assets to the beneficiary. The retired himself could use this money
to purchase an annuity contract in the private sector, or could
invest it in any other investment project. Ferrara estimated such an
amount, which would be reinvested, at about $0.5 million in real
terms for an average American retired famity.?z

In the Long rum the pension part of the security system would be

shifted totally to the private sector, which could provide a Life

) : 73
insurance contract better designed for the individual.
69. Alicia Munnell, pp. 37 = 44,
70. Peter J. Ferrara, pp. 351 .
71. Martin Fel i "The Optimal Financing of Social

nl
_____ No. 477 (Cambridge: Harvard Institue of

72. See Peter J. Ferrara, p. 358 .

73. Ibid.
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The requirement of every individual to be protected for old age
and to pay a certain percentage of his income to the funds should be
phased out as the people become more aware of the market's supply in
pension funds. This procedure is neccessary to convert in steps from
the present pay—-as-you-go practice to a pension saving account sys-
tem.

This proposal about a future pension plan changes the present
Social Security framework. In this new system at first an age Line
must be calculated to define at which age the dinsured person 1is
better off in the current security system rather than in a private
pension plan (with a higher interest rate). Hence, the old system
would only return that amount which had been contributed by the
individual and his employer (including interest). Those below that
age «class would have to change to private pension companies, which
would invest their revenues in bonds or stocks. These age groups
below the age of about thirty—nine?4 would not receive any Social
Security benefits in their retirement. The contributions they paid in
would be Llost for them. Any further contribution will go to the
private pension fund.

ALl those who would remain in the OASDI would get back retire-
ment payments equal to their own and their employer's contibutions
plus 1interest, regardless of whether a beneficiary is married or if
other dependent(s) receive the remaining benefit asset.

These payments to the OASDI beneficiaries would have to bhe

74. James M. Buchanan and Colin 0. Campbell, "Voluntary Social
Security", The Wall Street Journal, December 20, 1966, p. 31, cols.
1-3.
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subsidized by the government with general revenues as long as the re-
teipts of the partly remaining pay-as-you-go system do not suffice
for thermonthty ;:nayrner‘r‘cs.?S

Martin Feldstein presented a different plan in which he proposed
that Social Security should save and accumulate payroll taxes in an
individual saving account for every covered employee or self-employed
persbn. The assets and accumulated interest would be paid back to the
future retiree on a quid pro quo basis. To do so, the present tax-
payer would have to contribute a higher percentage of his monthly
income in order to finance the ongoing pay=-as-you=-go system and to
build wup his individual retirement assets. Feldstein advocated in
1975 a 5-to-6-year payroll tax rate, between 20 and 25 percent, to
accumulate a 8600 billion trust fund in 1971.76 In the following
generation of workers, payroll tax rates could be abolished because
of the high trust fund assets.

In all the plans which propose a benefit payment equal to the
earlier contributions during the time in the Llabor force (individual
equity), the welfare part of the OASDI system (social adequacy) is
shifted to the Supplemental Security Income (SSI) oprogram. This
program should support all those people whose annual income and
total property is below a minimum standard. The SSI has to be
financed by a progressive income tax rate with the function of a

77
satisfactory income redistribution. Under this type of cover, only

75. See Peter J. Ferrara, pp. 375 - 384 .,

76. See Martin Feldstein, "Towards a Reform of Social
Security", The Public Interest, 40{(Summer 1975);: 75-95,

——— e e o - —

77. Alicia Munnell, p. 39 .
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those who actually need pecuniary help would be supported by the
general revenue fund.

This part of Social Security system, supported by general
revenue, is especially designed to solve the long run financing prob-
lems. The ogovernment should be totally responsible for the welfare
portion of the current Social Security system (ajd for disabled
individuals; minimum dncome for the poor) and should wuse general
revenues as a revenue source., Private pension funds will ©provide
pension payments for retired individuals. The financing
responsibility for the retirement payments will be shifted inmn the
next century to those who will receive these annuities. Every indivi-
dual, therefore, has to take care of his own standard of living at
the age of retirement.

If Feldstein's plan would be enacted, . the present generation
would have to bear the burden of two retirement systems. The problems
of the financing deficit in the short run would not be solved at all.

Even higher payroll taxes for the next decades would be the result.

Discretionary Provisions

In the current proposals to reduce the future trust funds' debf,
we assumed 2 given demographic structure and assumed a labor force -
retiree ratio within a projected span. In the near term, we saw in
chapter II there would not be any demographic-caused financing prob-
Lem. For the long term, there is still remaining time to influence
these variables of the security system.

Generally, there are two ways to do this: by dncreasing the

number of people in the labor force, and by reducing the number of
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retired people.

The number of future retirees could be influenced by variation
in the retirement age. The original retjrement age of 65 years was
established in the late years of the last century, when Bismarck set
up the first national general social security system in Germany. As
described earlier in this report, lLife expectancy for a newborn child
and remaining Life expecfancy for old people increased over time.
This fact is considered in a proposal to keep employees a longer time
in the Labor force by raising the age for retirement by some years.
The retirement age then would be shifted to 65 years for the reduced
retirement benefits and to 68 years for fully received PIA.78

The actual implementation of this proposal had to be done in
unison with a steady and gradual rise in the retirement age--for
example, by one month & year. In 36 years, this would be the year
2019, the retirement age then would be 68 years. By this time the
great numbers of people born in the 1950's baby boom would be at the
retirement age.

79

Capra's plan proposes raising the retirement age by one month
in every four calender months beginning in 1990. The Long term effect
would be a 1.93 percent (2015) and 1.61 percent (2025) reduction in
the tax rate. Calculated onto a payback period,BD the retiree in the
year 2015 would have a 9-month longer payback period. A retiree in
2025 would have a payback period which is one-year—-and-one=-month
longer (previous payback period: 13 years and one month).

""" 78. James R. Capra, et al, p. 16; and Alicia Munnell, p. 137 .

79. James R. Capra, et al, pp. 14, 15 .

80. The payback period is the time in which a beneficiary

receives back all his former contributions to Sccial Security.
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This plan in raising the retirement age is not actually a reform
of the Social Security system, but a stabilization of the present
pay-as-you-go system,

The second way of increasing the number of people in the Llabor
force 1in the next century is to have either a higher fertility rate
in the 1980's and 1990's or or a higher immigration rate in the next
century.

Because of the political and moral repercussion, it is doubtful
an attempt will be made to influence the birthrate of a nation. If
tHe nation attempts to influence the birthrate, a society influences
the individual decision of a woman or a couple to have babies.

There are several methods to set up such an "incentive' system
to raise the average fertility rate. One would be to give families
with more than one or two children below 18 years monetary assistan-
ce f{cash). To concentrate this effect, these benefits should be
provided only for families below a certain income level. This level,
however, should be higher than the one used for the aid to famiLieé
with dependent children (AFDC) program.

Such a program is already set up in some European countries with
very Low fertility rates in the last decade. Since families (or
singles with children) began receiving about $30 a month for the
first child, and an additional %40 for any further children, the
fertility rates in West Germany have slightly increased. Of course,

&1
nobody can predict whether there is a causal relation or not.
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g1. See Bundesminister fuer Arbeit und Sozialordnung, ed.,
Arbeit wund Spzialstatistiken ([Statistics about Labor and Social
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Affairsl, (Bonn: Bundesdruckerzi, 1978).
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Another way to reduce the fiscal burden for families is to offer
a pregnant working wife a one year benefit program when her child is
born. Such help would allow the employed wife to stay at home during
her c¢hild's first year, receiving a minimum income of abhout $300 a
month. The former employer would have to offer this woman {(when she
returned to work) the same job she had when she Left the firm.

The burden of these benefit payments would have to be borne by
the same generation which would benefit from a continuing pay-as-you-
go system in the 21st century. If general revenues are wused to
finance this family help program, the total burden shoutd be Laid on
a more broadbased tax. This could be a value added tax or a federal

income tax.

In the United States, however, a substantial government interve-
ntion dnto family planning is not Llikely and probably will not re-

cejive support by politial institutions,

A final possibility to influence the number of people in the
Labor force during a period of Low funds, <caused by demograph%c
problems, dis to increase the number of immigrants coming intc the
United States. The advantage of this plan 3s that it 1is a cheap
alternative compared to the costs of the family help program. The

burden of the future payrotl tax would be shared among the "original"

Americans and the "new" American workers.

On the other hand, the number ¢f immigrants must be very high to
fulfill a future gcal composed of a ratio of 3:1 between worker to

retired in the year 2030. The number of people in the labor force in
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&2
this year has to be about 170 million. This is about 30 million

more wWworkers than +there would be under @ pessimistic demographic
scenario with a current (ow immigration rate.

I1f we try to continue this pay-as-you-go system in the very far
future with &2 worker/retiree ratio of 3:1 and a payroll tax rate
betow 13 percent, the result would be simple. This system would Lead
to a practice equal to chain-letter games. At some time or other 1in
the next century the system would collapse, because more and more
workers would be necessary to finance the Social Security system at

this fixed payroll tax rate.

Changes in the Taxation Procedure

The current payroll tax system involves a number of fiscal
inequitiés, such as a horizontal and vertical inequity, and misallo-
cation effects. As already described in the chapter about the crite-
ria for possible solutions, this critique involves a modification in
the payroll tax base,

A discussion about fulfilling the equity principles 1in the
Social Security'sehtor is still on a very theoretical Llevel. Many
economists and politicians arekmore concerned about getting a day-to-
day. budget balance than & new Social Security framework in the Llong
run. Of course, it is very difficult to change the present revenue

- —— o S e e  Sew W S W S R

82. In the year 2030 all those people are retired who are at age
15 to age 35 in 1982. In this age classes are today 77 mitlion
people. Assumed only 70 million will reach the retirement age of 62
years, and further assumed, only 80 percent will receive benefit
payments, remains a number of 56 million beneficiaries. To have a
ratio of 3:1 of retired people to worker means 168 million covered
employees.
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procedure and distribute the tax burden in ancther manner, because
those who would have to pay more due to a change in the financing
system are more likely to cooperate as a pressure group to maintain
current programs.

The financing proposals described in the next two paragraphes do
not have many followers in the Lliterature. Therefore, this theory is
based on only a few articles im American and European magazines. With
regard to the complexity and the substantial change in the present
framework, this proposal will not include exact calculated figures,

but a theoretical platform to execute a modified tax base system.

Modified Employee Cfontributions

AttL the covered workers (and their employers) paid their payroll
tax in 1983 on their Labor income, up to the maximum tax base of
$35,700. Payroll tax does not include other income sources of covered
workers, such as dividends, interest income, or speculation gains.

This might be illustrated in a situgtion in which twWo
individuals (A and B) have the same total annual income of $20,000.
A's income is 100 percent (taxable) labor income, while B's income is
only 50 percent labor income. As Table 7 shows, this individual B has
an effective payroll tax rate which is 50 percent of the tax rate of
individual A. However, the benefits individual B would receive (in

retirement in 1983} would be 60 percent ($415) of the benefits A

would receive (8701}, clearly indicating the inequity of this system.
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Table 7

Primary Insurance Amount as & Function of
Different Labor Income and Egqual Total Income

Gross Labor Income
Other Income Sources
Total Annual Income

Employee Payroll Tax
(5.4% in 1983)

Effective Tax Rate
(for Employees)

AIME on this Basis

PIA in 1983 for a
Singe Age 65

Individuat A | Individual B

$ 20,000 £ 10,000

% 1] $ 10,000

$ 20,000 $ 20,000

$§ 1,080 $ 540
5.4% 2.7%

g 1,666 3$ 833

$ 701 $ 415

In order to have an equity payroll tax system,

sources should not be excluded from taxation. The the

tal and vertical equity, as a definition of "justice

with a newly defined employee tax base:

1. AlLL dincome revenue of a covered employee has

in the payroll tax base,

Short-term capital

held Less than 12 months) should be taxed fu

Difference A-B

$ 10,000
$ -10,000
$ 0
$ 540

2.7%
$ 833
$ 286

———

these revenue
ory of horizon-

would come up

to be included

excepting any government transfers,

gains (capital gains realized of assets

Lly. GLong-term

capital gains would be excluded from taxation by 60 percent.

The tax base

adjusted gross

for payroll ta

xes would be

income of the federal income t

2. ALl 1income sources of both spouses in a fam

egual to the
ax.

ily are part of

the taxation (which would be on a family basis).

3. A final annual taxation procedure would be neccessary for
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every covered worker, either taxing him dindividually or
taxing his family as an economic unit. ALl taxes contributed
during a year would be advance payments.

4. The maximum earnings tax base would be abolished.

5. The tax base used for the calculation of the AIME would be

arithmetic mean of the employer's and employee's tax base,

A contribution system Like this would involve much more equity
in the Social Security system compared to the current practice.

Under the horizontal and vertical equity system, this procedure
would generate higher revenues in the fellowing years. The computa-
tion of the index for the AIME schedule would not consider the indi-
vidual composition in the income sources, and therefore should be
tied with the growth rate of wages. This would mean favouring those
income groups which haveatotal income growth rate Less than the
computed annual wage rate growth. This unequal treatment would have
to be accepted under this financing proposal.

In lLlater years when the PIA would be computed for the new cohort
of retirees with a totally taxed income, of course differences would
be foreseeable compared to the traditional procedure. A higher tax
based on the time in the labor force would lead to a higher claim in
benefits. Because of a regressive benefit formula (see Table 1),
three extra dollars in the tax base would lead either to about one
dollar <(in the 32 percentage step of the benefit formulal), or only
45  more cents benefit payments (in the 15 percentage step). The
marginal 1increase in benefits would be far smaller than the marginal
increase in the tax base.

The OASDI, however, 1is not a saving fund. The higher claim to
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future benefits must be paid by an intergenerational redistribution
of naticnal income.lt is realistic to expect the total family dincome
(as the newly defined tax base) of lLater generations to be higher
than the pure labor income. With this higher tax base, OASDI would
have higher revenues. The presumed payroll tax therefore should be
sufficient to finmance the outcomes.

If simulation models would show a finance gap in this procedure
in the 21st century, these could be sclved by setting up a PIA with
four steps instead of the present three-percentage~steps formuLa83.
In this way over average benefit payments could be reduced; the
benefit distribution would narrow.

This total dncome taxation practice would be similar to the
proposed change in the taxation of the self-employed income by Social
Security. The reason for the 75 percent tax rate for self-employed
today Lies in the argument that the capital return part of the total
income of this group should not be included in the taxation. These
interest earnings on the invested assets had been estimated on 25
percent of the total income.84

President HReagan's Social Security Plan suggests reducing this
concession to the self-employed. The resulting effect would be a
payroll tax base which includes labor income as well as other 1income

85
sources of a covered self-employed individual.

B e e o L ——————

83. This steps are 90 / 32 / 15 percent of AIME, see chapter 1.
84. See more: Robert J. Myers, pp. 29, 99 .

85. ©On the other hand, this plan considers for self-emplayed a
deduction of Social Security contributions from taxable income by
one-half of the total payroll tax. A smaller fFederal income tax base
will reduce Federal tax revenues. The burden of this deductions,
therefore, will have to be borne by all tax payers.
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As was shown in chapter I1I, the earmarked tax on the product
factor labor led to a misallocation on the factor market in favor of
a capital-intensive production. Some branches in the industry gain
from this procedure, Llike refineries or firms which are using robot-
automatons in the product flow. Undoubtedly the employment of Llabor
is a disincentive, because it becomes more expensive relative to
capital after Social Security tax levied against employer, according
to the total gross income he pays (up to the maximum tax base).

There are two possible ways of avoiding this misallocation. The
first is to tax the output of a corporation. Another alternative
would be to have a tax base which considers the input of labor and
capital.

The first alternative, which is a tax on output would constitute
a tax base equal to the flow of currently produced goods and services
in the economy. In macroeconomic terms, this value is defined as the
Net Natjonal Product measured at factor costs (egual to National
Income), This would be similar to a company's amount of sales, Spe-
cial branches--like banks, trade companies, and private insurance
corporations--would have to be taxed by their business income. Non-
profit organizations and the public sector had to use the old tax
base for lLack of an acceptable sales figure.

A taxation procedure would be similar to the system for a value-
added tax (VAT). On every stage in the production only the net figure
cf value added is a part of the tax base. But in contrast to VAT,

this employer Social Security contribution is already included in the

0



price of the offered product.

The tax rate for this new tax base has to be different from the
employees tax rate, Table 8 shows a possible way to compute the new
tax rate. In this example the new employer Social Security tax rate
would be 1.75 percent levied on every net sale of a company. To
prevent a distortion 1in the tax burden between empLoyefs and

employees a new tax rate has to be designed every five years.

Table 8
Computation of a Modified

Employer Social Security Tax Rate
(in thousand %)

1. Annual employer contributions

in the old system : $50,000,000
2. Contributions of non-profit

crganizations and the public

sector ‘ ¢ - $15,000,000
3. Remaining burden for employer: $35,000,000

4. Computed Net National Product
at factor costs (in the same
year) ) g $2,000,000,000

The second way of including the production factor capital in a
taxation would be to design a tax base out of a company's amount of
annual wage payments and the annual depreciations. The added amount
of depreciations of several years i1s equal to the capital iant in an
enterprise. The annual depreciation describes the capital input 1in
one year.

If both the annual amount of depreciations and wage payments
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would be weighted equally, the new tax rate could be computed very
easily. For the first time, however, the economy would have to adapt
to this procedure by weighting both parts of the tax base according
to a2 former contribution level. The wage payments, for example, could
be weighted by two-third, while the depreciations are only ane third
of the tax base. This weighting would have to be done in a transition
stage. An equally treated input of capital and labor would have to be
the final goal of this procedure.g6

Because of the separate contributions, the tax base to compute
the AIME in this case would only be related to the employee's tax
base,

A great disadvantage of this procedure would be a more
complicated revenue system of the QASDI trust funds. The benefit
adjustments would have be related to the gross national product
growth rate.

Both proposals, the modified employer taxation system and modi~-

fied employee taxation, would mean a revolutionary change in Social

Security financing.

- S A e e e P A D S e e W e W S

86. See more: Max Frank, '"Anwendung des Mehrwerts auf die
Loehne als Kalkulationsbasis fuer Arbeitgeberbeitraege zur Sozialen
Sicherheit'" [Appltication of the Surplus Value as a Calculation Base

for Employer Contributions to Social Securityl, Cashiers Economigues

—— .

des Bruxelles (Belgium), 1976; and Bert Ruerup, "Reform der Arbeit-
geberbeitraege zur gesetzlichen Rentenversicherung"” [Reform of the
Employer Contributions to Social Security]l Wirtschaftswoghe (West

Germany), 24(1980): 5. CTTTEmmmmemmEEEes
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vV CONCLUSION

This paper tries to prove why the proposed deficit for the QOASDI
has different causes in the near, intermediate, and long term. The
short run deficit is a result of high unemployment rates and diver-
gent growth rates in the revenue and expenditure sector of the trust
funds. The time between 1990 and 2015 would not bring any debt in the
Social Security financing system if the budget at the end of the
short period would be balanced and unemployment averages no more than
6.2 percent. Beyond the year 2015 foreseeable demographic changes in
the population age pyramid will be responsible for projected high
payroll tax rates up to 23 percent. The ratio of working population
to beneficiaries will be 2:1 .

The basic goal of any proposal in the fourth chapter s to
stabilize the financing situation and avoid an undesired increase in
the payroll tax rates.

The ways to do so differ, according to criteria for such an
amendment or reform. One possibility is to evaluate a new contribu-.
tion system which distributes the tax burden in a more equifabte
manner. The theory of public finance provides a range of eguity and
atlocation criteria which accomplish this task.

Another alternative would be to include general revenues in the
financing source. These revenue sources should compensate a Low
revenue period in the trust funds, caused by high unemployment rates.

A general revenue financing within the pay-as-you-go framework
would tax Social Security benefits of high income individuals. Such

additive earmarked taxes would be transferred from the Department of

73



Treasury to the trust funds.

Conservative economists would like to have a full general reye-
nue Tinanced welfare system, while the pension part of the Social
Security should be based on a quid pro quo status.

A counterpart of the revenue reform would be a modification of
the benefit structure. The claim of covered workers for benefits
could be shifted into the future by three years, 1in order to keep
people a longer time in the labor force and to reduce their duration
in the Social Security. Finally, the annual benefit adjustments could
be changed in an adjustment procedure which fulfills a welfare goal
and keeps the beneficiaries during their retirement age in the same
relative income pecsition as they had when they received their first
retirement benefits.

A fiscally sufficient stabilization could not only rely on one
single <financing proposal, but shguld involve several suggestions.
Furthermore, the burden of a solution should be (and has to be)
spread among the generations in the Labor force and retired people.

It i9s the task of the tegislative power in the United States to
choose which proposed way would be the best to solve the financing
problems of the Old Age, Survivors, and Disability Insurance in the
short, medium, and Lleoeng run. By enacting the President's Social

Security Plan, an initial step would be made.
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ABSTRACT

The OlLd Age, Survivors, and Disabitity Insurance (0OASDI) is the
main part of the American Social Security system. It represents a
continuous 1income source for disabled or retired people who paid
contributions to Social Security during their time 1in the Llabor
force.

The general purpose of this paper is to define the expected
financing problems of the 0ASDI trust funds in the near, medium, and
Long term. The causes for an estimated deficit in the budgets differ
for each of these periods.

Clearly, only solutions which explicitly address the root of
these problems can be expected to succeed. Two basic instruments
represent the framework within which solutions can be proposed: a
change 1in the revenue structure and a modification in the benefit
procedure.

In order to avoid an undesired increase in the payroll tax rate,
the primary goal of this paper is to provide financing solutions for
the QOASDI on éhe base of a present payroll tax rate.

Changes in the revenue structure mean a broader distribution of
the tax burden among the contributors in a equitable manner. The
employer and the employee contributions could be Levied separately.
For example, all of an employee's non-labor income sources could be
included in the tax base. The tax base for the employer contributions
could be broadened to include a tax on capital as well as Labor
inputs. Furthermore, general revenues could be used to avoid a defi-

cit in the OASDI. Some economists propose an independent, general-



revenue-fTinanced weltare system, while the pension part of the Social
Security should be based on a quid pro quo status; benefits should
equal former contributions.

A counterpart of the revenue reform is a modification in the
benefit structure. Both <changes in the annual benefit adjustment
procedure and increasing the age at which workers become eligible for

benefits could reduce the expenditures of the trust funds.



